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Introduction

There’s almost unlimited educational material available on stock investing. Thousands of books, courses, financial industry reports, and academic papers target various levels of expertise, covering everything from the basic mechanics of financial markets to advanced strategies for maximizing investment returns. If you're following these subjects, chances are that you've encountered the latest "ultimate investment strategy" at least twice today. The problem is clearly not the lack of information, but the absence of valuable, authentic know-how delivered in a concise, easy-to-digest, step-by-step format without any magical BS success formula. There’s simply too much noise. Fortunately, some exceptional investors have consistently outperformed the average market returns and accumulated lasting wealth investing in stocks. They have left behind decades' worth of experience-based insights. Unfortunately, it can take years to collect, analyze, and synthesize their wisdom into a coherent and readily applicable investing system that’s accessible to everyone. This is precisely how and why this guide was created.




About Filters

“Charlie and I have a number of filters that things have to get through before we’ll think about them.”

- Warren Buffett


In a world flooded with information, the Filters guide provides relevant knowledge and tools distilled from the insights of the top value investors in a focused, understandable, and actionable way. Its purpose is to cut through the noise and allow the best investing minds to guide you through every step of the process. It achieves this in two ways. Firstly, it serves as a comprehensive summary of over thirty of the best investing books, condensing the collective wisdom on investing into just over one hundred pages. Secondly, it offers a practical framework that guides you in applying this wisdom immediately, from identifying exceptional businesses to making the final investment decision. With this guide, you’ll be able to define the best investment strategy for you, screen for the most promising opportunities, analyze financial statements, identify competitive advantages, evaluate management quality, determine the right price to pay, and much more. You'll discover both an overview of the most successful investing philosophy and precise formulas for making relevant calculations. Most importantly, you'll develop the right attitude to begin investing wisely and circumvent avoidable mistakes. This is probably the closest thing to the only stock market investing guide you’ll ever need.



This guide is suitable for both beginners and experienced investors. Each section begins with a brief explanation titled “For Beginners,” while the remaining content assumes that you have a grasp of at least the fundamental concepts in finance to maintain conciseness. This makes it perfect for readers at an intermediate level. Further, this is a unique delivery vehicle for the teachings of Warren Buffett, Charlie Munger, Peter Lynch, Philip Fisher, Benjamin Graham, Howard Marks, Joel Greenblatt, and numerous others. As the author, I don’t claim to be an authority on the subject and strive to minimize the inclusion of my personal opinions. My role is to be the most effective messenger of the lessons from the masters. Finally, it's essential to note what this guide isn't. It's not intended to replace financial education or the original books on investing. It will help you identify areas where you need to fill in gaps, but not everything can be covered in a single book, let alone in less than two hundred pages. It doesn't cover current stock market trends either. While the investment landscape continues to change, the timeless principles derived here are more useful than passing trends. Above all, this guide isn’t a guide for technical analysis or trading. It provides practical and realistic guidance on long-term value investing rather than short-term speculation.





How to use Filters

“We really can say no in 10 seconds or so to 90%+ of all the things that come along simply because we have these filters.”

- Warren Buffett


Investors are faced with an overwhelming number of publicly traded stocks to choose from, making it impractical to thoroughly evaluate each one. Most investors use filters to reduce the number of options. In investing, a filter represents criteria for selecting investments. Unlike checklists, filters vary depending on the unique aspects of each situation. Although you can create a checklist based on filters, such as for a specific industry, it won’t be universally applicable. Filters don’t replace active reasoning but can serve as an excellent framework for sifting through investments and selecting only those that deserve further analysis. Hence, filters are an integral part of the entire investing process and shape the structure of this guide.



After a brief discussion on investment strategy, you’ll find six sections that function as filters. These sections progress in a sequence, starting from the least complex to the most complex, and from the least time-consuming to the most time-consuming. Each filter eliminates stocks, but the exact number will depend on the strictness of your judgment. The first two filters focus on quantitative analysis to narrow down the promising companies, and then to determine their financial strength and sustainable earnings. The next two filters delve into qualitative factors like the competitive environment and management, leaving only the most future-proof companies. The final two filters involve an in-depth analysis and valuation of the remaining companies to determine which stocks to invest in. The final section provides additional insights and general advice on factors to consider beyond filters.



To get the most out of this guide, try to directly apply what you learn in each section. After all, it's a guide, not a textbook. Additionally, keep in mind that many criteria, especially quantitative ones, serve as generalized benchmarks. Every situation, business, and industry entails unique considerations. Most metrics should also be assessed over the long term, ideally for at least 10 years. Lastly, stick to the system of understanding companies and their prospects before determining the appropriate price to pay for their stocks. Thoroughly researching and valuing businesses is a demanding and tedious process. If you find the task easy or enjoyable, you might be doing it wrong. So, without wasting any more time, let’s dive into how the best do it.
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Investment Strategy

It’s important to understand what made the world’s greatest investors so successful. The purpose of this section is to assist you in defining your own investment strategy. This is done by putting forward the necessary distinction between active and passive investing, as well as by describing the core philosophy behind the world’s most prominent investing minds. While this guide intends to serve as a compass for an active investor, understanding the fundamentals of both approaches enables you to forge the most suitable and rational path for you. Together with the principles of value investing, this will also help you adopt the right mindset and avoid speculative behavior. Upon completing this short section, and considering your willingness, capabilities, and objectives, you should be able to determine whether you can commit to the scrutiny of active investing, or whether you should opt for the often more rewarding simplicity of passive investing.




For the Beginners


A beginner must understand the difference between investing and speculation. Investing in stocks is acquiring them based on the value of an underlying business. This value is determined through a fundamental analysis of factors associated with a given company, including its economic activities, cash flows, management, etc. When speculating with stocks, on the other hand, the acquisition is based on the hope that the next buyer will be willing to pay a higher price. This usually takes the form of short-term trading and includes technical analysis of changes in price and volume. An investor is someone who puts money in stocks to safeguard future purchasing power and receive a reasonable return on investment. A speculator is someone who enters a gamble to gain a quick profit from volatility in the stock market. By this definition, every form of investing is a practice of value investing, and every type of investor is essentially a value investor. To put it simply, if you’re not investing in value, you’re speculating. If you choose the journey of active investing, you’ll need to be able to identify this underlying business value yourself.





Passive Investing

“Don't look for the needle in the haystack. Just buy the haystack!”

- John C. Bogle


Many well-known investors have suggested that most people shouldn’t be picking individual stocks. Although it might sound weird coming from those who are doing exactly that, the evidence to support their assertion is overwhelming. Only a small percentage of mutual funds have managed to surpass the average returns of the stock market, and hardly any of them have achieved this over extended periods of time. But how could this be? These funds are led by educated and experienced professionals, not regular mom-and-pop investors. The reason for this is simple, yet often dismissed. The real returns of an investor are those that remain after all costs and taxes. After all management fees and other costs, the average annual returns of active institutional investors can’t match those of the stock market. Well, at least not for their clients.



On the same note, independent individuals engaged in trading are subject to significant tax disadvantages and transaction costs. This also applies to average retail investors who are overly active in their approach. Many people fail to recognize that when a broker, be it a person or an online platform, encourages you to buy or sell a certain security, they’re either trying to raise funds for the issuing company or acting as an intermediary between you and another investor. In any case, a transaction needs to occur for them to make money. It goes without saying that the broker’s incentive to shift money around isn’t exactly in line with yours. Additionally, as some investors outperform the stock market, others must equally underperform it. If you’re selling high, someone else must be buying high. To quote Warren Buffett, “There is simply no magic—no shower of money from outer space—that will enable them to extract wealth from their companies beyond that created by the companies themselves.” There’s no way for the average investor to achieve higher returns than the average returns of the stock market. When adding friction costs, this zero-sum game becomes negative-sum. This diminishes the compounding effect and transfers wealth from active traders to passive holders.



Due to these simple facts, the optimal investment strategy for the vast majority of people is to buy a low-cost index fund or an exchange-traded fund (ETF). Preferably, this fund would track the performance of the S&P 500 or the total stock market. Many leading investors, including Warren Buffett, have praised index funds as the best way for passive investors to outperform professionals. However, there are some considerations. Some index funds may have higher costs compared to others. To avoid overpaying, choose index funds with an expense ratio lower than 0.2% and without sales charges (also known as a sales load). Also be cautious when it comes to sector-specific, emerging markets, or similarly themed funds. It's advisable to allocate most of your capital to a traditional all-market fund. To ensure diversification through time, you can use the Dollar-Cost Averaging strategy, where fixed amounts are invested at regular intervals, such as every month. This strategy requires minimal effort and can be fully automated, allowing the mathematics of compounding to handle the rest.



Naturally, passive investments are intended to be held for the long term and shouldn’t be traded speculatively. Doing so would impede the process of compounding and contradict the rationale behind passive investing. Even if you start with modest amounts, the fundamental principles of passive investing are all you need to harness the power of the compound effect and attain the freedom of detachment from whatever happens in the stock market. Thus, if you can resist the urge of excessive buying and selling, avoid high costs, and stick to indexing, the passive approach will always provide you with a fair share of the market returns with the lowest possible risk.





Active Investing

“Choosing individual stocks without any idea of what you're looking for is like running through a dynamite factory with a burning match. You may live, but you're still an idiot.”

- Joel Greenblatt


Preceding arguments in favor of passive investing might create an impression that active investing is solely a form of speculation. This is precisely what it is for investors who don’t know what they’re doing. Most people with regular full-time jobs aren’t well-equipped to select and analyze stocks, which leads them to either engage in speculative behavior or leave it to the professionals. When it comes to mutual funds, the entire risk is shifted onto investors, while the funds erode their wealth with fees, hidden costs, poor timing, and counterproductive transactions. Professional managers also face limitations that individual investors don’t. For example, well-performing funds experience a slowdown due to larger capital inflows, which hampers long-term returns. In the event of a stock market downturn, when undervalued businesses become available, fund managers might lack the resources to invest as scared investors sell their shares in the fund. Environmental social governance (ESG) scores, fund type restrictions, and public pressure are among the other limitations. Moreover, fund managers know that they won’t get fired for buying or selling what everyone else is. Being a contrarian can be rewarding, but it’s risky.



While the average investor can’t “beat the market,” as demonstrated by many above-average investors, achieving superior results with active investing isn’t impossible. After all, active investing is what establishes market prices. Index funds simply reflect the aggregate investment decisions made within the stock market. In addition, you aren’t restricted by the same factors as mutual funds. You can even gain an advantage as an employee and as a consumer. Engaging in simple day-to-day activities can help you obtain insights into certain industries and capitalize on opportunities ahead of professionals. However, this demands a solid understanding of the underlying business economics, rational evaluation of facts, accounting skills, patience, and staying within the boundaries of your expertise. Doing better than average requires picking investments that outperform the average. You must be able to consistently position yourself on the winning side of the trade.



Investing in stocks is a blend of art and science, but it shouldn't rely too heavily on either. Trusting your gut feeling is speculation, not a strategy. On the opposite end, attempting to quantify the unquantifiable leads to incomplete conclusions and unwarranted confidence. Institutions often heavily rely on intricate statistics, price predictions, and macroeconomic formulas, but these are meaningless to value investors. No one can predict or control the stock market, but you can control your own decisions. That's why it's crucial to conduct your own due diligence, using your own reasoning and researched facts. Once you’ve developed sufficient ability to valuate a certain type of business, you need to buy the right stock at the right price. Mistakes and missed opportunities only matter if they occur within what Warren Buffett calls the "circle of competence." Similarly, making a fortune from a speculative trade, which is by definition outside of your understanding, doesn't make you a stock market genius. What matters most is that, over the long term, you're more right than wrong by investing most of your funds where the perceived balance between risk and reward is highly in your favor.



Given the substantial time and effort demands, along with the need for the appropriate temperament and education, the endeavor of stock investing will leave most people better off if they’ve passively invested in an index fund. In other words, choosing to be a "free-rider" instead of a driver is generally more advantageous. Having said that, since you’re willing to take on the challenge of active investing (you probably wouldn’t be reading this otherwise), the subsequent sections of this guide will provide you with everything you need to analyze and value a business. Set your investment goals and define a clear strategy, but try to keep the majority of your capital in an index fund. After a few years of trying to identify above-average businesses, evaluate your portfolio's returns in comparison to those of an S&P 500 index (factoring in all costs). This will show if the effort was genuinely worthwhile.





The Core Philosophy

"In the short run, the market is a voting machine but in the long run it is a weighing machine.”

- Benjamin Graham


Contrary to the conduct of some contemporary financial institutions, traders, and speculators (who can often be synonymous), the fundamental function of the stock market is to provide economic value by enabling citizens to become owners and by allowing businesses to obtain capital for their operations or expansion. A stock represents a fraction of ownership in a company. Whether you purchase an entire company or just a few shares, the reasoning is the same: you want to invest in stocks to become an owner of exceptional businesses. However, it’s not enough to own a business, it's equally important to do so at a low cost.



From an investor’s perspective, the stock market can be seen as a person named Mr. Market, a concept introduced by Benjamin Graham. If Mr. Market proposes a price that’s below the value of the business, you should be happy to trade with him. If not, you can simply dismiss his offer. Mr. Market doesn't offer value, he only offers a price. Price is the least useful piece of information when valuing a business, yet it’s usually the most closely followed one by the public. Market quotations are there solely for your convenience. As far as you should be concerned, they don’t even exist unless the price is right. Nonetheless, you should be certain that you know the real value better than Mr. Market. Otherwise, you should stick to passive investing and forget about him entirely.



The stock market, or Mr. Market if you prefer, consists of people and business entities. Often, the speculative and emotional behavior of market participants can cause stock prices to fluctuate, creating temporary distortions. While these imbalances are generally small, fear and greed can also produce vicious market cycles. At times, the real value of a company may be higher than its market price, while in other cases, it may fall short. But these distortions can’t prevail against the economic reality of a company's actual earnings. Likewise, the stock market as a whole fluctuates in the short-term but has a historical tendency to grow over the long term, in tandem with the expansion of the economy. If you understand that real investment returns depend on economic value, you won't be swayed by fear-mongering or magical projections from Wall Street.



Every stock market investor, regardless of their level of renown, adopts their own unique investment strategy. Some focus exclusively on specific countries or regions, while others specialize in particular industries. Some seek out special situations, while others prioritize quality. Despite the diversity in strategies among successful investors, many of them share the same core philosophy of value investing. Benjamin Graham, the father of value investing, proposed a diversified stock portfolio consisting of well-established companies with good financial health and positive earnings. These companies were to be acquired at a price below their value or even below the value of their tangible assets. Further, Graham saw businesses as either cheap or expensive. Any business could be a viable investment if it was undervalued enough. This is why keeping an appropriate margin of safety (the difference between value and price) became one of the most fundamental principles of value investing.



Unfortunately, the likelihood of finding a company that’s both financially strong and severely undervalued has diminished over time. The philosophy had to evolve. Philip Fisher, another esteemed investor, echoed the importance of price but emphasized that the quality of a company is equally, if not more, important. An outstanding business is a much better investment. Acknowledging this, Warren Buffett and Charlie Munger expanded Benjamin Graham’s philosophy by prioritizing businesses with a long record of durable competitive advantage, superior management, and exceptionally strong economic characteristics that provide continuous long-term growth in value. They described this as a move from acquiring “fair companies at a wonderful price” to acquiring “wonderful companies at a fair price.”



Valuing a company's future profits isn’t an easy task, so the business should be comprehensible, and the investor must adopt a humble, conservative approach. If you can’t answer the most basic questions about the company’s present condition and future outlook, don’t risk engaging in speculation. When you identify potential investments within your circle of competence, conduct further research to develop a fact-based story and see where it leads. For example, one of the best investors, Peter Lynch, found it useful to categorize stocks into slow growers (mature firms with substantial dividend payouts), medium growers (companies with a 10% growth rate), fast growers (smaller, riskier companies with a 20-30% growth rate), turnarounds (businesses that rebound following a downturn), cyclicals (companies whose earnings are contingent on market cycles, often dealing in commodities), and asset plays (cases where undervaluation is the primary factor). While Lynch diversified across these categories, he focused on small but rapidly growing companies that were overlooked by institutional investors due to being considered too boring or not belonging to a high-growth industry. Similarly, Philip Fisher advocated the importance of talking directly to a company’s management, employees, suppliers, and competitors as a way to assess if it meets the criteria for a sound investment. Both Lynch and Fisher were able to see the long-term value better than short-sighted analysts because they developed a more complete story.



Once you've identified a desirable business, you must patiently wait for the right price. The margin of safety plays a key role here. The higher the margin of safety, the more the potential for gain increases while the risk of loss decreases. An exceptional business bought at a reasonable price will increase your chances of great returns while decreasing the risk of losing your capital. This contradicts the popular opinion of having to increase the risk to increase the reward, but the logic behind the margin of safety is undeniable: paying 50¢ for $1 isn't riskier than paying 90¢ for $1. Outstanding businesses seldom sell at bargain prices in today’s stock market, but you can allow for a smaller margin of safety when such an opportunity arises. Mr. Market usually provides these opportunities when it’s overly pessimistic. You should view price declines as a reason to celebrate. Even if the price falls after the purchase, you can always buy more! Additionally, while higher prices imply higher risk in the stock market, there's no need to predict when the overall stock market becomes overvalued. You'll come to realize this when you can’t find any quality businesses selling at attractive prices. Remember, you can trade with Mr. Market whenever you want.



Evaluating the underlying business behind every stock enables investors like Warren Buffett to buy undervalued stocks with confidence that they’ll rise in market price because the companies will experience long-term growth in value, which will eventually be recognized by other market participants. If the underlying business fundamentals are truly great, their intrinsic business value continues to grow. And if the stocks are genuinely underpriced, the market eventually makes a price correction. Acquiring stocks of companies with growing intrinsic value at a price below their intrinsic value yields returns from both the market correction and the growth itself. If the fundamentals of such a business remain unchanged, it makes sense to hold the investment and let it compound over the long term, rather than selling it and incurring capital gains tax. While your exact investment strategy is for you to determine, it’s worth keeping in mind that this commitment to the philosophy of investing in wonderful businesses at fair prices is what made value investors so successful.
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Screening

Once the investment strategy is defined, it's time to enter the first filter: the screening process. This section aims to help you reduce the enormous number of publicly available stocks to a manageable selection of those exhibiting the highest potential as investments. The screening filter excludes the most stocks compared to the other filters in this guide. To begin with, it’s essential to determine what opportunities to look for and where to look for them based on your individual constraints and advantages. Then, financial ratio analysis will play a significant role during the initial elimination of unfavorable investment options. By following these simple quantitative metrics and adjusting them to specific industries, you can already gain some understanding of a company’s performance trends and its relative standing compared to competitors. However, the main goal here is to determine which companies merit deeper investigation and which ones can be immediately dismissed.




For the Beginners


A beginner must understand the limitations of financial ratios. There are two ways to approach the screening process. One way is to make an industry comparison and then focus on the top performers. Another way is to skim through individual company data and then focus on the most interesting ones. Both ways involve narrowing down based on relevant financial ratios and other metrics. While it’s a great screening tool, financial ratio analysis doesn’t provide the full picture. For the numbers to make sense, they must either be contextualized within the entire business or presented as per-share figures. Further, ratios vary widely across different sectors of the economy. The criteria outlined in this section offer only generalized benchmarks. Ratios should be assessed over a span of several years, preferably 10 years, and then compared to both the nearest competition and an industry average. For better comparability of ratio-based screening from the start, it’s best to screen one industry at a time or among companies with similar characteristics.





Understandability (what to look for)

“Know what you own, and know why you own it.”

- Peter Lynch


Knowing your limitations is essential for both the initial exploration and subsequent research. It’s not that achieving good investment results is impossible if you lack expertise in a specific field, but you need to possess the ability to prudently estimate a company’s average profitability and to maintain reasonable confidence in its performance over the next decade. That's why it's best to focus on companies that are simple, stable, and easily understandable, while you should remain disciplined, conservative, and within your circle of competence. Whether it’s a specific industry, geographical location, professional specialization, or personal interest, it should narrow down your focus to what you can understand. In most cases, anything beyond your circle of competence should be considered an unprofitable realm. For instance, if financial institutions aren’t in your area of expertise, it's wise to avoid them. They’re complicated, more difficult to value, and use a lot of leverage. Seek out what you know and understand as a consumer or professional. Leave the banks for bankers and the pharmaceuticals for doctors.




Search (where to look)

“We don’t have to be smarter than the rest. We have to be more disciplined than the rest.”

- Warren Buffett


Acknowledging that seasoned full-time investors with a proven record are more likely to outperform a part-time novice is part of understanding your limitations as an investor. Hence, it's crucial to continue learning from the best in the game, excluding the so-called “experts” on Wall Street. No, this doesn’t mean you should mimic the investment choices of Berkshire Hathaway. It means that it’s valuable to understand the rationale behind the investment decisions of investors like Warren Buffett and Charlie Munger. The portfolios of successful investors are also a potential resource when searching for desirable stocks. When trying to strengthen or expand your circle of competence, it’s useful to follow investors who specialize in relevant industries or regions and take note of their current holdings and recent acquisitions for further analysis (the official source of such information from U.S. investors is the “Form 13F” filings). For example, if a particular company you're interested in has been acquired, or even better, is still being acquired during a price decline, by some respected investors, it could be a sign that you’re on the right path. Similarly, if those same investors are selling, you should be concerned.



Perhaps the most promising opportunities for value investors lurk among companies that are dismissed by institutions and analysts due to their small size, mundane or unconventional names, unexciting products or services, unpopular industries, or undesirable markets. These factors increase the likelihood of a company being underestimated within the financial community. It’s best if the institutional ownership is less than 60%, but the lower, the better. A good place to start can be overlooked industries that don't get many appraisals but can indirectly benefit from the competitive environment in hyped industries or popular trends (selling shovels rather than searching for gold). Spin-offs are another promising avenue to consider since they might have a positive track record within the parent company but are often dismissed by institutional investors. In essence, it’s best to look where very few others are looking.
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