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			Foreword to the 2nd Edition 
by Merryn 
Somerset Webb

			In my line of work I come across an a lot of fund managers, some new to the game, some hugely experienced, some jumping ship from established firms to set up alone. They all tell me the same story. They are going to make more money than the average fund manager by the simple expedient of buying stocks for less than they are actually worth.

			Good plan, I say. But how you will know? 

			The answer to that comes in a million variants but tends to be based on them having clairvoyant abilities the rest of the market is lacking. They can see more clearly than the other fund managers how global monetary policy and growth will play out; they can understand more exactly how technology will drive future productivity and where; they have a special way of showing that what looks like an expensive valuation is not one; or they have perhaps devised a new valuation method that better predicts the future than the ones used by the others.

			Some of these things represent the “twaddle and fuzzy concepts” of modern investing that Charlie Munger dismissed. But they can also work. Some managers really are good at forecasting the future – and they do make fortunes. But still one can’t help but feel that rather a lot of effort is being wasted here. Why? Because the history of investing tells us that it is usually perfectly possible to buy stocks that are trading for less than their real value without having to bother with much tiresome predicting of the future at all. 

			The original deep value investment guru, Benjamin Graham, told us this in his The Intelligent Investor in 1949. Some stocks, he said, traded below their objective intrinsic value thanks to “neglect or prejudice”. They might continue to do so for an “inconveniently long time”, but those with a longish time frame could and should just buy these cheap stocks with a low price/earnings (P/E) ratio and wait. His studies showed that this worked perfectly well. From 1937 to 1969, $10,000 invested in the expensive stocks in the Dow Jones would have ended up worth $25,300. But $10,000 in the cheap stocks would have risen to $66,900.

			James P. O’Shaughnessy gave us some even more stunning numbers in his What Works on Wall Street. If you had put $10,000 into high P/E stocks at the beginning of the 52 years leading up to 2003, it would have grown to $793,558. That’s nice. But had you put the money into low P/E stocks, your returns would have been much more than nice: you’d have had $8,189,182. Buying shares on a low price-to-book ratio would have seen you end 2003 with $22m plus change in the bank. Very nice.

			So why, given these numbers, hasn’t every long-term investor in the world been buying value for the last 50 years, and (eventually) eroding the advantage in doing so? The answer is simple: because it is both too simple and too difficult. It looks straightforward – and the way Jeroen tells it in Deep Value Investing confirms that it can be. But it requires patience: who knows when the market will recognise the value in stocks that aren’t offering any obvious fun? It requires a contrary mind set: it is not easy to make yourself invest in stocks the rest of the market finds properly repulsive – and if you are going for deep value rather than just ‘value’, that’s what you have to do. It requires optimism – when everyone else is extrapolating endless pessimism for a stock or group of stocks, you need to be able to see the other side of the argument. It requires a reasonable amount of old-fashioned analysis: few deep value stocks will be well covered by analysts so you will have to do the balance sheet work yourself (with some exceptions – see Jeroen’s case studies on the housebuilders). And it requires a long, long time frame, something the majority of investment clients in the UK say they will allow their managers but almost never do. That’s a tough combination of characteristics – and one that few fund managers (or people in general) have.

			Value investing hasn’t been fashionable among investors for a while now: it is seeing one of its longest ever periods of underperformance relative to growth and, after a brief comeback in early 2017, value stocks (as defined by the MSCI World Value Index) now stand at their widest discount to growth (MSCI World Growth Index) since the financial crisis. Ten years ago, around 40% of UK fund manager had a tilt towards objective value investing. Today, that number is more like 14% (Morningstar/Schroders). That’s true across the sectors: almost all investors are biased the same way, something that makes being a deep value investor today both harder than usual (it’s really lonely) and easier (there’s less competition). However, given how markets mean-revert, it also suggests that it might be close to time for value investing to have its day in the sun again: note that the price-to-tangible-book ratio of the MSCI World Growth Index is now higher than it was just before the dotcom bubble hit its 2000 high. As interest rates move away from their current 3,000-year lows, and investors stop clamouring to overpay for what they see as the certain success of high priced ‘quality’ stocks, this new edition of Deep Value Investing could turn out to be very timely indeed. Those who have read Jeroen’s case studies, and who have figured out that they are emotionally and intellectually up to the job of deep value investing, might find themselves rather more prepared for the next few decades of investing than those who have not.

			Merryn Somerset Webb
Edinburgh, December 2017

			Foreword to the 1st Edition 
by Michael van Biema

			Modern finance theory postulates a strong relationship between risk and return. Jeroen Bos and his investment style demonstrate the fallacy of this convenient but naive definition of the risk-return relationship. In this book, Jeroen explains how by being a deep value investor one weeds out investments that are both very low in risk and high in return.

			Jeroen practises a type of investing that I call Statue of Liberty investing – to paraphrase: ‘give us your poor, your forgotten, your unloved…’1 The companies he looks into have for the most part either been forgotten by most of the investment community or are actively shunned by them. Lurking, however, in the recesses of this netherworld of the investment universe one finds some equities that represent the ultimate in value. These are equities whose value is not justified by the future earnings envisioned by the fantasy of management or analysts, but rather by the current facts as presented in the company’s balance sheets.

			Effectively, what Jeroen teaches us in this book is how to read and think about balance sheets in a simple and very effective way. His goal is to uncover companies and therefore investments where the assets on the balance sheet outnumber the company’s liabilities in such a way that the ‘risk’ of investing in the company’s equity is strongly mitigated, and, perhaps more importantly, can be accurately estimated relative to the potential return. The main focus of the book and of the 17 detailed investment examples it contains are so called net-net investments. These net-net investments were first described by Benjamin Graham, who is widely considered the father of both value investing and, in fact, the field of security analysis. A net-net investment is an equity where the current assets of the company outnumber all of the company’s liabilities. As Graham put it, it is a way of buying a dollar for 50¢.

			Jeroen began his value investing career as a broker in London where on his own he developed an attraction for both unloved securities and for 50¢ dollars. As he once told me, he had the ideal personality for this form of investing – being both stubborn and cheap. Joking aside, there is truth to his statement in the sense that great value investors have to both have a nose for cheap securities and then have to be incredibly disciplined in purchasing them only when they are really at value prices. 

			Jeroen later became a broker to Peter Cundill, the legendary Canadian value investor who generated north of a 17% return annualized over the course of his 33-year career. Peter was a personal friend of mine as well and a member of the board of advisors of my firm. While a kind and generous man, Peter was not a man to suffer fools and his profitable dealings with Jeroen, especially with Amstrad, are a testament to Jeroen’s abilities to find investments of interest not just to mere mortals but to one of the super investors of the Graham school.

			The book focuses on companies in the service sector since they are better able to rapidly adapt to changes in economic circumstance. Jeroen also stays away from companies that carry any significant amount of debt on their balance sheets, preferring instead to search for companies that are cash-rich.

			The companies themselves span a broad cross section of service industries, from a defense contractor to banking and currency exchange. Jeroen also describes some of his investments in retail and the difficulties associated with investing in that more ‘fashion-driven’ sector. Some of the investments described here can only be described as legendary. A number are so called three-baggers, but even some of the more modest successes are legendary in the sense that one can buy equity in companies at such large discounts to their value, as Jeroen puts it in the case of Morson group: “one could buy a profitable company with £500m in revenues for less than £20m”.

			The book is also complete in the sense that it provides a couple of examples of his mistakes and a few where the outcome is still uncertain. Perhaps the most instructive of this is the Abbycrest case study, where Jeroen violates his own principle of staying away from companies with high levels of debt – unfortunately with disastrous results. Two other cases that provide fascinating reading are those of Barratt Developments and Gleeson, both British homebuilders and both of which worked out extremely well, but both of which had quite different risks despite being in the same industry.

			Another unique aspect of the book is Jeroen’s sell discipline. As he correctly points out, the types of investments he is looking for are not readily available in quantity. They are hard to find and frequently take a long time to ‘develop’. Unlike many value investors, he does not necessarily sell when his investments reach fair value; rather, he waits till some earning momentum develops and pushes the share price higher. He therefore, unlike many value investors, leaves less on the table.

			One of the beauties of this type of investing, as pointed out, is that it does not depend on earnings estimates and forward-looking statements by management. These tend to be, not surprisingly, less reliable and far more volatile than the balance sheet. In fact, since most investors depend heavily, if not entirely, on these types of estimates, income statement investors create the price volatility of which Jeroen and other balance sheet investors are able to take advantage.

			It takes a few characteristics to be a great value investor. Some of the things we look for at our firm are:

			
					a focus on the long term

					a willingness to take a contrary view

					patience

					discipline.

			

			As you read through this book, think about how Jeroen and the investment cases he describes display these characteristics. It will serve you well in your own investment career.

			Michael van Biema

			New York, 2013

			Michael van Biema is the former Columbia University finance professor and founder and managing partner of funds of fund group van Biema Value Partners, LLC, based in New York. He is the co-author of the book Value Investing from Graham to Buffett and Beyond.

			Preface to the 2nd Edition

			The first edition of Deep Value Investing was published in November 2013, and now in 2017 I am writing the preface to the second edition. The reason for a new edition is not that much has changed – this tried-and-tested method of investing has no need of a fresh approach and there continue to be many deep value opportunities in the markets on a near daily basis. Instead, this edition is an opportunity to provide a progress report on those investments that were still ongoing at the time of going to press on the first edition – and to add a number of new and interesting case studies of deep value investments made in the meantime.

			For instance, in the first edition I wrote about Barratt Developments. We finally sold our last remaining shares in the company in 2016 at 652p – a fantastic return on our original purchase price of 90p per share. For a sector that had virtually been written off to come back so strongly was remarkable. Valuations in the housebuilding sector are no longer so compelling as they once were, though 2016’s European Referendum vote in the UK threw up a few opportunities – but potential investments abound elsewhere.

			90p to 652p is a return of 624%. It always amazes me that these kind of returns can be made with very ordinary companies. But with deep value investing it is perfectly possible. What the investment philosophy of deep value investing does is give the investor a chance to identify assets trading at very low valuations. Not all of these assets, when purchased, will come good: but if the ingredients are all there (more on those specific ingredients in the book!), the investor will often be pleasantly surprised. Like any diver, the process must be repeated to come back with treasure. But be in no doubt that the treasure is down there.

			Of course, risk-free investing does not exist. It is all very well a stock being cheap – there is usually a good reason for it to be trading at low levels. The deep value diver has to search through the wreckage. Starting with key ratios is important. So is reading the accompanying management statement – and seeing if there is a pattern of increasing optimism with each results release. Look at the make-up of the assets and go through the different items. You soon get a feel for what’s truly promising and what isn’t. My hope is that by sharing exactly how I have done this across a very large number of detailed case studies, this book will show you how it’s done with unprecedented openness – and what can go both wrong and right for the deep value investor, so that you can get it right more often than not. 

			I have tried to make the new case studies as varied as possible, and have slotted them into appropriate parts of the book (which, as you will see, is divided into case studies of successes, failures and ongoing investments). There is a new chapter on a company called Hargreaves Services – a solid fuel and bulk material logistics firm. If you look at its long-term price chart, you’d be forgiven for thinking it has come to a dead end. But companies like this remind me of James Bond, in that they have a pronounced habit of not dying despite the villain (i.e. the market) expecting or enthusiastically encouraging them to do so. I have included it as an example of a company that is partly liquidating its fixed assets, thereby transforming its outlook and giving it ample scope to deal with structural changes. The share price has reacted strongly to these announcements.

			I have also dedicated a chapter to a Japanese net-net, Sanshin Electronics, a holding we previously held, sold and bought again when it returned as a net-net. The Japanese market is currently fertile hunting ground for net-nets and our experience with them so far has been good. The first one we bought was Yonex, the sporting goods manufacturer. It did very well – and, alas, even better after we sold it!

			Recruitment companies are also always a favourite and Hydrogen Group, like Spring Group (which appeared in the first edition), gets its own chapter here. Again purchased as a net-net, it shows every sign of being ready to take off.

			I have not included any new housebuilder case studies as the chapter on Barratt should suffice. But the years since the first edition did throw up a number of deep value investments in this area in quite striking fashion. Lots of people have axes to grind when it comes to media influence, and no doubt there is something to this at times – but the media can also be a great help in creating opportunities for investors. After the British public voted to leave the European Union in the summer of 2016, an extraordinary opportunity presented itself to invest in housebuilders. We happily bought both Bovis Homes Group and Telford Homes as they were the cheapest. That these stocks bombed on the referendum result is still a mystery to me. They operated in one of the strongest markets in living memory: low interest rates, high mortgage availability, rising employment. Yet the media’s talking heads deemed the sector an ‘obvious casualty’ of the Brexit vote (along with the property sector, where we likewise made buys).

			In a matter of days we were able to get Bovis and Telford at net-net levels – the same levels at which I had originally bought Barratt Developments and MJ Gleeson back in the previous recession. This time round the sector was not in a difficult economic environment; it was only the instant analyses made by media commentators that had brought these share prices down. In a way it was even better than last time – the risk factor was a lot lower. The demand for houses was out there, mortgage availability was good, unemployment levels were coming down. The housebuilders we were buying at net-net prices operated in a stable market with strong profitability, paying dividends, distributing some surplus capital. Both share prices have risen by over 50% since then. Bovis at one stage looked like it would be bid for – happily nothing came of this as I expect the share price to continue its upward march as management makes assets more productive. I don’t expect these two to travel the same distance as Barratt and Gleeson did a few years ago – but I am grateful for the opportunity.

			I suspect that I am one of the few people who looked forward to the introduction of MiFID II, a new financial regulatory framework that will have come into effect by the time this book is published in January 2018. In my view it will increase the opportunities for the value investor. Now that brokers are forced to charge separately for their dealing and their research, it will become increasingly uneconomic for them to research small caps. Instead of being a disaster, I see it as a welcome opportunity – fewer will be fishing in our pond. As with the first edition, I wish you the best of luck as you try the waters.

			Jeroen Bos

			Sussex, November 2017

			Preface to the 1st Edition

			This book focuses on a specific area of value investing, but it happens to be the area that has generated the biggest returns. Deep value investing is a defensive and high-potential strategy, picking out companies where it is very hard to lose money even in a worst-case scenario and where genuine potential means an almost unlimited upside when fortunes change. It is as simple as it is sophisticated. Above all, it is about standing apart from the crowd and letting the balance sheet do the talking.

			This guide to successful deep value investing is aimed at those investors who are familiar with the stock market, enjoy the investment process, and are interested in generating better returns than the market in general – with a (much) lower risk profile.

			It deals with UK-quoted companies, though its principles work equally well in any other country. Crucially, the deep value investing methods revealed here only rely on publicly available information. All the reader needs is an interest in finding investment opportunities that are off the beaten track but have a better-than-even chance of superior returns in the long run. Deep value investing means being happy to look at many different potential investments and choose only the most attractive ones amongst them. Patience is an important part of this process.

			I have written the book around a large number of investment case studies so as to make the content as practical and well-illustrated as possible. Amongst the success stories there are some investments which had disappointing returns and a few others where the investment has only recently been made. But there is, I believe, just as much to be learnt from these examples as from those where everything went smoothly.

			In each chapter I give a short background to the individual company and how and when I found it. I then show exactly how I used publicly available information to build a clear investment case.

			This book is not meant to provide a mechanical investment approach that can be copied and forgotten. Rather, it aims to demonstrate an entire way of investing that can be adopted (and adapted) by any thoughtful private or professional investor: the logic of why it works, and the application of its principles and techniques to a wide range of real-world shares.

			Like all investing styles, deep value investing is dependent on many factors and each individual investment tends to be unique in a number of ways. To quote the title of Richard Oldfield’s excellent investment book, like all investing it is inescapably “Simple But Not Easy”. Nevertheless, it is my hope that this book marks a significant step towards making this highly rewarding form of investing more accessible than it has ever been before.

			Jeroen Bos

			London, June 2013

			Introduction: 
Being a Deep Value Investor

			What you can get out of this book

			The aim of this book is to show, step by step, how to find those stocks that have the greatest potential to generate substantial returns. If you are looking to dramatically increase your odds of getting a much better return from equity investing then this book should be of interest.

			The methodology described in this book will help you to identify stocks with great hidden potential. Take Barratt Developments, for instance. At the time of being identified by the methods explained in this book (November 2011), this share traded at 90p. In May 2013, when writing the first edition, it was trading at 240p – an increase of 270% in under two years. And by the time of the second edition, in November 2017, it stood at 657p. (We sold at 652p in 2016.)

			This book contains many examples of other companies whose shares have shown similar strong price developments – including Record, ArmorGroup International, Harvard International and many more. More than this, it tells you how to find companies like this in future, before their prices explode.

			Having read this book you too should be able to generate much better results from your stock market investments by identifying deep value shares at the right time.

			Finding friendless companies

			I first started to develop and apply the deep value methodology of this book in the autumn of 1987, after the Black Monday crash, when I worked as a stockbroker at Panmure Gordon & Co in the City of London.

			My early successes in applying this investing approach generated a dramatic and consistent hit rate, discovering great opportunities in companies like H. Young Holdings, Amstrad, Time Products and others. It would take some time before I managed my own fund at Church House, but meanwhile my results improved and I was able to learn how to avoid the kind of real clangers that damage overall investment returns.

			My investment approach revolved around a way of analysing stocks differently to most people – I focused on criteria that the majority of equity investors ignored. Stocks I went after tended to have fallen off the radar, no longer had any analyst support, and usually boasted share price graphs that told a story of enduring disappointment. Their market capitalisation had now fallen and they had become pretty friendless. No one wanted them.

			If I could identify solid companies within these kinds of stocks ignored by 95% of the market, I had something unique to sell as a stockbroker. This was important because, like all stockbrokers, I was paid on commission.

			Teaming up with a super investor

			But I also wanted to identify a potential group of investors to whom this investment methodology would be of interest. Enter Peter Cundill, a Canadian ‘super investor’.

			Peter, who unfortunately passed away in 2011, had founded the Cundill Value Fund in the 1970s, and since then had produced investment returns that left the stock market indices in his wake. He would invest on a global basis, usually going to those markets that had had the worst stock market returns that year, as they would have the “biggest bargains available”.

			I had come across the name of Peter Cundill on the shareholders’ lists of many of the undervalued companies that I had found. Having identified Peter as a potential client, I now had to find a cheap company – but also one where his name did not appear on the shareholder list. Eventually I discovered such a stock and rang him out of the blue in his office in Vancouver, Canada.

			The vast majority of people don’t enjoy being cold-called, but I had prepared myself and was confident that I could interest him by mentioning this stock and a few salient points that illustrated its cheapness. Later that day I faxed him a simple spreadsheet on the company and shortly thereafter I was asked to buy this stock on his behalf. This continued with several other small capitalisation stocks until I identified Amstrad Plc in 1990.

			A sweet pick

			At that stage Amstrad was trading at a discount to its cash on the balance sheet, let alone its working capital position. In fact, Amstrad’s shares were now trading at such a low level that we would theoretically be able to buy up the company, cease all its operations, pay off all the outstanding charges, and still be left with more cash than we had paid for the shares in the first place.

			Amstrad had been floated in the 1980s by its founder Alan (later Lord) Sugar. The company had once been a stock market darling, but when I came across it in the summer of 1992 it had missed several earnings expectations and was something of a fallen angel. The outlook for the company was uncertain. The City was disenchanted with Amstrad and Alan Sugar. The price was exceptionally low. Sugar was at that stage still the largest shareholder in the company.

			I rang Peter Cundill to tell him about Amstrad. Not long after this conversation, Peter decided to build a declarable position in the company, months before Alan Sugar attempted to buy the company back at 30p (a potential 50% return). Sugar’s plans were voted down and the shares recovered, reaching a high of 146p in 1993 and 220p in 1994. The company was eventually taken over in 2007.

			With his connections in the City, Peter was able to generate some media interest in his dealings in Amstrad and as a result got written up in a few newspaper articles at the time.

			This was all well and good – my firm did the majority of the share-buying, and that was my reward for finding the investment opportunity. But it made me think for the first time that at some stage I should like to run an investment fund on these principles myself.

			From there to me running the CH Deep Value Investments fund is a long story that we can cut short. It was my good fortune that a friend of mine, Mark Henderson, introduced me in 2003 to James Mahon, the CIO of Church House Investment Management. James, a good value investor himself, immediately grasped my approach to value investing.

			He gave me the opportunity – and the rest, as they say, is history.

			PART I. 
The Deep Value Philosophy

			Chapter 1. 
Deep Value Investing

			A neglected method

			Deep value investing has been around for a considerable amount of time, its investment results have been astonishing and still the majority of equity investors ignore its principles and follow a whole host of other approaches.

			Why?

			Deep value investing, at its simplest, is where assets are purchased at a deep discount to their real worth. This can require a good deal of patience. It takes time to find the right company, and it takes time for the company to come good.

			So deep value investing is not conducive to buying no matter the investing climate. Nor is it about being a ‘busy’ investor. There is a whole advisory industry bound up with the stock market – firms and individuals whose main purpose is to advise clients on their investments. Unfortunately, this industry is structured in such a way that a lot of its income is generated on a transactional basis. This inevitably leads to a higher turnover of positions than is really justified – certainly than is conducive to a genuine value investing approach.

			Investors are given wide access to opinion makers, surrounded by pundits’ latest views and market calls, while companies are encouraged (even required) to update investors on an evermore frequent basis. Without necessarily realising it, investors’ horizons are being constantly foreshortened. Short-term disappointments are seen as a reason to up and sell and look for better investments elsewhere.

			This type of investment behaviour is closely associated with the market’s fixation on earning prospects, now and in the near future. There is no escaping the commentary generated by the focus on these earnings. It gains wide coverage and inevitably influences share prices. Stocks get bought up till they reach levels where they are ‘priced to perfection’; the slightest earnings disappointment is then punished with a weaker share price.

			At the same time, other stocks get bought because they have underperformed others in the same sector and are therefore relatively cheaper. But this perceived value is not based on actual asset values.

			Market noise like this drowns out actual facts. But this is also the deep value investor’s opportunity: it means you can find hidden gems that everyone else has missed. In fact, you can find them just as everyone else is busily throwing them away.

			Bargain issues: true deep value

			There are different kinds of value investing and not all are created equal. Seeking the stronger rewards of deep value investing means not settling for spurious value stocks.

			After all, it is perfectly possible to find statistically cheap stocks that are nevertheless remarkably poor investments. Comparing a stock’s price with its net asset value (NAV) is an important first step, but it does not tell you all that you need to know. A company’s net assets may comfortably exceed its stock market capitalisation, but the nature of those assets can complicate things. Tweedy, Browne – a famous New York-based value investment company, workplace of Walter Schloss and broker to Benjamin Graham – found just this in its highly recommended study ‘What has worked for us in investing’ (www.tweedy.com/resources/library_docs/papers/WhatHasWorkedFundOct14Web.pdf).

			Many stocks merely trading at a discount to their NAV are undoubtedly cheap, but they often tend to be undoubtedly unexciting. They have gone through years of declining profitability, contracting markets and little hope of a sustained turnaround. Their balance sheets tend to be light on working capital but heavy on fixed assets, where a lot of value is locked up in (obsolete) plant and buildings. They often mention, in the notes to the accounts, that there is surplus land available for sale etc.

			Statistically they are cheap. But, crucially, it is difficult to see how the gap between the net asset value and share price can be closed. Often in these cases the NAV eventually joins the share price as losses continue to accumulate and the margin of safety slowly but surely evaporates.

			This is obviously not a type of value investing that is particularly attractive. The trouble with this type of discount-to-NAV investing is that one invests in seemingly cheap stocks but they are actually not cheap at all. The nature of fixed assets, as the name implies, is that they tend to be illiquid and for that reason difficult to shift. Surplus land can be sold, for instance, but this can be quite a lengthy process, taking many years to complete, with many unknown obstacles along the way which could derail the whole process at any time. It is all very well that a lot of value seems to be there, but how can it benefit the investor?

			And that is exactly why so many ‘heavy fixed asset’ stocks are, on the whole, not really good investments at all. Interestingly, Tweedy, Browne found that a more reliable indicator of an investment with potential is a share trading at a discount to its working capital.

			Benjamin Graham and bargain issues

			Assets, then, are all well and good – but liquid assets are what we’re really interested in. The thinking of investing legend Benjamin Graham helps move us towards the full picture of what deep value investing involves.

			In 1987, when world stock markets crashed and equity investing went through some very dark days, somebody mentioned to me that it was the ideal time to re-read Benjamin Graham’s The Intelligent Investor. In fact, I hadn’t yet read it for the first time, so I made a note to buy it. Once I started reading it, I knew I had found the fuller investing framework I had been looking for.

			Having experimented on my own with value stocks, I could read balance sheets. But with the help of this book a whole new world opened up to me. I read the book in no time and have re-read it many times since. I find it particularly useful when the market goes through a difficult time and stocks don’t react in ways that we expect – when everything is being sold off, the good and the bad, and the future of equity investing itself is being called into question.

			It is actually at such a time that the value investor should be at his or her most active. However, it can be a pretty lonely place for the stock-buyer. The Intelligent Investor is a much-needed source of sanity and support in such moments. It continues to make perfect sense.

			Benjamin Graham’s classic really taught me what to look for in a balance sheet and how different assets affect the attractiveness of potential investments. The most attractive companies, according to Graham’s results, are the so-called ‘net-nets’ or ‘bargain stocks’.

			The beauty with these value stocks is the prominence of their current assets. In the first instance, their fixed assets can be ignored completely. By prioritising shares with healthy current assets, you find shares whose value can be readily unlocked. Current assets are by their nature a lot more liquid and for that reason can be sold off quicker than almost any kind of fixed asset.

			If we can find a stock whose current assets (i.e. inventories, receivables, cash etc.) minus its total liabilities are worth more than its current share price in the stock market, than we can talk of a stock that is trading at a discount to the net-net working capital position.

			To put it a slightly different way, this is where the current assets minus current liabilities but also minus the long-term liabilities are still greater than the current market capitalisation. If that is the case, then we know on a statistical basis that we are dealing with a truly cheap stock. Even if it can never be sold off at a vastly improved share price, you still have a bargain on your hands. The assets are worth more than what you’ve paid for them.

			The icing on the cake is that we have not taken into account any fixed assets. They effectively can be said to come free at the price paid.

			These stocks are known as bargain issues. It is finding this kind of share that this book will focus on, as they consistently boast the highest returns. There are never that many. They can be elusive. They tend to appear, as Benjamin Graham nicely put it, “when Mr Market goes through one of his periodic depressive moods” – when stocks are being sold off with no regard to any underlying values.

			But they are always out there; you just have to know where to find them.

			Chapter 2. 
How Deep Value Investing Works

			In the previous chapter I gave some background to the philosophy of deep value investing. In this chapter I hope to lay out a detailed summary of how exactly it works and what it practically involves. It differs from most people’s way of investing and it is important to get our heads around exactly how.

			Just the facts

			Firstly, deep value investing is much more concerned with the actual facts of a company than forward-looking announcements. This is because the former are largely based on reliable historic data, while the accuracy of the latter still has to be established. Deep value investing likes to deal with the facts as they exist. And it prefers to base all opinions on those facts.

			Above all what we seek to establish is:

			
					What are the assets that we are now buying?

					Are they capable of generating attractive returns at some stage in the future?

			

			After that, the emphasis is on buying assets at a discount; the future will (generally) take care of itself. Exits from value investments come in many forms. Indeed one attraction of this investment approach is the fact that when these assets are truly cheap they can obviously be made more productive in somebody else’s ownership. Hence it is not uncommon for deep value stocks to receive takeover approaches (as we will see in several chapters).

			Of course, such approaches are often a mixed blessing. They speed the investment returns up, but I have often thought that we would have had better returns if the company had been left alone and we had waited for its eventual rehabilitation. Nevertheless, the possibility of takeover interest provides a safety valve of some sort. It is all very well to find these stocks; ultimately we have to rely on the market to do its magic on the share price, otherwise we end up with a collection of very cheap stocks no one wants.

			Assets not earnings

			Deep value investing’s focus on assets rather than earnings is no mistake. In this regard, deep value investing is significantly different to the majority of investing styles. What’s the thinking behind this?

			If you run your eye over all the different balance sheets of the companies featured later in this book you’ll see something rather striking. It is true of almost all companies, in fact. The share prices of the companies tend to be very volatile, but the net asset values of these companies tend to be pretty stable.

			Share prices oscillate around net asset values on a pretty regular basis because earnings are running the show. Companies go in and out of favour, earnings surprise either on the upside or disappoint on the downside, and share prices reflect these short-term reactions in either direction before resuming their long-term trends again.

			It seems, then, that buying assets is a less volatile exercise than trying to predict the next level of expected earnings. After all, trying to predict earnings is a pretty complicated exercise. There are so many factors continuously at work that it doesn’t take much to throw them off course. When expectations are high, a small disappointment can cause havoc.
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