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This report will do more than help you get the maximum 
value from your subscription to Intelligent Investor. It 
should, if we have done our job properly, give you an 
understanding of how the stockmarket works. And most 
importantly, perhaps, this report will tell you how you can 
make it work to your advantage.

These are grand claims, of course. And we know that there 
are plenty of other companies only too happy to make 
claims that are even more expansive. But, by having chosen 
to subscribe, you may already be aware of our down-to-
earth, pull-no-punches style. We prefer to tell it like it is, 
and to avoid making claims the facts cannot support.

What are these facts? They’re that the investing approach 
we follow has a fine pedigree, despite being rarely 
practiced, and that it produces excellent long-term results 
for its adherents. The approach is called ‘value investing’ 
and it goes to the very heart of what Intelligent Investor 
is all about.

We believe an understanding of the principles of value 
investing is absolutely vital to success in the stockmarket. So, 
with this in mind, it makes sense to explain these principles 
carefully. That way, you will have a philosophical framework 
upon which to hang your investing hat.

Let’s now take a look at the value investing approach, its 
protagonists, including one of the world’s richest men, 
and why it is so successful for those who can follow and 
apply its principles.

of weIghIng MAChInes And 
votIng MAChInes

Ever wondered why stock prices jump around? 
This section explains why, and points to the 
opportunities that these fluctuations offer.

In June 2006, Flight Centre was trading at less than 
$10 per share. But by December 2007, with the threat 
of online travel agents forgotten, a string of profit 
upgrades and the tailwind of a roaring bull market, 
Flight Centre’s share price soared to a high of $32.48. 
Was Flight Centre really worth more than three 
times its value just 18 months earlier? Of course not; 
emotions and sentiment – what the great economist 
Keynes called ‘animal spirits’ – were driving the price. 
And the tale doesn’t end there. By 2009, Flight Centre’s 
stunning ascent had come to an abrupt end. Profits had 
fallen sharply, and a painful and prolonged worldwide  
recession was expected by many. By the time the 
stockmarket had reached its nadir in March 2009, Flight 
Centre has slumped to almost one-tenth of its giddy high, 
to $3.39. Before rising six-fold.

Such examples aren’t hard to find. In fact, they are all too 
common. Individual stocks are loved and then cast aside 
regularly, and the same effect can apply to entire markets. 

As Charles Mackay and Andrew Tobias’ book Extraordinary 
Popular Delusions and the Madness of Crowds explains 
(if you don’t have time to read it all, the first 100 pages on 
money mania are worth the price alone), the past 400 years 
of economic history are littered with manias and panics.

The craze for tulips in The Netherlands in 1637 is a great 
example. For centuries the tulip, Holland’s most famous 
flower, traded at sensible prices. But then, suddenly, 
prices soared to unbelievable heights. One participant 
in the mania, a mayor who enjoyed an annual salary 
of 500 guilders, was making 15,000 guilders a month 
trading tulips. But the bubble burst and within a matter of 
days, hundreds of speculators were ruined and the entire 
system of credit came to the brink of collapse. Even Paris 
and London were caught up in this speculative frenzy.

Naturally, the lesson wasn’t heeded. As a species, we 
tend to learn from our own personal experience rather 
than that of others. A decade ago, we saw the technology 
boom and subsequent bust, while more recently, the 
global financial crisis and ensuing bear market brought an 
abrupt end to a four year market rally. No doubt we’ll see 
the same story again one day, even if it’s with different 
actors. These examples strike at the very heart of a great 
stockmarket paradox, a point so critical that to overlook 
it would be to bypass a great opportunity.

Clearly, while Flight Centre’s share price tripled, fell 90% 
and then five-bagged in just four years, the true value of 
the business didn’t change by nearly that much. In fact, 
ninety-nine percent of the time the value of a business 
does not change rapidly at all. What changes is the  
perception of it. It’s that perception which determines a 
company’s share price over the short term (we’ll get to 
the long-term soon, because that’s generally where the 
money is made).

In other words, the value of a stock and the price at which 
it trades are frequently two entirely different things. There 
is a difference between price and value.

To understand how this should affect our approach to 
investing, we first need to understand what drives the 
stockmarket’s perception of value – you may be surprised 
to learn that it has less to do with spreadsheets and 
computer models than it has with human psychology.

greed

Sometimes investors are over-enthusiastic about the 
future and, seeing the price of shares go up, greed gets 
the better of them. They often pay what, in hindsight, are 
quite obviously very silly prices for stocks.

Value investing—what’s it all about?
Value investing is a logical and proven way of making money in the sharemarket. If you want to learn more about it, 
these ten pages are a great place to start.

the value of a 
stock and the price 
at which it trades 
are frequently two 
entirely different 
things. there is a 
difference between 
price and value.
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2008–09 as the bear market reached its low. Gordon 
Gekko got it wrong – ‘Fear is good’, not ‘Greed is good’, 
should be the value investor’s motto.

predICt prICes or CAlCulAte 
vAlue?

Do you base your decisions on what others 
think a stock is worth, knowing that that 
can change daily, or do you use a different 
approach?

Now, it would be easy to assume that these cycles of fear 
and greed occur only every few years, which of course they 
frequently do. A quick glance at a chart of the All Ordinaries 
share price index, the ‘All Ords’, over the past 10 years 
is confirmation of this. But there’s more to it than that.

The Australian stockmarket consists of more than 2,000 
different stocks. And the All Ords, which is a proxy for 
the entire market, is a composite of around 500 of the 
largest. So, while ‘the market’, as defined by the All Ords, 
may be falling, some stocks may be rising. And vice versa.

This tells us something rather obvious, but interesting 
nonetheless: that the cycle of fear and greed isn’t just 
evident in entire markets but also in individual stocks. 
Indeed, markets wouldn’t go up if individual stocks didn’t 
either. What’s more, this fact doesn’t need a period of 
years to show up. Fear and greed are in evidence over 
months, weeks and perhaps even days. That’s why stock 
prices can move dramatically, depending upon the news 
on a particular day.

Now we’re getting to the crux of the matter. The 
knowledge of how these emotive forces play out not 
only on markets as a whole but on individual stocks 
leaves you, the investor, with two choices.

We know that short-term changes in a stock’s price are 
often driven by perceptions and emotions rather than any 
dispassionate evaluation of the value of the business. So, 
to make money in the short term you have to try to predict 
what other people think a stock is worth.

The alternative is to take a long-term view, say three years 
or more, and make an assessment of what a business 
is actually worth. Then make your purchase when the 
market is quite pessimistic about its prospects (in other 
words, buy it cheap) and wait for the market to realise 
that value.

The dif ference between these two approaches is 
encapsulated in the following quote from Benjamin 
Graham: ‘In the short run, the market is a voting machine, 
but in the long run it is a weighing machine’. In other 
words, investors ‘vote’ for their favourite stocks over short 
periods, but the ‘weight’ of value will become evident 
over time.

Now, which approach do you think is the more successful? 
Of course, we have a vested interest in your answer to that 
question, which is why we’re going to introduce you to a 
few characters who came to their own conclusions many, 
many years ago and have done rather nicely as a result.

Even the cautious are prone to becoming involved, 
especially with so many people cheering them on: 
stockbrokers, financial advisers and the mainstream press 
who, in highly optimistic times, create special sections 
in their business pages devoted to the latest fads. They 
all play their part.

It’s very easy in such circumstances to let our emotions 
get the better of us and, if truth be told, many of us don’t 
need encouragement anyway. The thought of missing out 
on substantial stock price gains is often enough for us to 
suspend rational thought. In short, we get carried away. 

For most people, this profligacy rarely has a pleasant 
ending. What is really fascinating, though, is how this 
primal urge to suspend rational thought is never truly 
extinguished in us, no matter how much pain we 
endure or expense we incur. There have been bubbles 
everywhere, from child care centres, to inner city 
apartments, to tulips and biotech stocks. As Lao Tzu, in 
The Way of Lao Tzu, said: 

‘There is no calamity greater than lavish desires. There 
is no greater guilt than discontentment. And there is no 
greater disaster than greed’.

Perhaps that’s why those burnt by the tech bubble got out 
of the ‘risky’ sharemarket in favour of less ‘risky’ inner-city 
apartments? As a species, we seem predisposed to let 
greed get the better of us and, as countless expositions 
of sharemarket history show, it’s an expensive lesson that 
few investors are willing to learn.

That, we believe, is one of the key benefits of subscribing 
to Intelligent Investor: through our dispassionate, 
independent research and jargon-free writing we can 
help you resist the temptation to get carried away when 
everyone else is doing exactly that.

feAr

As Isaac Newton would perhaps be amused to note, for 
every action there appears to be an equal and opposite 
reaction, not just in the physical world but also in the 
stockmarket. At some stage, and no-one really knows 
when, fear follows greed. The effects that accompany 
the onset of fear are the mirror image of those that are 
exhibited under more excitable conditions.

Instead of believing that the world has thoroughly changed 
for the better, it becomes a widely held belief that it 
has radically changed for the worse. Rather than being 
seduced into paying ridiculously high prices for very 
mediocre stocks, investors sometimes sell very good 
stocks at exceedingly low prices. Instead of the media 
championing technology stocks, for example, property 
becomes fashionable again.

The result is that instead of stocks becoming overpriced, 
many become rather cheap. But very few investors have 
the courage (or the cash) to take advantage of the low 
prices at the time. The stockmarket, so they are told, is 
‘too risky’. This is where Intelligent Investor really comes 
into its own.

When others are fearful we will urge you to buy stocks 
that have been sold down irrationally, just as we did in 

in the short run, the 
market is a voting 
machine, but in 
the long run it is a 
weighting machine. 

Benjamin Graham 

feAr And greed— 
A CAse study

The terrorist attacks of  
11 September, 2001, televised 
around the world, struck fear  
into the hearts of many, including  
investors. Let’s imagine, then, 
that you were handed a crystal 
ball on the Friday before the 
terrorist attacks and that it had 
one small blemish—although 
you knew the event was going 
to occur, you couldn’t see the 
effect of it on any share prices. 
What would you have done?

If you had assumed that airlines 
were going to be hardest hit, 
you might have sold Qantas 
shares, which closed on 7 
September 2001 at $2.74. You 
may have been content on  
21 September when they hit a 
low of $2.60, but you probably 
wouldn’t be so happy when 
they quickly rallied to more than 
$4.00 in November.

What other shares might you 
have sold? How about Harvey 
World Travel, which sells 
international package holidays?

Well, when the big picture 
was most clouded we actually 
turned positive on 21 Sep 01 
(Long Term Buy—$0.50), just 
after the terrorist attacks. By 
the middle of 2004 the shares 
were changing hands at more 
than $1.50. So selling would 
have been the wrong decision 
there, too. The point is that 
investors ‘waiting for certainty’ 
pay dearly. Anyone who waits 
for the big picture to become  
clear is forgetting that, for the  
most part, share prices are  
strongly influenced by company- 
specific factors and that the big 
picture is never clear anyway. 
No-one knows exactly what the 
future holds.

http://www.intelligentinvestor.com.au/articles/Harvey-World-Travel-Ltd-HWT/Harvey-s-travelling-well-.cfm?articleID=18236
http://www.intelligentinvestor.com.au/articles/Harvey-World-Travel-Ltd-HWT/Harvey-s-travelling-well-.cfm?articleID=18236
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Ben Graham was no flash-in-the-pan investor. He was a 
brilliant academic, a student of Latin and Greek who also 
translated Spanish poetry as a hobby. He even penned 
a Broadway play, Baby Pompadour (it closed within a 
week of opening, proving that even renaissance men of 
Graham’s calibre are entitled to the odd failure).

After graduating from Columbia University, Graham was 
offered positions in three different academic faculties – 
mathematics, English and philosophy. Thankfully for us, he 
opted for the stockmarket instead, eventually establishing 
an investment partnership. By 1929, his funds under 
management had swollen to the impressive sum (at the 
time) of $2.5m.

The Great Depression came next and Graham was unable 
to avoid the harsh conditions, subsisting for some time 
on a diet of soup. Still, over a period of 20 years the 
Graham-Newman fund produced a return of 17% per 
annum (after fees and costs) against 14% for the Standard 
and Poor’s 500 index (S&P 500 index). You might wonder 
what he may have achieved had he eaten properly.

Seventeen percent isn’t an astronomical return, to be sure, 
but the figure is misleading. It doesn’t include the results 
from the fund’s investment in Government Employees 
Insurance Company (GEICO). Graham-Newman bought 
half the company but, as it wasn’t legally allowed to own 
more than 10%, it distributed the shares to its members. 
The members subsequently became millionaires through 
holding that stock alone. When Berkshire Hathaway 
bought the company out in 1996, those original investors 
were up more than 300,000%. Now, if that isn’t an 
astronomical return, we don’t know what is.

grAhAM’s foundIng prInCIples

So, with Graham’s credentials established, let’s consider 
what we can learn from his approach. He said that in order 
to be successful in the stockmarket you must do two things:

1. You must think correctly

2 You must think independently.

That sounds easier than it is. It implies, firstly, that 
you have an idea of what a business is worth – if 
you didn’t, then you wouldn’t be thinking correctly 
would you? Thinking correctly involves valuing a 
business – a somewhat complex topic we frequently 
cover in our reviews and educational ar ticles in 
Intelligent Investor. Secondly, it assumes that you can  
remain impervious to the opinions of others, even when 
they are adamant you are wrong. That is the nature of 
independent thinking.

In other words, you must not fall victim to the fear and 
greed mentality. You must instead concentrate on the value 
of a business rather than its fluctuating price. As the old 
saying goes, ‘price is what you pay, value is what you get’.

Thankfully, Graham employed a little psychological trick 
to help his students adopt this mindset. He taught them 
to think of a share as exactly what it is – a small piece of 
a business. This may not sound like a revelation but the 
implications of it, for investors at least, are enormous.

The Dean of Wall Street taught his students that the 
stockmarket’s wild fluctuations, caused by the pendulum 
of investor sentiment swinging from fear to greed and 
back again, offered wonderful possibilities for profit. 
Graham had a favourite parable to describe such workings. 
It’s simple and it’s an absolute pearler.

the pArAble of Mr MArket

Imagine that you, as part-owner of a business, have a very 
obliging partner called Mr Market. Now this man is a little 
different, and there’s nothing wrong with that. Like Big 
Kev, sometimes he thinks the outlook is rosy and all he 
can say is ‘I’m excited!’ At other times he’s like Chicken 
Little and runs around squawking, ‘The sky is falling!’ You 
could classify him as manic-depressive.

This dysfunctional individual has a couple of characteristics 
that put you, his business partner, in a powerful position. 
One is that Mr Market is very persistent. He comes to you 
every day with a price at which he’ll either buy you out or 
sell you an additional interest in the business. Whatever 
you do, he’s not fussed.

He doesn’t even care if you ignore him. You can send 
him away empty handed for months or years on end 
and he’ll still come back day after day with another offer. 
He isn’t easy to offend. When you realise the fantastic 
possibilities this behaviour presents to you, your whole 
investment perspective shifts.

But there is one vital rule. Mr Market’s prices are what 
you are interested in, not his opinions about the value of 
your business. Mr Market must remain your servant. If the 
roles are reversed – and you fall under his exuberance 
or depression – devastation can result.

As an example, let’s say Mr Market offers to sell you 
further shares in the business at a price 30% lower than 
he offered six months ago. He’s pretty depressed at 
present because there’s been an outbreak of war overseas 
and he is worried it might affect future sales. But you’re 
confident sales and profits in the business will rise. How 
do you react?

The Dean of Wall Street, father 
of security analysis
Benjamin Graham, the so-called father of security analysis, laid out the road map for investors more than 75 years ago 
in the seminal book Security Analysis. Here we explain why he’s worth listening to.

to be successful in 
the stockmarket you 
must do two things: 

1. You must think 
correctly 
2. You must think 
independently.

seCurenet—A 
‘MArgIn of sAfety’ 
CAse study

Some companies, as we have 
said, aren’t easy to value, 
but in 2002 SecureNet, since 
taken over by American 
company beTRUSTed, was 
pretty straightforward. This 
technology high flyer soared 
from around 20 cents in 1998 
to the dizzy heights of $18.00 
during the 2000 technology 
bubble, and then fell most of 
the way back again.

We weren’t keen on SecureNet 
during the bubble—Mr Market 
was just too darned happy for 
grouches like us—but we’re 
also very patient.We knew 
that Mr Market’s mood swings 
were just as likely to present 
us with some remarkable 
opportunities as the last 
disciples of the technology 
boom threw in the towel.

…
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In other words, buy the stock only when it is trading at 
a significant discount to its underlying value, or ‘intrinsic 
value’, as it is often called.

This margin ensures that when you have bought cheaply, 
even using an approximate valuation of a company, you 
have less chance of making errors. As Graham said in his 
book (and our namesake) Intelligent Investor, the margin 
of safety helps absorb ‘the effect of miscalculations or 
worse than average luck’.

When you insist on a margin of safety before buying a 
stock it is harder to go wrong in the long-term. That’s 
because you already know you have bought cheaply. 
Now all you have to do is sit back and wait for others to 
realise the value.

In suMMAry

So, let’s sum up the two key lessons from the Dean of 
Wall Street: First, when you buy a share, you’re actually 
buying part of a business. If you can adopt the mindset 
of a business owner as opposed to that of an trader, then 
your whole perspective changes.

Second, and this is far easier if you’ve already got the first 
part under your belt, you must think independently. That 
means not falling victim to the swings in sentiment that 
surround almost every stock. Focus on what the business 
is worth rather than what others think it is worth, and 
never forget that the two are very different.

If you remember only these two things from the words 
you’ve already read, we expect you’ll be very happy with 
your returns over the coming years.

As useful as Graham’s lessons are, though, others have 
refined and expanded his value-investing approach. 
Graham accumulated a coterie of followers who either 
studied under him at Columbia University, or worked 
with him at his investment firm, the Graham-Newman 
Corporation.

His best known disciple is Warren Buffett, one of the 
world’s richest men. You don’t arrive at that position 
without doing a few things correctly, so let’s see what 
we can learn from his experience.

Sensibly enough, we are pretty sure you would jump 
at the chance to acquire his shares at the cheap price. 
But you’d be surprised how many people fall under Mr 
Market’s spell, becoming concerned about falling prices 
instead of the value of the business.

CruCIAl poInt

Graham’s approach cannot be applied if one simply 
follows trends or charts. These, after all, tell you nothing 
about the business. To concentrate on the price of a slice 
of a business rather than its value is to allow Mr Market’s 
moods to influence your decisions.

So once you know what a business is worth, you see 
price falls in quite a different light. A price fall of 30%, if 
you have bought cheaply in the first place, is no cause for 
concern. Instead of becoming depressed, as Mr Market 
would, you tend to grow more positive. After all, you can 
buy an inexpensive stock even more cheaply than before. 
It’s an almost revolutionary mindset.

Finally, if you think this parable could only be theoretical, 
it’s not. It could easily have been applied to our earlier 
example of Flight Centre. If you thought that Flight Centre 
was still the same great company that it was in 2007, you’d 
have had seven months to buy the shares for less than a 
third of the price in 2009 (indeed, we recommended that 
course of action). And all because depressed investors 
couldn’t see past the bleak short-term outlook, to the 
better days that would eventually come. 

the ‘MArgIn of sAfety’ prInCIple

Many people are bargain hunters at heart. Retailers know 
that merchandise that is marked down by 50% sells far 
more quickly than fully priced goods.

So, if you usually see widgets priced at $1.00, you are 
generally getting a bargain if you can buy that same 
widget for 50 cents. The problem is that determining a 
company’s value is not quite so easy. We have already 
seen that a company’s share price is not necessarily a 
good indication of its value. Indeed, a company’s price 
and its value can be quite different for long periods.

Remembering that, and understanding that you can never 
work out an exact value for any company – if, indeed, you 
can work one out at all – you want to buy the shares at 
a sufficient discount to reflect the inherent uncertainty. 
This discount Ben Graham termed the ‘margin of safety’.

seCurenet—A 
‘MArgIn of sAfety’ 
CAse study

…

Now, we’re happy to admit we 
had no idea what SecureNet’s 
core internet security division 
was worth, but it mattered 
little. What we identified, 
in April 2002, was that the 
company held cash of $96.6m, 
or about $1.30 per share, and 
no debt. In other words, the 
value was plain for all to see—
SecureNet had an intrinsic 
value of at least $1.30.

So what were the shares trading  
at? Well, you could pick them 
up on the market for $0.85. 
It’s hard to believe isn’t it? You 
could buy SecureNet for $0.85  
a share when it had cash in the  
bank of $1.30 a share. The 
company’s business, whatever 
it was worth, was being thrown  
in for free. Truly astounding, 
we’re sure you’ll agree.

In this instance the margin 
of safety was clear. Buying a 
slice of a company worth at 
least $1.30 for just 85 cents 
is a discount of 45 cents, or 
35%. The absolute figures 
don’t matter: you just want to 
buy a business at a significant 
discount to its value. And in 
SecureNet’s case, its value 
was quite obvious. They’re 
not always that easy, but the 
principle remains the same.

And the result? Well, if you 
were hoping for a quick profit, 
you would have been sorely 
disappointed. Mr Market 
actually became even more 
depressed, sending SecureNet 
shares down to 65 cents in 
July 2002, or a whopping 50% 
discount to the company’s 
cash. As you can see, things 
often get worse before they 
get better but we’re not going 
to let that get us down.

A company’s value can be 
realised in several ways. Usually,  
it just takes time for Mr Market 
to realise his mistake. In other 
cases, though, someone less 
emotional than him lobs up  
with a takeover bid. And that’s  
what happened with SecureNet.  
The price drifted along below  
$1.00 for a year. Then, in July  
2003, beTRUSTed offered $1.57  
per share for the company. The  
value was realized immediately,  
and those who followed our 
initial recommendation made 
an 85% profit in about 18 
months. They don’t all work 
out that well, or that quickly, 
but it was just the sort of 
opportunity we love.
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This feat of compounding money at 21% per year 
over 45 years means that your investment more than 
doubles every four years and increases by seven times 
every 10 years.
By comparison, the S&P 500 index has increased by about 
13 times over the same 45-year period and, adding a few 
per cent per year for dividends, an investment of US$19 
in 1965 would now be worth a bit less than US$1,000.

In investment terms, such a per formance is 
unprecedented. Buffett is, in our view, the world’s most 
successful investor and we can learn a great deal from 
him. But before we take a look at his approach, let’s first 
discuss Buffett’s relationship with Graham.

Graham was Buffett’s teacher at Columbia University. 
Graham’s influence on his star pupil was enormous, so 
much so that Buffett offered to work for the Graham-
Newman Corporation for free when he graduated in 1951. 
But it was not to be – at first anyway. Buffett joined a 
stockbroking firm after graduation but remained in close 
contact with Graham. In 1954, Graham offered him a job 
at the Graham-Newman Corporation.

the genesIs of An InvestIng ApproACh

Graham’s investment approach was quite straightforward. 
If a company’s financials met his strict criteria, he would 
buy its shares. He had little interest in what products the 
business sold or how well it was run. All he cared about 
was buying shares at a discount to what the underlying 
assets were worth and, in those days, he could find plenty 
of such cases.

Buffett never forgot the importance of buying shares 
with a margin of safety but he came to find Graham’s 
rigid ‘by-the-numbers’ approach a little restrictive. What 
he really wanted to know was what made one business 
better than another.

On Graham’s retirement in 1956, Buffett left to set up 
a private investment partnership of his own. His record 
was outstanding in the years between 1956 and 1965, 
at which point he gained control of Berkshire Hathaway. 
His funds had generated a compound return of 23% per 
year over the period, after fees. His own particular style 
was developing, although he was never out of contact 
with Graham for long, thus ensuring he wouldn’t forget 
his investment heritage.

So how did Buffett’s investing approach differ from that 
of his mentor? Well, unlike Graham, who paid little heed 
to what the company did, Buffett wanted to understand 
how the business made its money, or at least what its 
assets were. Buffett would never invest in anything he 

did not understand – if a company was outside his ‘circle 
of competence’ he simply avoided the shares altogether. 
His rationale was that there was little point in becoming 
a part-owner of any business unless you understood it 
inside out.

Over time, Buffett also realised that some businesses 
were simply better than others. It was a crucial point, and 
one that was illustrated perfectly by his experience with  
Berkshire Hathaway.

QuAlIty MAtters

When Buffett acquired 49% of Berkshire in 1965, it was 
a struggling textile mill. Buffett bought it because it was 
cheap, but soon discovered that’s all it was. As a business, 
Berkshire was, to put it mildly, a dud.

Berkshire operated in a competitive industry where new 
technologies and changing fashion were a constant threat 
to the business. New capital was continually required to 
maintain and update the company’s machinery.

The company faced yet another harsh reality. Its customers 
cared little whether they were buying Hathaway suit linings, 
for example, or those made by its competitors. They were 
even happy to buy imported linings if the quality was 
acceptable and the price cheap enough.

Unfortunately for Berkshire, such characteristics were 
illustrative of a very unappealing business. Buffett’s 
experience with Berkshire showed him that, even with 
competent management, a bad business was never likely 
to be anything but bad.

His conclusion was that quality businesses with a 
sustainable advantage, such as a well-known brand or very 
low costs compared to competitors, tended to produce 
much better returns over time than businesses without 
these characteristics. In other words, quality counts. As 
Buffett further discovered, though, there’s another piece 
to the puzzle. Management of any business can make 
a big difference.

superIor MAnAgeMent

Despite his interest in how businesses work, Buffett had 
little interest in running them himself. Still, he realised 
early on that well-managed businesses produced much 
better returns than poorly-run ones. Buffett began to 
seek out good managers for the private businesses he 
was acquiring. He wanted two qualities in his managers 
– without those qualities Buffett could not be sure that 
they would run the businesses satisfactorily.

Firstly, Buffett wanted managers who thought like owners. 
Those who just wanted to turn up in the morning, take 

Warren Buffett –  
the Sage of Omaha
If you’d bought a single share in struggling textile company Berkshire Hathaway when Warren Buffett acquired a controlling 
stake in 1965, it would have cost you US$19. In June 2010, that same single share was priced at US$118,000.

Buffett would 
never invest in 
anything he did 
not understand—if 
a company was 
outside his ‘circle 
of competence’ he 
simply avoided the 
shares altogether. 
his rationale was 
that there was little 
point in becoming a 
part-owner of any 
business unless you 
understood it  
inside out.
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cheap. It was certainly not selling below the value of its 
working capital, and the share price had risen over the 
previous three years. 

What Buffett saw, though, was a company with a brand 
name known the world over, a company that spat out 
cash while requiring little capital to operate, and a 
company that had barely begun to sell soft drinks to 
the growing markets of Asia and Eastern Europe. Buffett 
recognized that The Coca-Cola Company was probably 
the best ‘consumer franchise’ in the world, and its growth 
potential remained vast. With its shares available for about  
13 times earnings in 1988, he accumulated about 7% 
of the company’s stock.

This purchase may have been a departure from Graham’s 
approach, but not radically so. Buffett’s method recognised 
that there was sometimes value in a company, without 
that value being necessarily apparent in its balance sheet. 
Companies with strong brands, and with little requirement 
for capital, deserved to be valued higher than those 
without such qualities. The Coca-Cola Company was 
exactly that sort of business, and its shares were available 
for significantly below the value Buffett had assessed.

So, while The Coca-Cola Company’s shares might not 
have been trading at a conventionally ‘cheap’ price, they 
were indeed trading with an acceptable margin of safety.

Buffett had taken Graham’s principles and extended them. 
Within the confines of the slightly idiosyncratic world of 
value investing, it was evolution rather than revolution. But 
it was no less important for that. Buying good companies 
at reasonable prices is a strategy just as valid as buying 
ordinary companies cheaply. Buffett’s outstanding record 
certainly proves the point.

advantage of the perks of office, collect their pay packet 
and go home were unwelcome. If the managers thought 
like owners, and were rewarded accordingly, not only would 
they be more watchful of costs, they would be less likely 
to squander shareholders’ funds on poor projects. Buffett 
had observed too many managers who built empires, 
generating rewards for themselves, rather than increasing 
the wealth of shareholders.

Buffett’s second management requirement – integrity – 
was inextricably linked to the first. As he had no desire to 
operate any of the businesses himself, Buffett needed 
to trust the managers he selected. He wanted to leave 
them alone to do what they did best – run businesses. 
Having to check up on them would leave less time for 
what Buffett himself did best – buy businesses.

Buffett’s investment approach, as you can see, was 
developing quite differently from that of his mentor’s. But 
he never wavered on the most important thing – buying at 
an acceptable price – although even here his approach was 
more flexible. Let’s see how Buffett applied Graham’s margin 
of safety principle to one of his most famous investments, 
The Coca-Cola Company (the American company, not 
the listed Australian bottler Coca-Cola Amatil).

when the prICe Is rIght

Graham preferred to invest in businesses where the 
numbers told him everything. If a company was selling 
below the value of cash or working capital, there was 
a visible margin of safety. For many years Buffett also 
invested in such companies, often identifying value where 
others did not, or did not want to. For example, when 
Buffett bought a stake in The Washington Post Company 
in the 1970s, he estimated that he bought it at one-fifth 
of break-up value. At the time, no-one else was interested.

The Coca-Cola Company, in which Buffett first acquired 
shares more than a decade later, was a very different 
animal. Using Graham’s rules, Coca-Cola was by no means 

buffett’s InvestMent 
prInCIples

1. Is the busIness sIMple And 
understAndAble? In other 
words, is it within your circle of 
competence? There’s little point in 
buying shares in a company if you 
cannot see where the profit comes 
from.

2. does the CoMpAny hAve 
A sustAInAble CoMpetItIve 
AdvAntAge?  Characteristics such 
as a strong brand name or low 
costs can give a business a ‘moat’, 
which tends to protect it from 
competition.

3. Is MAnAgeMent CoMpetent 
And trustworthy? 

Highly capable managers who treat 
shareholders as owners can make 
all the difference.

4. Is the prICe ACCeptAble? 
Buy shares only when there is 
a sufficient margin of safety 
between the price and intrinsic 
value, but understand that high 
quality businesses are rarely 
available at bargain prices. 
Paying up for quality is often a 
good idea.
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Well, Buffett isn’t the only successful investor who 
studied under Ben Graham’s tutelage. In his 1984 essay  
The Superinvestors of Graham-and-Doddsville, Buffett 
noted that several of Graham’s students had produced 
excellent long-term investment results in their own 
businesses, despite buying different stocks and applying 
Graham’s methods in their individual ways.

Here are just a few examples from Graham’s former 
students: Walter J Schloss’s investment partnership 
returned 21.6% per year between 1956 and 1988; Bill 
Ruane’s Sequoia Fund returned 18.2% between 1970 
and 1984; and Tom Knapp and Ed Anderson’s Tweedy 
Browne Inc. produced 20.0% per year between 1968 
and 1983. There are other examples, too, which seem 
to illustrate that good fortune has little to do with making 
a fortune, especially when it comes to value investing.

These investors, as well as Warren Buffett, are probably 
amazed that the value-investing approach isn’t more widely 
followed. It clearly works, so why do so few people practise 
it?

We suspect it comes down to human nature, or even 
‘instinct’. It’s hard to be patient when investing. Many 
people want instant results, and most would like to ‘get 
rich quick’. Humans are essentially herd animals – we 
want to follow others because, in other endeavours, there 
is often safety in numbers.

The paradox is that, in investing, the opposite is true. 
Those who avoid the crowd typically produce better 
results. It makes sense when you think about it – how 
can you produce better returns than the crowd when 
you are following it?

The logical answer is: you can’t. You have to do different 
things to produce different results. And that’s why value 
investing isn’t easy, although you can cultivate the correct 
habits with a little practice.

Finally, there are a couple of other people we want to 
mention. While some people would not call Philip Fisher 
or Peter Lynch ‘value investors’ in the strictest sense, 
they still follow the same broad principles of looking at 
a business closely before buying its stock. And since we 
mention them often in the pages of Intelligent Investor, 
we’ll briefly introduce them to you now.

phIlIp fIsher

Philip Fisher is the author of another seminal book on 
investing – Common Stocks and Uncommon Profits. 
Fisher believed you must know a company inside-out 
before investing in it. His approach was to try to identify 
extremely successful companies with the best growth 
prospects and highest-quality management. Fisher 
believed that honest and capable management was one 
of the key determinants of a successful investment. He 
also played down the importance of diversification. Fisher 
concluded that, as there were relatively few excellent 
companies, you might as well invest a significant amount 
when you found one.

Buffett was clearly influenced by Fisher. While Graham 
stressed the primary importance of a company’s financials 
and diversification, Berkshire’s portfolio has tended to be 
concentrated in relatively few, well-managed businesses. 
These principles come directly from Fisher.

peter lynCh

Modern-day fund managers, who manage money on 
your behalf, are a strange breed. Very few of them 
follow a value-investing approach, perhaps because it is 
necessarily long-term in outlook.

With so much pressure to produce positive results 
quarter-in, quarter-out, fund managers become slaves 
to the crowd. They are constantly chasing short-term 
performance, and the end result is inferior long-term 
returns. If their results were to diverge from the crowd 
for too long, they might suffer the ignominy of having 
clients take their money elsewhere. That’s a terrible thing 
for fund managers, because they are paid according to 
the dollar value of funds under their management. In fact, 
many fund managers are more interested in gathering 
funds under management than in producing the best 
returns. That’s hardly surprising when you consider how 
they are paid.

Peter Lynch, though, was a little different. He ran the 
Magellan Fund for American fund manager Fidelity 
between 1977 and 1990, producing an average return 
of 29% a year over the period.

Lynch, in his book One Up on Wall Street, showed us 
that small investors have an edge over fund managers and 
brokers because they can identify fast-growing companies 
just by observing events around them in their day-to-
day activities, whether they’re at work or shopping in 
the supermarket. Once again, though, Lynch noted that 
diligent research into companies made the difference.

Were Graham and Buffett 
statistical flukes?
Could it be luck that Buffett has accumulated such a mind-boggling fortune by following the principles of value investing?

Peter Lynch

Philip Fisher

You have to do 
different things to 
produce different 
results. and that’s  
why value investing 
isn’t easy, although  
you can cultivate 
the correct habits 
with a little practice.

http://www.tilsonfunds.com/superinvestors.html
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Of course, value investing is not just about being 
independent. To achieve truly spectacular results over the 
long term, it is best to select high-quality companies with 
excellent management. Finally, and most importantly, you 
must buy your stake in such a business at a reasonable 
price, leaving yourself a margin of safety between a 
stock’s price and its value.

Do these things consistently and you can hardly go wrong.

The first point to remember is that value investing requires 
a slightly unusual mindset: when you purchase a stock you 
are buying a small part of a business, which means you 
should think like a business owner. Once you understand 
that, you’re more than halfway there.

Stock prices tend to vary a lot more than business values, 
which can provide savvy investors with the opportunity 
to buy at less than a business’s real, or intrinsic, value. 
At other times, though, market enthusiasm allows you 
to sell shares for more than they are worth. It’s a crucial 
distinction – do not confuse short-term price with long-
term value. Many people do, and it is this confusion that 
produces opportunities for value investors like us.

But it isn’t easy, which is perhaps one of the reasons 
why you’ve chosen to subscribe to Intelligent Investor. As 
Buffett said, in the stockmarket we try to be fearful when 
others are greedy and greedy when others are fearful. 
Certainly, in the stockmarket, there’s a lot to be said for 
dismissing the crowd.

Value investing – a summary
Here’s a quick recap of what we’ve learned about an approach that has been so successful for many investors. Fortunately, 
it isn’t too complicated.

reCoMMended reAdIng

Value—The Intelligent Investor’s Guide To Finding Hidden 
Gems On The Sharemarket by James Carlisle The Intelligent 
Investor by Benjamin Graham Value Investing: From Graham 
to Buffett and Beyond by Greenwald, Kahn, Sonkin and van 
Biema

Be fearful when 
others are greedy 
and greedy when 
others are fearful.

https://www.intelligentinvestor.com.au/Value-The-Book/
https://www.intelligentinvestor.com.au/Value-The-Book/
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– Notes –
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