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| was recently invited to visit the headquarter office of an investment research platform, whose (Mlarum)
research product I've been using for quite a while. | had a meeting with the product team, during Quality of management (flarum/d/168837) ©> 5
which | walked through my research process and shared some feedback of their product. The Retail Sector (/flarum/d/118643) O 18 =
ey
. : . PR The Secret to Success to Investing in the Stock Market o
During the Q&A section, one of the product manager asked this question: “How has your research (Marum/di170418) © 3 L(B
process changed over time and how can we make sure that our product can create value for you
i ) . A Stock Bigger Than Amazon and Google Combined
even with the change in your process? (/flarum/d/169197) © 5
It was a great question. | knew the way | conduct fundamental research has improved dramatically PYPL - Watching Closely (larum/d/169281) ¢ 2
since | embarked upon the value investing journey, but | haven't put it in writings. Today’s article is a Valeant (/flarum/d/168934) © 10
reflection of the evolution | went through in my research process. Designing the life of a Value Investor (/flarum/d/168596) © 3
Frangois Rochon: "The Art of Investing: Analyzing Numbers
and Going Beyond" (/flarum/d/164709) © 3
Airlines Holdings - Why did Berkshire buy it?
(flarum/d/167027) ¢ 9
Invest Like a Guru — Book Review (/flarum/d/168868) ¢ 1
AMAZON’s ROIC Missing from Dec 2002 to Dec 2011
(fflarum/d/168689) ¢ 3
Access the Forum! (/flarum)
Performances of the stocks mentioned by —
Grahamites
Symbol Company C";rr?:et Cha?,,g:) G(an;’r;
AAL American Airlines Group Inc $48.60 - 7.64%
BRK.A Berkshire Hathaway Inc $ 288,000.00 - 15.9% :
BRK.B Berkshire Hathaway Inc $191.42 - 15.71% =
CP Canadian Pacific Railway Ltd $172.17 - 11.84% -
Phase One — Cigar Butts Hunter CSX_ CSX Corp $50.47 -
DAL Delta Air Lines Inc $51.23 - 12.52%
It was back in 2011 that | officially began my value investing journey. | had read “The Intelligent LUV Southwest Airlines Co $55.63 - 0%
Investor” and “One of on Wall Street” and the like. | was enthusiastic, confident and ready to make NSC_Norfolk Southern Corp $136.89 - 1644%
money right away. It seemed like the fastest way to pick the winners was Ben Graham'’s net-net VAL United Continental Holoings Ine seas7 T e
UNP  Union Pacific Corp $124.86 - 11.98%

strategy and the low P/E low P/B strategy. Peter Lynch’s way of explaining the P/E ratio stuck with

Summary 0.00% 8.14% *
me — you can roughly think of the P/E ratio as how many years it would take you to recoup your N
money. Of course if you think that way, the lower the P/E the better. It didn’t take long for me to find a
“perfect stock” — a Chinese reverse merger trading at approximately three times P/E and way below
book value. | bought it with great joy, only to see the stock sink more than 20% rapidly. | panicked User Generated Screeners -
and sold. Logan1732 T
i idn” icki dguibert Growth small
« Warning! GuruFocus has detected 4 Warning That failure didn't stop me from picking up . .
. . . ) cigar butts one at a time. For the first 2-3 Shingadiad  Puts on selloff
Signs with DVA. Click here to check it out.
years, | would screen for cheap stocks based isisgabriela 1
« DVA 30-Year Financial Data on P/E and P/B and research them one by cgimm GMF$
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value and 10x P/E, I'd have the urge to buy it.

Phase Two — High Quality Hunter

While | was having fun searching for cigar butts, | also started to read more and more about Warren
Buffett and Charlie Munger. Sometimes | made money on cigar butts and sometimes | had significant
paper losses on seemingly cheap stocks. It didn’t take too long before | found that the question |
often asked myself was, "How do | know this piece of crap is not a value trap?” So it's natural that |
gravitated towards the high quality camp.

With the high quality companies, | would spend more time learning about the fundamentals of the
business. But | was still looking at one company at a time. | studied Walmart (NYSE:WMT), Coca-
Cola (NYSE:KO) and other well-known high quality companies. Depending on the company, but in
general, a few days is more than enough to come up with a general moat analysis of a company.
Again, | was analyzing one company at a time, but with more focus on quality than quantity.

Phase Three — Putting Literacy and Numeracy Together

It was in late 2014 or 2015 that my research process went through another dramatic change. | was
recommending DaVita (NYSE:DVA) and my boss asked for my model. Unfortunately, my model was
very simple and didn’t have any of the key drivers to show how earnings and cash flow would
change under different scenarios. Fortunately, one of my colleagues happened to build a model for
DaVita himself and in his model, he drilled down to the business drivers such as patient growth,
average reimbursement rate per dialysis (both commercial and government), commercial mix and so
forth. And he tied all those assumptions to the cash flow and calculated the intrinsic value of the
business using a very impressively detailed DCF model. | thought his model was magical because |
could see that if reimbursement increased by X%, it would increase DaVita’s intrinsic value by Y.
Every number in the model had some math logic in it. It was really something.

After the DaVita incident, | became a huge fan of the super-detailed DCF model. For every company
| research, in addition to qualitative analysis, | would try to drill down to the bottom math layer and
connect every cell in my Excel model to the DCF calculation.

The detailed DCF model has its merit — it shows exactly how value is created mathematically,
assuming the assumptions you make are all reasonable. It also adds a lot of comfort because all the
numbers in the model have some sort of mathematical logic to them.

But the problem with the detailed DCF model became very obvious soon after | got on board with it
(believe me, | loved the model so much that sometimes | dreamed about the models | made).

There are a few issues, but the biggest | realized is that you have to make so many assumptions and
sometimes an assumption is the derivative of another assumption. You can see how one bad
assumption can compound the error in the calculation of the perceived “intrinsic value.” To use an
analogy: If we were to project the GDP growth of the U.S., we could do it in the detailed way — that
is, to break down the GDP components to the most fundamental level possible and then add them all
up. But doing so would require us making thousands of assumptions, most of which require
substantial judgment. | bet when you come up with the number, it would seem obviously wrong and
then you’ll go back and tweak the assumptions until the GDP growth comes to between 2-4%. Then
you say, OK, now it seems reasonable.

The second issue with detailed DCF is that doing it dramatically increases our commitment and
consistency bias, the anchoring bias, as well as the reason-seeking bias. It's a lot of work to get the
model done, and once you put in all the work, you want to think it's good. And the model gives you a
precise number to as many decimal places as you want. You compare the DCF intrinsic value and
the stock price and it's an easy decision. I'll use DaVita again as an example. When we did the DCF
analysis, we came up with a value of more than $120 per share, and the stock was at the low $70s,
call it $74. If we believed $120 was the precise intrinsic value, which we did, we came up with a
substantial margin of safety.
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Guru News >

Grubhub Skyrockets on New Partnership With Yum Brands
by James Li

CVS Health Falls Despite Earnings Beat by Sydnee Gatewood

First Eagle buys Exxon, Schlumberger, Alphabet by Tiziano
Frateschi

Barrick Gold Falls After News From Pasqua-Lama by Alberto
Abaterusso

Value Ideas

Cetera Investment Advisers Buys iShares Russell 1000
Value, PVH Corp, Guggenheim S&P 500 Equal Weight,
Sells First Trust Inter Dur Pref& Income Fund, Boeing Co,
FS Investment Corp by insider

Buckingham Capital Management Inc Buys Tapestry Inc,
Norwegian Cruise Line Holdings, Nabors Industries, Sells
PVH Corp, CalAtlantic Group Inc, Toll Brothers Inc by insider

Pinnacle Financial Partners Inc Buys Vanguard
Intermediate-Term Bond, Vanguard Real Estate, Vanguard
Short-Term Corporate Bond ETF, Sells iShares Silver Trust,
Dell-VMWare Tracking Stock, Blackstone Group LP by insider

Cape Ann Savings Bank Buys iShares MSCI EAFE,
WisdomTree U.S. MidCap Dividend Fund, WisdomTree U.S.
SmallCap Dividend Fund, Sells Xtrackers MSCI EAFE
Hedged Equity, Hasbro Inc, General Electric Co by insider
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what | wrote. Interview With Jim O'Shaughnessy Transcript by Holly LaFo*
. . Interview With "What Works on Wall Street’ Author Guru Jim
The evolution from Phase 1 to Phase 2 was natural and it was easy. | owe a great amount of debt to O’Shaughnessy by Holly LaFon
my good friend and colleague for making the jump from Phase 2 to Phase 3 happen. It was A Conversation With Charlie Munger and Michigan Ross |
transformational. 2017 by Grahamites

10 Questions with Todd Combs by Grahamites
I'll pause in my reflection now. In my next article I'll write about the other few phases | went through

in the last three years. 29
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