
Pay close attention  
to the treatment of  
minority shareholders

Who are companies run for? In a public 
company the shareholders are the owners. 
In theory, at least, the company is run for 
them. Yet almost since the beginning of the 
joint stock company in the 19th century, it 
has been recognised there is a flaw in the 
system.

When owners are passive shareholders and 
entrust management to outsiders, problems 
of agency may occur. The manager, 
possessing more information on the 
day-to-day business of the company will 
naturally try to maximise his wealth at the 
expense of the owner, creating a conflict of 
interest.

In the modern company this conflict is 
played out all the time. CEOs leave office 
having earned millions despite an 
underperforming share price. In theory 
(again) codes exist to determine ‘best 
practice’ in governance. A standard 
recommendation is for a majority 
independent non-executive board of 
directors to oversee managers on behalf of 
shareholders. 

But there is no such thing as perfection in 
governance and models. In the US the 
chairman and chief executive is often the 
same person. In Germany supervisory 
boards representing owners and workers 
exert oversight.

Meanwhile, Japanese companies are run for 
employees, communities and interest 
groups (such as banks or suppliers) as much 
as shareholders. It is almost impossible to 
buy one’s way into a position of control.

In the ‘bad old’ days, Asia was synonymous 
with ‘crony capitalism’ and the family-
controlled public company invited 
widespread scepticism. Minorities could do 
little but blame themselves when 
companies syphoned money away from 
listed companies into private concerns – or 
injected over-valued assets into the 
company. Impunity was rife.

Nowadays listed companies across the 
region have to follow much tighter 
governance codes. The best family-
controlled concerns are actually very good 
now. Many employ professional managers 
and make a habit of consulting 
shareholders. The fact they have their own 
money in the business means they are more 
careful as to how it’s spent.

That does not mean Asia is full of reformed 
characters. Reputations last and memories 
are long. As an investor it is always worth 
knowing the background of the main 
company sponsor – because that is the best 
guide to behaviour in the future. 

Reputation also matters because laws to 
protect shareholders in Asia lack bite. 
Despite strides in governance codes, very 
often form prevails over substance. A board 
may look independent but non-executives 
may turn out to be relatives, friendly 
lawyers or useful business mates. 

It is still legal in parts of Asia to issue up to 
10% of new shares without votes (a useful 
way to dilute the influence of undesirables); 
to take shareholder approval on significant 
matters on a show of hands (putting more 
power in the hands of a myopic CEO and 

rendering proxy votes, such as those we 
make on behalf of client funds, almost 
meaningless); and to trade shares up to a 
month before annual results (long a source 
of insider abuse in Hong Kong).

It would be unfair to suggest Asian 
companies are alone in bending the rules. 
There are many listed companies in Asia 
that are Western subsidiaries. Although they 
promise Western standards of governance, 
they are not immune from sharp practice. 
Over the years, as minorities, we have been 
on the receiving end of buyout bids from 
parent companies that have under-valued 
our shares – and where independents failed 
to stand up for a better price. 

Just recently consumer products giant 
Unilever proposed a hike in royalty fees 
from its listed subsidiaries in Indonesia and 
India. In Indonesia, local governance codes 
were silent on the need for a shareholder 
vote and Unilever just went ahead.

What good governance boils down to is a 
proper system of checks and balances and 
that more subtle thing, which is trust. 

Structure is no guarantee in itself. We have 
long held stakes in the old Hong Kong 
‘hongs’, Swire and Jardines, despite dual-
share structures that confer voting rights 
disproportionately.

As Alibaba discovered, this sort of thing isn’t 
allowed for listings candidates in Hong Kong 
these days. So it may be off to the US for 
the Chinese Internet company where, oddly 
enough, this sort of equity apartheid is still 
permitted.   

This article expands upon the first of Hugh Young’s 10 Golden Rules, 
which was first published in booklet form in August 2012
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Companies are about  
people not assets

How important are people to a company? 
Are they its lifeblood? Or just cogs in the 
wheel? The answer may depend on your 
view of who matters. When we refer to the 
CEO or management team, their 
importance would seem obvious: they 
provide a company’s leadership and the 
public face.

A generation ago the successful CEO was a 
cult figure. Think of Jack Welch or Richard 
Branson. Today, they seem more like 
colourful exceptions. Post financial crisis, 
there is a bigger than ever focus on 
regulatory compliance. Companies have to 
show they are fit and proper and running 
businesses sensibly; boards query big deals 
and keep CEOs in check.

The new mood originates in banking, 
unsurprisingly. Regulators are still grappling, 
five years on, with how to prevent a repeat 
of the last crisis when bank bosses oversaw 
what were, at best, dangerously aggressive 
strategies and, at worst, cases of outright 
financial misconduct.

As long-term investors in Asia, we at 
Aberdeen appreciate the quieter virtue of 
competence over ego. Once we have an 
idea of whether a company is making 
money and will continue to do so, we look 
the CEO in the eye and ask ourselves if he 
can be trusted to grow the business against 
objective yardsticks and share the rewards 
with investors.  
 

But CEOs are not the only people worth 
talking to, nor do they conform to a type. In 
Japan, the CEO is a figurehead and is rotated 
frequently, the better to reinforce consensus 
and allow everyone their turn at the top. In 
Southeast Asia, the patriarch in charge of 
the family business is a more typical figure.

We have no preconceptions as to which 
model is best. What does matter are checks 
and balances. A majority-non executive 
board of directors under an independent 
chairman is usually the best guard against 
waywardness. In practice, Asia is home to 
too many boards that owe their loyalty to 
the CEO. When there is no one to challenge 
the boss, this can disrupt or even destroy a 
business. 

‘People are our most important asset’ is a 
cliché. Yet it does contain a solid truth: a 
company that can deliver a successful 
strategy continuously will nearly always rely 
on a strong culture. A strategy where the 
culture is not supportive will, on the other 
hand, almost always fail.

Indeed, recent research from Credit Suisse 
on long-term stock market returns shows 
that top-performing companies tend to stay 
that way (the converse is also true). There 
are many reasons for this but implicitly the 
study shows that among winning 
companies a clear plan and effective 
management of the bottom line is what 
counts. As for bosses, they come and go.    
 

Company cultures are notoriously difficult 
to pin down. Values and attitudes are 
usually set in the boardroom. Successful 
ones encourage staff to embrace a common 
purpose rather than ask ‘What’s in it for 
me?’ Policies must also be supportive, 
recognising people for what they do and 
giving due motivation and reward, both 
financial and otherwise. Pride in the job and 
loyalty is the payback.  

What examples are there of good company 
cultures in Asia? Although Asia generally 
lacks home-grown brands, there is no 
shortage of investable companies in Asia 
that are distinctive. One company we have 
owned for years is Singapore Airlines. Its 
excellence rests on the insight that while air 
travel is dull, great service can make it more 
pleasant. Dedication to this aim has allowed 
it to charge a premium.

Another company we rate is AIA Insurance. 
It was spun off after its parent company AIG 
had run into trouble during the financial 
crisis. (The Asian unit was never involved.)  
AIA’s model rests on 80 years of experience 
in Asia, a mixture of product innovation, 
financial strength and market penetration, 
mainly via agents selling on commission. 
Where management earns its keep is in 
managing the agency force, which means 
weeding out under-performers as well as 
rewarding stars. 

At the time of AIA’s listing, in 2010, we 
hadn’t bought a company at IPO for ten 
years. We made an exception. Since then its 
share price has doubled.

This article expands upon the second of Hugh Young’s 10 Golden Rules, 
which was first published in booklet form in August 2012
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Balance sheet  
strength is critical

As investors, we tend to obsess over 
company profits. The size of profits and 
whether they meet expectations can move 
share prices and affect how much money, if 
any, will be paid out in dividends.

During the financial reporting season profits 
tend to dominate headlines, but seasoned 
investors are more likely to turn to a 
company’s balance sheet as a better gauge 
of financial health. 

The balance sheet is the part of a firm’s 
financial statement that provides a 
snapshot of its assets, liabilities and equity. 

Used properly, the data can tell investors 
how much debt a company has, whether 
there’s too much unsold stock, if customers 
are paying on time, or at the other end of 
the spectrum, whether a company is 
investing its surplus cash wisely or perhaps, 
allowing too much to sit idle. 

Hollywood studio Metro-Goldwyn-Mayer 
filed for Chapter 11 bankruptcy protection 
in 2010, some five years after a consortium 
that included Japanese electronics giant 
Sony took over the company using a form of 
financial engineering called a leveraged 
buyout. 

That takeover would eventually leave MGM, 
linked to films such as ‘The Wizard of Oz’ 
and ‘Gone with the Wind’, labouring under 
an unsustainable debt burden of some US$4 
billion.

While the studio is still making films today, 
having emerged from bankruptcy under the 
ownership of its former creditors, the sorry 
affair serves as a cautionary tale highlighting 

the potential pitfalls associated with 
excessive debt.

Too much debt scares us. As an investor, we 
feel much safer when a company offers 
evidence of a strong balance sheet. Such a 
robust balance sheet usually means a firm 
has spare cash to fund corporate expansion 
or to boost shareholder returns via share 
buybacks and/or raise dividend pay outs.

How surplus cash is spent can also say a lot 
about a company. 

Alarm bells should start ringing when 
property developers invest in professional 
football clubs (as some do in China), or 
when companies buy exotic financial 
instruments they barely understand 
(remember the synthetic collateralised debt 
obligation?).

Having said all this, management teams 
have a lot of discretion in the way they 
present financial numbers because these 
statements are the sum of many 
assumptions.

An “ambitious” treatment of assets can help 
inflate a balance sheet. Valuing so-called 
intangible assets – goodwill, intellectual 
property, brands – can be a subjective 
exercise, while placing an accurate value on 
biological assets, such as palm oil and 
timber, can also be difficult. 

Financial officers also have a degree of 
discretion in the way they treat research and 
development, either expensing it (incurring 
a cost) or capitalising it (adding to the 
balance sheet).

Companies may borrow money by selling 
so-called hybrid securities that combine 
attributes of both debt and equity. 
Instruments such as perpetual bonds allow 
companies to raise debt and yet, for 
accounting purposes, they show up as 
equity on the balance sheet. 

Corporate pension obligations can be 
managed by changing certain assumptions 
on discount rates, short-term debt can be 
arranged around key financial dates to dress 
up a company’s debt profile, while analysts 
often need to be alert for debt incurred that 
may not be fully reflected on a holding 
company’s balance sheet.

So what’s the solution? At Aberdeen, our 
preference is always for simple businesses 
because they are easier to understand. If the 
accounts are too complicated, or the 
ownership structure unclear, we’d rather not 
be shareholders. 

Hong Kong-listed Café de Coral is a great 
example of a company that we like very 
much. You can’t get much simpler than a 
consistently profitable chain of fast food 
restaurants. 

It’s one of Hong Kong’s most recognisable 
brands for cheap and cheerful Chinese food, 
and has expanded across the border into 
other parts of southern China. 

But more than that, growth has been 
financed almost wholly from cash flow and 
so, Café de Coral boasts a healthy balance 
sheet with minimum debt.

Like a backbone, a balance sheet can tell 
you a lot about the character of a company.

This article expands upon the third of Hugh Young’s 10 Golden Rules, 
which was first published in booklet form in August 2012
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Understand what  
you are buying

‘Buyer beware’ is ancient consumer advice, 
so old that the Latin ‘caveat emptor’ is still 
used today. No words ring more true for 
investors: if you buy a stock and it falls in 
value you cannot ask for your money back. 

At Aberdeen, our approach to investing is 
guided by common sense. Unless you 
understand the basics of what makes a 
company tick – such as its cash flow and 
debt – you cannot value it. And if you don’t 
know how much a company is worth, you 
won’t know how much to pay for its shares.

Our starting point is always the annual 
report. It will answer basic questions about 
what the company does, its suppliers and 
customers, source of competitive advantage 
and how it makes money. You shouldn’t 
need to be an expert to understand the 
answers. 

While any product knowledge is useful, far 
more important is a grasp of the overall 
manufacturing process and industry 
behaviour. For example, it would have been 
of no great use to understand film if you 
didn’t also see the advent of digital cameras. 
Kodak didn’t and it went bankrupt. 

Our preference is always for simple 
businesses because they are easier to 
understand. In Asia, we are attracted to the 
consumer area, from retailers to property, as 
well as construction or infrastructure 
proxies (such as cement makers). These are 
all sectors that stand to gain from growing 
wealth. 

Simple businesses can have their 
weaknesses, of course.  When a sector has 
low barriers to entry, competitors can 

quickly appear and erode profit margins. 
That’s why Warren Buffett likes to buy 
companies that are simple but also have 
strong ‘economic moats’ – his euphemism 
for protection from competition, through 
monopoly or otherwise. 

Such companies have more stable and 
predictable earnings. Power or water utilities 
are natural monopolies because they are a 
public good and infrastructure is costly. 
While telecom monopolies have been 
dismantled almost everywhere there is 
rarely room for more than a few players in 
any single market.

When there are a handful of competitors in 
any market there is often the potential for 
regulatory capture. This is when businesses 
know more about their market than the 
regulator and can use this to agree tariff and 
other payments that under-price the true 
costs and/or potential profits. This can be 
good for investors, if not so good for 
consumers.

Sure, some investors may find ‘simple’ too 
boring. They want the next new thing – 
online gaming, space travel and ostrich 
farms have all had their moment in the sun. 
But a craving for novelty can be a trap for 
the unwary. If something seems too good to 
be true, it usually is: the tech bubble was like 
that.  

We prefer businesses that have real 
products, real services and actual 
customers. Staples – makers of products for 
which demand is fairly constant – are easier 
to make sense of than cyclical businesses, 
for which demand is more discretionary. 

Try to resist being over-confident and keep 
personal experience in perspective. The 
brands you may shop for are notoriously 
fickle as investments. That ‘it’ bag you liked 
one year will be in the back of the cupboard 
the next.

So let common sense be your best guide. 
Understand pricing power. The reward will 
not only be to avoid stock market slip-ups 
but to find hidden value. The stock market 
may notionally be efficient, but good 
companies can be unfairly coloured by 
events or the behaviour of a rival. 

Occasionally a company may be in the 
throes of change or have a business that is 
unique, which no one has really penetrated. 
Sometimes this can be an argument in 
favour of investing in complex companies, 
or messy structures like conglomerates, 
where the parts aren’t reflected in the value 
of the whole.

A good example is MTR Corp, which owns 
and operates Hong Kong’s metro – used by 
5.1 million people every week-day. A few 
years ago we were doing our analysis 
pre-IPO and realised that it had a significant 
property portfolio above its stations. The 
commercial potential of this footfall was 
huge but the market hadn’t realised this. 

The stock proved a very good investment. 

This article expands upon the fourth of Hugh Young’s 10 Golden Rules, 
which was first published in booklet form in August 2012
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Be wary of  
overambition

There are over 10,000 Carrefour-branded 
stores in 34 countries around the world. In 
Asia alone, the world’s second-biggest 
retailer has over 370 outlets.

One of the first things chief executive 
Georges Plassat did when he took over in 
2012 was to pull out of overseas operations 
in Colombia, Malaysia, Indonesia, Singapore 
and Greece.

In doing so, Plassat hoped to reverse the 
fortunes of a company whose shares have 
lost around two-thirds of their value this 
century. Carrefour’s boss has blamed the 
group’s poor performance in part on 
international over-extension under previous 
management.  

Supermarket giants including Carrefour, 
Britain’s Tesco and Germany’s Metro have 
learned that a winning formula at home 
doesn’t necessarily translate into market 
domination overseas. 

Corporate overambition can appear in many 
forms. Geographic expansion is one thing, 
but it’s often tempting for companies to 
expand into areas outside their core 
expertise on the promise of steep growth 
and quick results. Sometimes companies 
grow so big they become impossible to run. 

Banks in the US became too-big-to-manage 
after former President Bill Clinton repealed 
legislation in 1999 that had separated 
commercial and investment banking since 
the Great Depression in the 1930s. 

Rivals elsewhere followed suit and soon the 
fashionable accessory for any cashed-up 
and ambitious commercial bank was an 
investment banking division.

Lax lending to consumers on the one hand, 
and speculative trading that nobody 
understood on the other, would come to 
define the boom years that eventually led to 
the 2008 global financial crisis.

The world would realise that too-big-to-
manage would also mean too-big-to-fail, as 
countries almost bankrupted themselves 
trying to rescue failed financial institutions. 

A key lesson was that bank bosses were 
oblivious to the risks they were exposed to. 
Their businesses had become too 
complicated.

Another form of over-ambition takes the 
form of over-diversification. A feature of the 
1997-98 Asian financial crisis was the 
number of companies that had become 
mini-conglomerates, usually by acquiring 
with borrowed money non-productive 
assets such as property or golf courses. 

We dubbed this process “di-worsification”.

In many such cases, the company had 
become little more than a vehicle for a 

hard-charging chief executive out for 
personal glory.

During Hong Kong’s final days as a British 
colony the most talked-about investment 
bank in town wasn’t Goldman Sachs or 
Morgan Stanley. It was Peregrine 
Investments Holdings.

From 1988 to 1997, Peregrine became the 
largest stock underwriter in the city and a 
pioneer in the Asian junk bond market. 
Founder Philip Tose, a flamboyant former 
race car driver, endorsed a self-described 
“buccaneering” culture that favoured bold 
risk-taking, often at the expense of prudent 
management oversight.

The firm was forced into bankruptcy in 
January 1998 after a single loan to an 
Indonesian businessman went sour. It had 
lent one-third of its capital to this client as 
part of a bond underwriting agreement. 
Currency turmoil linked to the Asian 
financial crisis killed any chance of the loan 
being repaid.

Amazingly, despite significant 
improvements in corporate governance 
across the region, clearly over-confident 
companies keep on attracting outside 
money. 

This article expands upon the fifth of Hugh Young’s 10 Golden Rules, 
which was first published in booklet form in August 2012



One Hong Kong-listed property developer 
with significant real estate investments in 
mainland China somehow deems it 
necessary to run a professional football club 
as well as movie production and 
distribution companies.

Its shares were trading below the 
November 2009 initial public offer price, as 
of February 2014.

Corporate ambition isn’t a bad thing. In 
fact, investors should look for companies 
with sensible plans for business growth. 

The trouble is, CEOs can be blinded by 
hubris and encouraged by a weak board. 
They often underestimate the cost of a 
merger or a trophy acquisition. It’s 
particularly relevant when share prices are 
riding high or when debt is cheap.

Company management with delusions of 
overnight success should be treated with 
great scepticism. Aggressive growth may be 
seductive for investors but it often comes 
with a hidden price. 

Aberdeen’s idea of the perfect company is 
one whose earnings rise by 10 per cent to 
15 per cent a year and this growth is 
accurately reflected in the share price. 

It is perfect because this is a company you 
will never need to sell. 
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Think long term

In so-called ‘high-frequency trading’ 
powerful computers are programmed to 
crunch huge amounts of data while buying 
and selling securities in just one thirteen-
thousandths of a second.

Automated high-speed computers linked by 
ultra-fast connections can give some traders 
an edge in the financial market equivalent of 
a Wild West gunfight. Whoever gets off the 
first shot gets to execute a trade at a better 
price before others have time to react.

While some people may regard this 
development as a triumph of technology 
over human limitations, others see yet 
another example of how ‘insiders’ rig 
financial markets for the benefit of a few.

In many ways, we live in an age obsessed 
with speed which has driven the demand for 
quick-fixes – ‘real-time’ news; instant coffee; 
‘mail order’ brides (and ‘quickie’ divorces). 

In the financial markets, this ‘short-termism’ 
is a scourge, encouraging pundits to rate 
business and investment performance over 
an increasingly short time horizon. 

Analysts will lambast companies for 
stumbling over a half-year or narrowly 
failing to deliver on quarterly earnings 
expectations. A dip in asset values may get a 
fund manager into trouble, even if long-
term performance has been good.

Investors have the 
ability, more than ever 
before, to react quickly 
amid greater access to 
corporate news and 
more liquidity in 
financial markets. 

So the myopic take to 
churning their portfolios to make a quick 
buck (or so they think) and long-term 
wealth creation is sacrificed on the altar of 
short-term expediency.

Needless to say, we have never been a fan.

For a start, every time you trade there are 
significant dealing costs that weigh on 
performance. Furthermore, how many 
people can honestly say they can 
consistently time the market – buy on lows 
and sell on highs – over the long-run?

As we’ve seen, any aspiring trader will also 
need to face off against machines that can 
execute orders in milliseconds and whose 
activities quickly eliminate the predictable 
but fleeting opportunities created when 
institutional investors buy or sell shares in 
large quantities.

By contrast, we seek to buy shares of good 
companies and to keep them for as long as 
we can. For us, the most important 
consideration is the underlying value of a 

security, not finding a clever way to exploit 
a temporary price fluctuation on a trading 
platform.

As a rule, financial markets are efficient, 
meaning share prices reflect underlying 
value. In the short-term, share prices may 
be affected by a range of factors including 
emotion, liquidity and supply, but over the 
course of decades, prices can only be 
supported by sustainable earnings growth.

This makes finding the right companies far 
more important than trying to guess which 
way investor sentiment will turn based on 
the minutes of the latest Federal Reserve 
meeting or how well the national team is 
faring in the World Cup.

We seek out companies with business 
models that are easy to understand. These 
companies typically enjoy industry 
leadership positions that can be easily 
defended, boast strong balance sheets with 
manageable debt and demonstrate an 
understanding of the needs of minority 
shareholders.   
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When we find a company we like, run by 
people that we trust and whose shares are 
trading at a reasonable price, we are more 
than happy to invest for the long-haul and 
see any short-term price dips as 
opportunities to increase our stake.

For example, we started investing in 
Singapore-based OCBC Bank some 20 years 
ago and now hold more than 7 per cent* of 
the lender. Our investment, including 
dividends, has grown more than 500 per 
cent since 1996.

Individual investors may feel increasingly 
marginalised within an investment world 
that seems to favour a privileged few at the 
expense of everyone else. The playing field 
can feel far from level.

Sometimes the solution may be as simple 
as investing in a few well-run companies 
and giving them enough time to prove 
themselves.

Nobody can say with much conviction what 
will happen in 30 days. Investors are really 

better off spending their time identifying 
those companies that will still be thriving in 
five or 10 years. 

This is not only a better use of time and 
effort, it is far more rewarding financially.

* As at 6 May 2014
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Benchmarks are measuring devices not 
portfolio construction tools

The fund management industry is a divided 
one. In one camp are so-called “active” 
managers who maintain that, using skill and 
judgement alone, they can consistently 
achieve superior investment returns after 
the deduction of costs.

In the other are their “passive” rivals who 
counter that markets are efficient and so a 
share price fully reflects a company’s value. 
It’s futile, they claim, to try to beat the 
markets. Better to opt for a low-cost tracker 
fund designed to mimic a representative 
index.

At Aberdeen, we believe beating the index is 
achievable provided one is prepared to make 
decisions that ignore the herd and invest 
according to one’s convictions. 

In our case, that means finding hidden value 
through careful company research and 
ignoring a benchmark altogether. If we miss 
out on the hot investment trend of the day, 
so be it. 

In their influential 2009 paper “How Active 
is Your Fund Manager? A New Measure That 
Predicts Performance”, University of Notre 
Dame finance professor Martijn Cremers 
and fund manager Antti Petajisto explored 
benchmark deviation and developed the 
concept of “active share”. 

Their research shows that US mutual funds 
with high active share (i.e. benchmark 
deviation) beat those with low active share 

(mirrored the 
benchmark) by some 
2.5 percentage 
points a year from 
1990 to 2003. The 
higher the active 
share the more such 
outperformance 
– hence active share as a predictive 
indicator. 

To us, these conclusions intuitively sound 
right. Now, that’s not just because almost 
all of Aberdeen’s Asian equity funds have 
active share components of more than 70 
per cent and we have a record of long-term 
outperformance.

Rather, investment luminaries such as 
Warren Buffett and hedge fund manager Jim 
Simons didn’t make themselves (and their 
investors) very rich by copying other people. 
They excelled because they became skilled 
at spotting and exploiting opportunities 
that others overlooked. They also learned to 
do this consistently over many years.

The paper makes another, inadvertent point. 
The reason some two-thirds of active 
managers consistently fail to match the 
performance of their benchmarks isn’t due 
to unrealistic expectations, as many passive 
champions assert. It’s because many who 
claim to be active managers are, in fact, 
closet indexers – doing the bare minimum 
while charging performance-sapping active 
fees.

In this regard, it may not surprise that the 
popularity of index investing, especially via 
low-cost exchange traded funds (ETFs), has 
grown in recent years. Yet index investing 
potentially undermines the performance it 
seeks to capture. The unquestioning nature 
of passive management means capital is 
routinely invested in undeserving 
companies, inflating stock prices and 
creating asset bubbles. 

Active managers must be careful not to 
disparage benchmark indices, though. They 
play an important role as investors need 
something against which to measure 
performance. 

Still, why should something designed to 
serve as a measuring device underpin the 
construction of an investment portfolio? It’s 
not as though market capitalisation, which 
typically dictates which companies go into 
an index, has any predictive value. Big 
companies are no more likely to outperform 
than smaller ones.

Size is definitely no guarantee of quality, 
either. China’s state-controlled banks are 
some of the biggest in the world but if these 
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lenders didn’t enjoy an implicit government 
guarantee, how many depositors would feel 
comfortable entrusting their savings to 
them?  

Lately, in response to criticism, passive 
managers have developed hybrid funds that 
purport to offer a more intelligent method 
of portfolio construction, based on factors 
such as return-on-equity or other 
characteristics that “winning” stocks may 
share. 

But these so-called “smart beta” products 
rely on historical data, and the problem is, 
the factors which are ascendant change 
over the business cycle, requiring portfolio 
adjustments, higher transaction costs and, 
yes, more management fees.

Indexers obsess about minimising deviation 
from the benchmark. In contrast, real active 
managers accept any temporary 
underperformance as the necessary price 
for outperforming over time. For them, the 
more important risk relates not to market 
movements, but only to permanent loss of 
capital.
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Take advantage of  
irrational behavior

The 2013 Nobel Prize for economics went 
to men with opposing views on how stock 
markets work. 

Eugene Fama argued that markets are 
“efficient” – they price in all known 
information more or less perfectly because 
investors are rational and are able, all 
together, to price information correctly.

Robert Shiller, in a now famous 1981 paper, 
asked: “Do stock markets move around too 
much to be justified by subsequent changes 
in dividends?” He proceeded to show that, 
based on the S&P 500, stock prices 
fluctuated more than the eventual dividends 
that they were supposed to have forecast.

Shiller concluded that erratic price 
movements are a product of investor 
psychology: greed, fear, you name it. From 
this study emerged a school of behavioural 
economics, which argues that social, 
cognitive and emotional factors influence 
investor choices. In other words, people are 
NOT rational, hence neither are markets. 

Fama, the efficient market champion, 
explained odd price movements as a 
symptom of cyclical factors (the natural ups 
and downs of economies). To which Shiller 
responded rhetorically: “Have you ever 
heard of a rational stock market bubble?”

There is a world of difference between these 
two camps, a point illustrated by an 
oft-used analogy called the random walk. 

Supposing you went for a stroll and found a 
ten dollar bill lying on the pavement. Would 
you pick it up? Or would you regard it with 
disbelief thinking it can’t be real because 

someone else would have picked it up first? 
Of course, pavements are not strewn with 
ten dollar bills, but markets are much like 
pavements – occasionally unexpected 
rewards turn up. 

How can we learn to identify those 
moments when markets stop being rational 
and throw up value?  Warren Buffett 
counsels investors to be “fearful when 
others are greedy and greedy when others 
are fearful”. 

In other words, take advantage of others’ 
seeming irrationality: buy cheap and sell 
high. Which is easier said than done, of 
course. When markets are expensive, there 
is always a reason for saying they are worth 
what the market says. 

In the real world, the S&P 500 has doubled 
from its financial crisis-lows and it’s fair to 
reassess where stock markets are. Have they 
gone up because the US is recovering? Or 
have they gone up because money is cheap 
and investors have few alternative places for 
their cash? 

While US corporate cash flow is strong, it is 
being driven by tight cost management and 
not by an increase in sales. After so much 
money printing this should be a worry. 
Consumers are still deleveraging and much 
of that money is going into asset 
speculation, not higher demand. The flip 
side to high profits today is that the 
investment-to-GDP ratio in the US hasn’t 
been this low since the 1930s. Where, then, 
are future profits, on which stock prices 
depend, to come from?

Fortunately, the situation is not extreme in 
every respect: the tech sector is prospering; 
the US shale gas revolution has lowered the 
cost of energy (thus boosting industry); and 
Obamacare is helping pharmaceuticals. 

So the recovery is spreading. It’s just very 
slow and not creating jobs fast enough. 
Confrontational politics further hamper 
confidence. Over in Europe, austerity shows 
signs of working as do efforts in Japan to 
reflate, leading to good market runs in both 
places. As with the US, momentum remains 
because of stimulatory policies. 

In Asia, by contrast, weakness in China has 
added to a slip in exports and growth rates 
are falling. Some countries have failed to 
use the recent good times to implement 
reforms and to develop infrastructure to 
support growth. India and Indonesia are 
cases in point. 

We feel Asia’s problems are more cyclical 
than structural. Global investors have 
over-reacted to negativity about developing 
markets in general. The effect of investors 
having pulled money home is that these 
markets are beginning to offer relative 
value, even if they are not cheap in absolute 
terms. Quantitative easing has kept most 
Asian markets buoyant. 

Eventually the underlying trend will start to 
improve, as earnings recover. Until then, we 
find there is always work to be done 
researching individual companies. 

This is the investment equivalent of looking 
for those stray ten dollar notes. 
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Do your own research

There are plenty of people you can blame 
for the global financial crisis: unscrupulous 
mortgage lenders; greedy investment banks; 
clueless regulators; compliant credit rating 
agencies.

But a consistent theme throughout this 
seismic event is that of misplaced trust.

For example, credit ratings assigned by 
Standard & Poor’s, Moody’s Investors 
Service and Fitch Ratings, utterly failed to 
reflect the pervasiveness of toxic assets 
hidden in so-called mortgage-backed bonds, 
and in turn, failed to identify the risks 
transferred to even more exotic financial 
instruments that derived their value from 
these bonds.

These too-good-to-be-true ratings fooled 
almost everyone, from the ‘dumb money’ 
investors around the world who happily 
bought the securities, to companies such as 
AIG that casually sold insurance against 
default in the form of credit default swaps 
on the assumption these securities were 
safe. 

When the US property market collapsed in 
2007/2008, there were home loan defaults 
on a massive scale and investors in 
mortgage-backed bonds and companies 
that sold insurance against default were hit 
with losses that, in many cases, required 
substantial government bailouts.

The financial system wouldn’t function 
without trust. Paper money would be 
worthless; people wouldn’t deposit their 
savings in banks; reporting financial results 
would be pointless.

Even when an agreement is sealed with a 
contract, signatories are essentially placing 
their trust in a legal system that will police 
any disputes in an impartial manner.

When it comes to investing, a degree of 
trust is essential, but investors should never 
allow blind faith to replace the need for 
some thorough research into a potential 
investment. There are plenty of examples of 
investors coming unstuck after placing too 
much faith in someone else’s opinion. 

As we’ve already seen, the ‘experts’ can 
sometimes be wrong, whether it’s grossly 
misjudging the creditworthiness of a dodgy 
bond, or trading with a mathematical model 
that eventually blows up a hedge fund (as in 
the case of Long-Term Capital 
Management), or lauding those profit-
challenged technology companies right up 
to the moment the dotcom bubble burst.

All the investment analysis, ideas and 
recommendations available these days 
should never replace the need to do your 
own homework. That’s because the only 
person who fully understands your 
investment needs, and whose financial goals 
are completely aligned with yours, is you. 

In our experience, not following others is the 
key to success. We seek hidden value 
through careful company research, 
questioning orthodoxy and challenging 
groupthink. In practice, this means our 
investment portfolios deviate significantly 
from those which only seek to mimic a 
benchmark index.

You can do the same by ignoring the herd 
and investing according to your convictions. 
As much as anything, you can at least be 
accountable for your decisions. 

There is also compelling evidence that 
shows long-term outperformance can only 
be achieved when investors are willing to do 
things differently, and on their own terms. 
Investment luminaries such as Warren 
Buffett and hedge fund manager Jim Simons 
didn’t make themselves (and their investors) 
very rich by copying other people. 

The clues that point towards opportunities 
can often be found in public documents 
such as a company’s financial statements – 
the balance sheet; income statement; 
statement of cash flows. 

Buffett said he read IBM’s annual reports 
every year for 50 years before investing 
$10.7 billion in the information technology 
services provider in 2011. Buffett’s Berkshire 
Hathaway is now the company’s biggest 
shareholder.
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While few of us will have Buffett’s keen 
instincts, it isn’t beyond the ability of most 
people to acquire the basic skills to read and 
interpret an annual report for a simple 
business. 

For example, a balance sheet will tell you 
how much debt a company has, whether 
there’s too much unsold stock, if customers 
are paying on time, or at the other end of 
the spectrum, whether a company is 
investing its surplus cash wisely or perhaps, 
allowing too much to sit idle. 

While you may not always uncover a hidden 
gem, it might stop you from making a 
horrible mistake.   

Trust can be a wonderful thing, but please 
exercise it with caution when investing. Not 
doing your homework can seriously damage 
your financial health.

But don’t just take our word for it. Go and 
find out for yourself.
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Focus on industries in which it is possible 
to have a sustainable competitive 
advantage

Coca-Cola is one of the most famous brands 
in the world. 

It’s not just the iconic italicised logo or the 
clever marketing that promotes the idea of 
a unique taste that’s impossible to recreate, 
it’s the way the brand has become 
synonymous with everything that’s 
aspirational about the American way of life.

Warren Buffett is such a fan that his 
Berkshire Hathaway is the Coca-Cola 
Company’s biggest shareholder, owning 
almost one out of every 10 shares. Buffett 
mythology also has it that the Oracle of 
Omaha’s favourite tipple is the cherry-
flavoured version of the fizzy beverage.

Coca-Cola is a classic example of a 
company that enjoys what Buffett calls an 
economic ‘moat’. In the days before the 
invention of gunpowder, strategic 
fortifications were often surrounded by a 
deep ditch filled with water as a defence 
against attack. These were called moats.

An economic moat is a sustainable 
competitive advantage that protects a 
business. This could be in the form of 
patents and copyrights, a dominant market 
share, the unique ability to make a product 
or provide a service at the lowest cost, or 
high costs for a customer to switch to a 
rival’s offering.

In the case of Coca-
Cola, it is a brand that 
has been around for so 
long, is so ubiquitous 
and is so entrenched in 
popular culture that a 
similar product 
elsewhere will always 
be regarded as inferior.

Businesses that possess this sort of 
sustainable competitive advantage are rare 
because the operative word is ‘sustainable’. 
Companies may enjoy a temporary 
advantage based on, say, a new low-cost 
manufacturing base but that edge can 
disappear because it can be easily copied.

More common are entire industries that, for 
one reason or another, are very difficult for 
newcomers to break into. This makes it 
easier for the incumbents to protect 
long-term profits and market share.

For example, some industries are highly 
regulated. Take banking. There are all sorts 
of obstacles to starting a bank. Not only do 
you need licences from one or more 
regulator, but you also need to build up 
trust with depositors as well as a network of 
companies to lend to.

As such, banks tend to produce excess 
returns on capital which can often be 
sustained over the long-term. That is, 
assuming they stick to the simple business 
of lending and deposit-taking.

Some industries enjoy the protection of 
more than one economic moat. Aircraft 
engine-maker Rolls-Royce’s multi-billion-
dollar research and development 
programme created a proprietary fan blade 
design that offers a significant improvement 
in weight and resistance to damage. 

Yet in many ways the financial clout and 
intellectual capability to create cutting-
edge technology doesn’t represent the 
company’s biggest economic moat. When 
choosing something as ‘mission critical’ as 
an aircraft engine it’s hard to argue against a 
record of reliability that was first established 
a century ago during the First World War. 
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This level of trust in a product is hard to 
erode and makes it almost impossible for a 
new competitor to challenge.

There are other industries in which market 
dominance is the primary economic moat. 
For example, big supermarket chains rely on 
economies of scale to build large 
distribution networks and negotiate better 
prices from suppliers that allow them to 
offer consistently lower prices. 

Other industries make products that are 
hard to replace. Surgeons taught to work 
with a specific brand of artificial joint will be 
reluctant to undergo the retraining needed 
to embrace an alternative device by a rival 
manufacturer.

Some analysts now provide an economic 
moat rating for companies as part of their 
stock recommendation. However, investors 
still need to be wary because what may 
appear to be a long-term competitive 
advantage can often turn out to be nothing 
but a mirage. 

Remember how a Finnish company called 
Nokia once dominated the market for 
mobile phone handsets before a small 
Canadian outfit called Research in Motion 
came out of nowhere and introduced the 
world to the BlackBerry? And yet how many 
of us own either one today?

Like a certain popular brand of cola, make 
sure you choose ‘the real thing’. 
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