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The Intelligent Investor

  First published in 1949, this classic book by Benjamin Graham is must reading for anyone interested in learning the thoughts and ideas of one of Wall Street’s greatest minds.  The 1973 edition of this book is still in print with updated commentary by Jason Zweig.

 Who was Benjamin Graham?   A 1914 graduate of Columbia University, he was offered faculty positions in three departments – English, philosophy and mathematics.  Instead, he started a 40 year career on Wall Street.   His Graham-Newman mutual fund outperformed the market by an annualized 2.5% from 1936-1956.  He was the originator of “value” investing, buying the stock of currently out of favor (profitable) companies that are suffering through temporary difficulties.  This is the opposite of “growth” investing, buying the stock of popular growing companies (which may or may not be profitable) whose growth is predicted to continue.  “We were not willing to accept the prospects and promises of the future as compensation for a lack of sufficient value at hand.”  The collapse of growth stocks in the 2000-2002 bear market would not have surprised Graham at all.

The book’s preface contains the following comments by Warren Buffett –“…by far the best book about investing ever written.   In an area where much looks foolish within weeks or months after publication, Ben’s principles have remained sound – their value often enhanced and better understood in the wake of financial storms that demolished flimsier intellectual structures.” 
  Some of Graham’s principals of investing and timeless observations – 

On stocks 

· The future of security prices is never predictable.

· A stock is an ownership interest in a company that has an underlying value that is independent of the stock price.

· The stock of a great company may not be a great investment if you pay too much for it.  Paying too high a price for the stock of a poor company during good market conditions leads to disaster.

·  “Most businesses change in character and quality over the years, sometimes for the better, perhaps more often for the worse.”

·  No one can be counted on to accurately predict a company’s future earnings.   Therefore, future stock price targets based on expected earnings growth are of no value. 
· As the price of a company’s stock increases, it becomes more and more speculative.  Conversely, stocks become less risky if the price declines as a result of unsatisfactory developments of a temporary nature.

· On the popularity of some high priced small company stocks of the 1960’s – “…prices completely disproportionate to their assets or recorded earnings.   They could be justified only by a combination of naïve hope in the future accomplishments of these enterprises with an apparent shrewdness in exploiting the speculative enthusiasms of the uninformed and greedy public”.

· The big risk in owning growth stocks is not that their growth will stop, but that it will slow down.   Unfortunately, this slowdown in growth is inevitable.

· It is better to receive a dividend as a shareholder than to leave the money in the company’s coffers where it can be squandered by management.

On the market 

· The future of security prices is never predictable.

· Graham’s famous “Mr. Market” comes to the investor 5 days a week offering to sell to you overpriced issues when you are optimistic and to buy under priced issues from you when you are pessimistic.   The intelligent investor will sell to Mr. Market when prices are high, and buy from him when prices are low.

· Obvious prospects for growth in a particular industry do not translate into profits for investors.   Look no farther than the airline industry.  In Graham’s day it was railroads.

· There is no sure and easy path to riches on Wall Street. Investors must be prepared to experience significant and perhaps protracted falls as well as rises in the value of their holdings.

· The stock market always swings in a pendulum between unsustainable optimism, when stocks are too expensive and unjustified pessimism, when they are too cheap.

· The market will always look good just before it goes down and look frightening just before it goes up.

· The more you pay for something today, the lower your return will be.  Overpaying for investments must be avoided.

· Bull markets bring enthusiasm for owning stocks, along with overconfidence and greed.  A substantial rise in the market is a legitimate reason for satisfaction, but may also bring a strong temptation towards imprudent action.   Remember, all bull markets end badly.

· High Yield Bonds? – Be Careful! – “Experience clearly shows that it is unwise to buy a bond or a preferred (stock) ….merely because the yield is attractive”. 

· Avoid initial public offerings (IPOs).  All new issues are brought to market when conditions are most favorable to the issuer.  They are especially overpriced in the speculative atmosphere of bull markets.

· “No one really knows anything about what will happen in the distant future, but analysts and investors have strong views on the subject just the same.”

On investors

· The future of security prices is never predictable.

· Don’t borrow money to buy stocks unless your risk tolerance (capacity for loss) is high.

· Most investors should be what Graham calls “defensive”, since they do not have the time, interest or education to actively manage their portfolios.  Today this defensive posture is known as passive investing. 
· The passive investor places chief priority on the avoidance of losses.  The second benefit is freedom from effort, annoyance and the need for making frequent decisions.

· Graham’s definition of Intelligent = patient, disciplined and eager to learn.

· The secret to financial success lies within the investor more than in the market. Be disciplined and courageous.   Avoid being influenced by the mood swings of other investors. The number one reason individual investors fail to achieve their financial goals is that they pay too much attention to what the market is currently doing.

· Never confuse speculating with investing. The fact that you know exactly what you should have done yesterday doesn’t mean you have any idea what you should do today.  If you want to speculate, do so with your eyes wide open, knowing that you will probably lose money in the end.

· An allocation of stocks of between 25% and 75% is good balance for almost anyone.   The higher percentage should be held after a bear market and the lower percentage after the market has been rising.

· Risk tolerance, not age, is the primary determiner of asset allocation. 

· Periodic portfolio rebalancing is necessary.   At least once a year, to keep you overall equity/fixed income ratio constant, sell some of your assets that have risen in value and purchase some more of those that have declined in value. 

· Successful investing requires emotional discipline and ignoring Wall Street’s alluring noise.  The intelligent investor cannot take seriously the numerous free predictions that appear daily.

· Investors in stocks want an answer to the question “Where is the market headed?”   Many are happy to reply, but their answers are worthless.

· The Rule of Opposites – the more optimism investors have over the direction of stock prices, the more disappointed they will be.  The more optimism investors as a whole have for stocks, the more they will be overpriced; since there is always a limit to how much earnings can grow.

· There is no basis either in logic or experience for assuming that any typical investor can anticipate market movements. - “Any approach to moneymaking in the stock market which can be easily described and followed by a lot of people is by its terms too simple and too easy to last.”

· If you want to do it yourself, be careful, conservative and never stop learning. When in doubt, chose the path of caution.

· The only function of your investment portfolio is to meet your personal financial goals. Your goal is to build wealth, not beat the market. If your financial plan is on track, ignoring the noise of the market is a pleasure. 
· Paying a 5% front end load for a mutual fund is like overpaying for every stock in the portfolio by 5%.

·  “Most security buyers obtain advice without paying for it specifically.   It stands to reason, therefore, that in the majority of cases they are not entitled to and should not expect better than average results.”   Translation – Free advice from a broker about what to buy today, will at best yield nothing more than average returns going forward.

· “Keep away from ventures in which you have little to gain and much to lose.”
On money managers
· The future of security prices is never predictable.
· Technical analysis, which buys what has gone up and sells what has declined, is the exact opposite of what brings success to the investor.   It is an approach to investing that is as fallacious as it is popular.

· Experts do not have dependable ways of selecting and concentrating on the most promising companies in the most promising industries.

· Even the pros don’t win in the Beat the Market game.   What chance does the individual investor have?

· The chief value of investment managers is to shield their clients from costly mistakes.

· All return estimates, when different from actual past performance, must err on the side of caution.

· “Bright, energetic people have promised to perform miracles with other people’s money since time immemorial.   They have usually been able to do it for a while – or at least to appear to have done it – and they have inevitably brought losses to their public in the end.”
On history

· The future of security prices is never predictable. 

· The two choices offered to us concerning building wealth for the future are prediction or protection.   Since the future will always be unpredictable, protection is the only intelligent choice.   Therefore, diversification and dollar cost averaging are more important than individual stock selection. 

· No company is guaranteed to last more than a generation.  Like people, they change in character and vitality over the years.

· Nothing important on Wall Street can be counted on to occur exactly as before.

· Life is unpredictable, that’s why cash is nice.

· In Graham’s day (1970) there were 356 open ended mutual funds.   He references a then new study covering stock mutual fund returns from January 1960 through June 1968.   The results showed that the average fund underperformed the S&P 500 Index by an amount approximating its expenses.  “…most members of the public who put their money in common stocks of their own choice fail to do nearly as well.”  Forty years later nothing has changed, except that now there are more than 8000 stock funds and you can lose money by buying stocks of your choice on the internet.

· The long term advantage of holding stocks vs. bonds declines as stock prices rise.   However, the risk of an all bond portfolio is too great due to inflation.
· Graham’s observation “...the tendency of smaller issues of inferior quality to be relatively overvalued in bull markets, and not only to suffer more serious declines than the stronger issues in the ensuing price collapse, but also to delay their full recovery – in many cases indefinitely.” is wisdom we all would have benefited from had we known it before the last bear market.

· “…the familiar combination of greed, folly and irresponsibility has not been exorcised from the financial scene.”

· “It is probably too much to expect that the urge to speculate will ever disappear, or that the exploitation of that urge can ever be abolished.”

Disclaimer 

  The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.   Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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