©2015 by the American Association of Individual Investors, 625 N. Michigan Ave., Chicago, IL. 60611; 800-428-2244; www.aaii.com.

Nine Rules for Smarter Investing

By Guy Spier

Article Highlights

e Individuals can perform better than the pros if they adopt a disciplined investing process that cancels out the noise of Wall Street.
e Don't buy investment ideas being sold to you, and be wary of CEOs since they tend to be skilled salespeople.
e Keep your current investment ideas to yourself; when seeking input, only speak to those who can share useful experiences and

information.

I started my career at a
Wall Street bucket shop.

It was a veritable snake pit that
profited from selling sketchy invest-
ment ideas to a gullible public. Given
my elite education—I was a newly
minted graduate of both the Harvard
Business School and Oxford Universi-
ty—it’s hard to overstate the enormity
of this career blunder. But at the time,
I was also, unfortunately, a greedy and
arrogant Gordon Gekko wannabe.

Luckily for me, I happened across Benjamin Graham’s
“The Intelligent Investor” and through that found my way to
Warren Buffett. [Editor’s note: Several reprints of Graham’s
famous book exist, including one published by HarperBusi-
ness in 2005.] His influence transformed my life and my
careet, especially after I met Buffett for a charity lunch with
my friend Mohnish Pabrai (the founder of Pabrai Investment
Funds) in 2008.

One of my first steps as 1 embarked on a career in
investing was to turn to the American Association of Indi-
vidual Investors for help choosing my first stocks. I found
the screening software invaluable. It’s an honor to now be
writing now for this publication.

As an individual investor, you might think that you are at
a disadvantage in comparison to professional investors. But

From “The Education of a Value Investor” by Guy Spier.
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I can tell you that the disadvantage
is far less formidable than you think.
You might even have an advantage.

The truth is that the Wall Street
machine acts as a huge distraction.
It creates noise and confusion in the
markets—and in our own brain chem-
istry—that makes long-term investing
more difficult.

As 1 wrote in my book, “The
Hducation of a Value Investor: My
Transformative Quest for Wealth,
Wisdom, and Enlightenment” (Palgrave Macmillan Trade,
2014), the best way to overcome the shortcomings of our
inadequate brains is to carefully structure our environment
to climinate the Wall Street noise and adhere consistently to
some simple rules.

A Better Investment Process

Here, I've condensed chapters 10 and 11 of my book to
provide nine key rules to a better investment process.

1. Stop checking the stock price so often.

Many investors check their stock prices not only on a
daily basis but also sometimes minute by minute. We may
have a nagging fear that if we stop paying constant attention,
something bad will happen to our investment. Seeing the
stock price on the monitor gives an investor false reassurance
that everything is okay.

If you’re speculating on the latest hot biotech or In-
ternet stock, it may make some sense to follow every mad
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gyration: A brokerage firm issues a wildly
bullish report and your stock suddenly
surges by 20% as other speculators
pile in. But 'm trying to invest in a
more measured way, buying stakes in
companies that I can hold for years, if
not indefinitely.

If I were solely managing my own
account, I'd set up a system in which
I'd look at the price of my holdings
only once a quarter, or possibly even
once a year. As things stand, I need to
be able to update investors in my fund,
so I check the price of my holdings no
more than once a week.

With the type of businesses I invest
in, it’s not imperative to know what’s
going on from day to day. Virtually all
my investments are in companies that
are heading in a positive direction and
it’s really just a question of how long
it takes.

If you invest in businesses like this,
it shouldn’t really matter if you switch
off the monitor, curl up on the sofa, and
read a book. After all, Warren Buffett
didn’t make billions off companies like
American Express (AXP) and Coca-Cola
(KO) by focusing on the meaningless
daily movements of the stock ticker.
It’s a wonderful release to see that your
portfolio does just fine when you don’t
check it.

2. If someone tries to sell you
something, don't buy it.

In the eatly years of running my
funds, my returns were decent and I was
hurt that nobody paid any attention to
me. Then I must have landed on some
list of up-and-coming fund managers,
because the phone started ringing off
the hook.

Everybody wanted to sell me
something: stocks, research, newslet-
ters, phone services and countless other
products. At first, these calls seemed a
measure of my success, but I soon be-
gan to see that I made lousy decisions
when I bought things that salespeople
were hawking to me.

The problem is that my brain (and
most likely your brain too) is awful at
making rational decisions when con-
fronted with a well-argued, detailed

pitch from a gifted salesperson. So 1
adopted a simple rule that has proved
extraordinarily beneficial. When people
call to pitch me anything at all, I reply
in as a pleasant a manner as possible,
“I’m sorry. But I have a rule that I don’t
allow myself to buy anything that’s being
sold to me.”

There may be times I miss out on
a brilliant investment idea, but over a
lifetime I have no doubt that I'll benefit
much more by detaching myself from
people with a self-interest in getting me
to buy stuff. My rule is: If the seller
has a self-interest in me buying, I'm
not buying,

3. Don't talk to management.

For much the same reason I don’t
talk to salespeople, I don’t want to speak
with the management of the companies
I’'m researching. Heretical as this might
sound, my own experience is that close
contact with management is likely to be
detrimental to my investment returns.

The trouble is, senior managers—
particularly CEOs—tend to be skilled
salespeople. No matter how their busi-
ness is performing, they have a gift
for making the listener feel optimistic
about the company’s prospects. But
this gift of gab doesn’t necessarily
make them a dependable source of
information. Knowing my own rational
limitations, I'd prefer not to expose
myself to this potentially distorting
influence.

I know some money managers who
will do their research, then say, “I need to
meet management so I can get comfort-
able.” But who knows how management
will mess with their minds? If 1 have
to meet the CEO to understand why
I should buy the stock, that’s a serious
warning sign. It should be clear enough
from all of my other research.

There are some exceptions to the
rule. Berkshire Hathaways (BRK.A)
Warren Buffett and a small but growing
minority of CEOs at companies like
Fairfax Financial (FRFHF), Leucadia
National Corp. (LUK) and Markel Corp.
(MKL), try to share the information that
they would like to know if they were in
their shareholders’ shoes.

4. Gather investment research in
the right order.

The first idea to enter the human
brain tends to be the one that sticks.
That’s why I need to be extremely care-
ful about the order in which I gather
research and explore investment ideas.

As D’ve discussed, 1 work to elimi-
nate ideas from salespeople. What if a
friend or peer I respect suggests that
I look at a particular stock that they
think I should buy? I try to stop them
short and say something like, “Wow, it
sounds really interesting. Let me read
up on it before we talk so we can have
an informed conversation.”

Then I need to be careful to do
the research in the right sequence. My
routine is to start with the least biased
and most objective sources. These are
typically the company’s public filings,
including the annual report, 10-K, 10-Q,
and proxy statement. These aren’t pet-
fect, but they are prepared with a good
deal of care and attention, especially in
the United States, and they are reviewed
by lawyers.

The accountant’s audit letter is also
key. It can subtly signal that the accounts
are not all that they appear to be. In
the annual report, the management’s
introductory letter is also important.
Is it a public relations puff piece, or is
there a genuine desire to communicate
what’s going on?

After working my way through the
corporate filings, I typically turn to less
objective corporate documents, such as
earnings announcements, press releases
and transcripts of conference calls.

There may also be helpful infor-
mation to glean from a book about
the company or its founder. In some
cases, they have such depth that I'd
read them before the corporate filings.
Investors looking at Berkshire Hatha-
way for the first time would do well to
read the books that Roger Lowenstein
(“Buffett: The Making of an American
Capitalist,” Random House, 2008)
and Alice Schroeder (“The Snowball:
Warren Buffett and the Business of
Life,” Bantam, 2009) wrote about Buf-
fett. Likewise, in studying Wal-Mart
Stores (WMT), a good place to start
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- i and vegetables—less  neither person can tell the other what
Guy Spler S Nlne RUIes enjoyable, but usu-  to do, as this tends to make people feel
ally more nutritious. judged and become defensive. Third,

1. Stop Checking the Stock Price So Often— Asfortheequity  we can’t have any business relationship,
Spiet suggests individual investors should look research published because this could skew the conversa-

at the prices of the investments they own only by brokerage firms,  tion by adding a subtle or not-so-subtle

once a quarter, or possibly once a year. [ read little of it,  financial agenda. L,
and I never rely on The goal of these conversations isn’t

it. Once I’'m fin-  to reach the “right answer” or engage in
ished with all of intelligentdebate. It’s to share our experi-
my other research, ences and information. To achieve this,
I sometimes pull up it helps to ask open-ended questions.
these reports so that ~ For example, instead of asking what a
I know what Wall company will earn next year, it’s more
Streetis sayingabout useful to ask something like, “What
acompany or indus-  needs to happen for it to generate a lot
try. But I'm careful  of cash next year?”

to make this research My advice: Pool your knowledge
the last thing I read, with other investors, but stick with
so that I've already those people who can keep their ego
formed my own im-  in check.

2. If Someone Tries to Sell You Something,
Don’t Buy It—It is hard to make rational
decisions when confronted with a good pitch
from a gifted salesperson.

3. Don’t Talk to Management—Senior execu-
tives have a gift for making their company’s
prospects sound optimistic.

4. Gather Investment Research in the Right
Order—The best place to start researching
an investment is by looking at the company’s
filings, such as the annual report, the 10-K, the

10-Q and the pr: statement. pression.
v e 6. Never buy or sell stocks when
5. Discuss Your Investment Ideas Only With S. Discuss your the market is open. .
People Who Have No Axe to Grind—It investment ideas As a long-term value investor, my

only with people interests are in stark opposition to the

can be helpful to pool knowledge with other , o
who have no axe  interests of Wall Street, which is de-

investors if they are willing to ask open-ended

questions and keep their egos in check. to grind. signed to generate trading activity that
By now I prob-  is lucrative for the firms. What I need to
6. Never Buy or Sell Stocks When the Market ably soundlike some  do is simply invest in 2 handful of great

weird mix of social businesses and then stay put. Wall Street
outcastand appalling  is rewarded for activity. My shareholders
snob—refusing to and I are rewarded for inactivity.

Is Open—Spier sends instructions to his bro-
kers after trading hours to trade a stock at the
average price of the next day’s trading range.

speak with CEOs, But I do need to buy or sell stocks
7. If a Stock Tumbles After You Buy It, Don’t | Scll-side analysts, or = to do myjob. When I do, it is important
ST Ty a2 Lo Seavass T sl o Ll even friends with 2 for me to detach myself from the price

stockidea.Soisthere  action of the market, which can stir up
anyone that [am ac-  my emotions and cloud my judgment.
8. Don’t Talk About Your Current Invest- tually happy to speak I have a rule, inspired by my friend
with about potential  and fellow value investor Mohnish Pab-
investments? rai, that I don’t trade stocks while the
If T 'want some- market is open. Instead, I prefer to wait
body else’s perspec-  until trading hours have ended. I then
tive (and I often email one of my two brokers, preferring
do), I seek out the not to speak with them directly, and ask
opinion of a trusted  to trade the stock at the average price
peer who also man-  for the upcoming day.
ages money profes- Occasionally I break this rule be-
sionally. I've found cause there’s a particulatly compelling
that investment dis-  reason to trade a stock during market
would be Sam Walton’s book “Made in  cussions work best when they adhere hours. As with all of these rules, the
America” (Bantam, 2003). to three ground rules that I borrowed point is not to let the rules become
I'avoid reading any press coverage — from groups like the Young Presidents’  a straitjacket, but to have them guide
until after I’ve studied the corporate fil- ~ Organization. First, the conversation my behavior in a generally healthier
ings. The corporate filings are my meat must be strictly confidential. Second, direction.

to more rational investment decisions.

ments—Keeping quiet allows for more latitude
to sell once an investment’s circumstances have
changed.

9. Create Your Own Investing Checklist—
Maintain a list of all previous investment
mistakes and then refer back to that list before
buying or selling a stock.
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7. If a stock tumbles after you buy
it, don’t sell it for two years.

When a stock has surged, selling it
can be ajoy. Butit can also be bittersweet,
like parting with an old friend. When a
stock has tumbled, selling itis even more
emotionally fraught. Pabrai developed a
rule to deal with the psychological forces
aroused in these situations: If he buys a
stock and it goes down, he won’t allow
himself to sell it for two years.

Once again, this rule acts as a circuit
breaker, a way to slow me down and
improve my odds of making rational de-
cisions. Even more important, it forces
me to be more careful before buying a
stock since I know that I’ll have to live
with my mistakes for atleast two years. In
fact, before buying a stock, I consciously
assume that the price will immediately
fall by 50%. I then buy only the amount
that I could handle emotionally if this
were to happen.

8. Don't talk about your current
investments.

Over the years, I began to realize
that it was a bad idea to speak publicly
about stocks that I own. Once we’ve
made a public statement, it’s psychologi-
cally difficult to back away from what
we’ve said—even if we’ve come to regret
that opinion.

I experienced this firsthand with
a stock called EVCI Career Colleges
(EVCI), which I’d bought around 2003.

Within 18 months, it surged seven-fold,
making it the most successful investment
I had made up to that point.

At that point, I should have sold
all of my shares. But I had given an
interview extolling EVCI as an example
of my investing prowess. As a result, I
was publicly invested in the stock and
couldn’t part with it even though it was
no longer cheap. For various reasons,
the stock subsequently halved in price.
In retrospect, 1 could see that I would
have been much better off if I’d never
spoken about it, since this would have
given me more latitude to sell once the
circumstances changed.

I'm not dogmatic about this rule.
If 'm chatting privately with a share-
holder, I might end up talking about a
particular stock that we own. But even
in these private conversations, 1 try to
remain neutral and understated.

Now, instead of discussing current
holdings in my letters to shareholders,
I provide a detailed postmortem on
stocks that I've already sold. This gives
shareholders a clear insight into how
their money is being invested, but it
doesn’t interfere with my ability to act
as rationally as possible going forward.

9. Create your own investing
checklist.

I am a firm believer that investors
need a written checklist to stop them
from making the same mistakes over and

over again. I devote a whole chapter to
this idea in my book, but here I'll just
explain the basic idea: Make a list of
all the investing mistakes that you have
made in the past. Then, before you buy
or sell a stock, go over your list to make
sure you aren’t about to make the same
mistake again.

A checklist is not a shopping list of
the desirable attributes that we’re looking
forina business. It’s a list of predictable
errors. My checklist includes items like:
Is a top executive going through a tough
time personally that might cloud his or
her judgment? Is there a key part of the
company’s value chain thatis vulnerable?
Is the stock cheap, not just based on
what I think will happen in the future,
but on where it is trading today?

Sometimes reviewing my checklist
takes me as little as 15 minutes. But it
has led me to abandon literally dozens
of investments that I might otherwise
have made.

My checklist includes about 70 such
items and—this is important for this
rule as well as all the other suggestions
in this article—it continues to evolve.

Parting Words

All my investing rules remain a
work in progress. I will keep revising
them as I learn from experience what
works best, and I recommend that you
do the same. 4

Guy Spier is manager of the Aquamarine Fund and author of “The Education of a Value Investor” (Palgrave Macmillan Trade,
2014). Find out more about the author at www.aaii.com/authors/guy-spier.
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