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• Value investors buy stocks when they are bargains.
• The value approach helps prevent buying at the top of the market.
• Extensive academic research shows that value investing offers superior long-

term returns.
• Look for stocks that are selling for prices below their intrinsic value.
• Screen for low P/E stocks, that is, stocks priced at low multiples relative to earnings.
• Look for stocks selling at less than their book value.
• Sometimes companies trade at prices that are not only lower than book value, but 

that are even lower than their cash on hand. 
• Sustained, consistent stock purchases by insiders signal that the people who know 

the most about the company consider it to be a good investment.
• Stock buybacks by companies signal that the board believes that the company’s 

stock price is less than its intrinsic value.
• Search world markets online for stocks that meet value criteria – but make prudent 

choices in developed markets with rational economic policies, and reliable legal 
and political systems. 
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  Relevance

What You Will Learn
In this Abstract, you will learn: 1) How to make sound investments using the value 
approach; 2) Why this method earns money; and 3) How to put it to work for you.

Recommendation
This short book is surely among the most concise, informative investment guides ever 
written. Christopher H. Browne manages to make stock market investing as simple 
and straightforward as shopping for groceries. He sketches quickly, but in adequate 
detail, the main principles of value investing, offers guidance on how to use such basic 
information as P/E ratios, points the way to free online stock-screening services and, 
yet, makes no big promises about market success. His message is that value investors 
who do their homework patiently and thoroughly may expect good returns eventually. 
Instead of aggressive trading, he emphasizes the virtue of not taking action. getAbstract 
recommends this succinct tutorial to every investor.

  Abstract

The Stock Sales
Many people buy stocks at exactly the wrong time – when they are expensive. The stock 
market has a herd instinct, and both individual and professional investors let themselves 
get swept along by the crowd. Value investors take a more sensible approach and buy 
stocks when they are bargains. Stocks don’t actually go on sale the way steak does, 
of course, but market moves send prices up and down. Buying when prices are low 
has been a successful investment strategy for many, if not all, of the most legendary 
value investors, such as Warren Buffett, Bill Ruane and Bill Miller. The details of their 
strategies differ, but they all seek value. 

What does value investing mean? Essentially, it means buying a stock when the price is 
marked down. But value investors do not just look for cheap stocks; they pursue stocks 
whose real value is higher than their prices. 

Value and Safety
Value investors ask two bedrock questions: What is a stock’s true or intrinsic value? And, 
does the stock offer investors a margin of safety? 

In 1934, Benjamin Graham literally wrote the book on value investing. His principles 
have guided value investors ever since. Graham started his career as a credit analyst 
and applied a banker’s mind to securities analysis. He tried to determine the “intrinsic 
value” of a stock the way he might establish the inherent value of a piece of real estate. 
He defi ned this value as the price a savvy buyer would pay for the entire business. 
Since a stock represents a share of a business, its intrinsic value is proportionate to 
the intrinsic value of that business as a whole. Thinking about a stock price in terms 
of the value of the overall business helps investors determine if a stock is undervalued 
or overvalued, because stock prices do, eventually, refl ect the company’s fundamental 
worth. Undervalued stocks will rise in price once the market recognizes the company’s 
value and overvalued stocks tend to fall. In 1999, Microsoft’s stock was trading at 84 
times earnings (that means buyers paid $84 for each dollar of Microsoft’s earnings). It 

“Most people 
tend to look at…
everything they 
buy with an eye 
on the value they 
get for the price.”

“When prices 
drop, they buy 
more of the things 
they want and 
need. Except in
the stock market.”

“The time to buy 
stocks is when 
they are on sale, 
and not when 
they are high-
priced because 
everyone wants 
to own them.”
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fell to roughly 20 times earnings in 2006. Investors who bought the stock at the higher 
multiple won’t get positive returns on that purchase for quite some time, if ever. 

Value investing protects investors against market bubbles and panics. A study by 
Columbia University professor Louis Loewenstein found that 10 value-oriented mutual 
funds managed to register positive returns of 10.8% per annum during the diffi cult market 
period of 1999 through 2003. The value funds achieved this level in part by avoiding 
popular stocks – only one of the 10 funds owned a “hot stock” and even that fund sold 
the stock after a short holding period. Remarkably, these value-oriented investment 
managers protected their shareholders from losses and even made respectable profi ts 
during a period when the market as a whole, including index funds, was tanking. 

Value investors look for intrinsic value, and protect themselves from the market’s 
herd instinct and emotional overreactions. Thus, they buy stocks that are out of favor, 
unpopular, unfashionable – stocks no one seems to want, stocks that seem to have no 
future, stocks that look boring by comparison with whatever is making headlines – only 
because they know intrinsic value is to be found where no one else is looking. 

This offers a powerful investment lesson. Intrinsic value investors who only buy stocks when 
they sell for less than their value are unlikely to purchase overvalued stocks. Purchasing 
overvalued stocks is a sure route to losing money, because the market eventually corrects 
and drives down the exaggerated stock price. When an overvalued stock falls, the result 
is what Graham called a “permanent capital loss.” Many investors in the dot-com sector 
suffered such permanent capital losses. They’ll never get their lost money back.

Safety Margin
Benjamin Graham was a cautious man. He always sought companies he could buy for 
less than their intrinsic value. The margin between the purchase price and the intrinsic 
value gave him a measure of protection against bad judgment or some unpredictable 
stroke of sour luck that might hurt the company. Graham’s guiding principle was to buy 
stocks at a price of no more than two-thirds of their intrinsic value. This focus and his 
insistence on a margin of safety have some accidental but important benefi ts. 

In the fi rst place, intrinsic value tends to rise over time. When the intrinsic value rises, 
the investor makes money because the stock increases in value. Moreover, if the market 
as a whole recognizes the intrinsic value of the stock, you have a double win. The stock 
price will rise to the intrinsic value, giving you a profi t, and the intrinsic value itself will 
rise over time, giving you another profi t.

Yet value investors have to be patient, and resist both euphoria and panic. The stock market 
is not a steady-as-she-goes proposition. Stock prices and returns fl uctuate, sometimes 
shooting up, sometimes plunging down. Buying at the bottom of the market cycle is 
clearly more profi table in the long run than buying at the top. However, market timing 
is a bad strategy – unless your goal is to become poor. Academic research and practical 
experience both demonstrate conclusively that predicting the future of the market is 
extremely diffi cult, perhaps impossible. But value investors don’t have to predict the 
future. By insisting on a safety margin, they tend to buy stocks when everyone else is 
selling and prices have fallen far below intrinsic value. Value investors thus do much of 
their buying in down markets when everyone else is selling.

Value investors’ insistence on a margin of safety also tends to steer them away from 
companies that are carrying high – and high-risk – quantities of debt. Owing money 
makes companies risky for two reasons. First, companies with high levels of debt may 

“The beauty of 
value investing 
is its logical 
simplicity. It 
is based on 
two principles: 
What’s it worth 
(intrinsic value), 
and don’t lose 
money (margin 
of safety).”

“If stocks are 
cheap, you buy 
them. You forget 
all the noise 
that is swirling 
around you and 
take advantage 
of stocks on sale. 
The reverse 
is also true.”

“Such 
opportunities 
do not come 
on the heels 
of great times; 
they are preceded 
by much pain.”

“A company 
should own 
twice as much 
as it owes. This 
philosophy has 
helped me avoid 
companies that 
owe too much 
to survive.”
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have diffi culty weathering bad times, because the expense of debt service is a constant 
weight in good times and bad. The only way a company can cut the costs of debt service 
is by paying the debt, but in tough times companies are unlikely to have enough cash to 
do that. Second, heavily indebted companies may have to base management decisions 
on what their creditors demand or tolerate, rather than on what makes the best business 
sense. So the management may not really be in charge. 

P/E and Price-to-Book Ratios
Investors in a stock get a share of the company’s earnings and assets. The aim of a value 
investor is to buy that share at a bargain. Therefore, value investors should focus on stocks 
whose prices are low in relationship to earnings, as expressed by the P/E or price earnings 
ratio. Calculate the P/E ratio by dividing stock price by profi t, also known as earnings per 
share (EPS). The inverse of the P/E ratio is the earnings yield ratio, obtained by dividing EPS 
by the stock price. The earnings yield ratio lets you easily compare the earnings yield from 
the stock with the returns on other investments, for example, risk-free treasury bonds. 

Wall Street analysts may calculate both the trailing and the forward P/E ratios. The 
trailing ratio divides the stock price by recent annual earnings. The forward ratio divides 
the price by estimates of future earnings. Of course, future earnings matter most to the 
investor, because the investor will realize a profi t or loss after buying the stock. Wall 
Street, however, is not very good at predicting the future and estimates of future earnings 
can be wildly off base. Graham preferred companies with histories of stable earnings 
and reasonable expectations of future earnings more or less comparable to past earnings. 
(Growth stock investors, by contrast, are often willing to pay a high price for anticipated 
high future earnings.)

When you calculate the P/E ratio, don’t just look at the accounting earnings, because 
many discretionary items and assumptions are built into that total. Many analysts prefer 
to look at cash fl ow or earnings before interest, taxes, depreciation and amortization 
(EBITDA). Buying stocks with a low price relative to earnings is a good investment 
strategy even in bear markets. Investors may have to be more patient in bear markets, but 
because they will pay a low price for earnings, they can expect reasonably good returns. 
It takes some intestinal fortitude to buy during bad times, while everyone is saying 
discouraging things about stocks and the market mood is dismal, but on the whole, cheap, 
out-of-favor stocks outperform growth stocks.

Not only do some stocks represent an opportunity to buy earnings cheaply, sometimes a 
company’s stock prices fall even lower than its actual book value. Ample evidence shows 
that you can profi t by purchasing stocks for less than their book value. And, yes, you 
can fi nd stocks selling at far less than the book value of their assets. In 2005, a Korean 
fl ourmill sold at less than a third of its book value. In 2003, a Swiss conglomerate was 
selling for about half of book value – and so was Volkswagen. Even more surprisingly, 
companies sometimes sell for less than their cash on hand. Many Japanese companies 
sold for less than their cash balances during the 1990s.

Because international markets offer such an array of bargains, global investing makes 
sense as a source of diversifi cation and potential values. The differences in accounting 
practices among various countries may complicate your task as an international value 
investor, but it is worthwhile to examine some of these disparities. If you are willing 
to learn the differences between accounting practices, you can fi nd “treasure” in other 
countries. Of course, this sort of analysis is becoming easier as international accounting 

“I look for stable 
economies…
The so-called 
emerging markets 
have a tendency 
to never quite 
emerge, and 
remain unsafe and 
unstable places 
for investment.”

“I simply do 
not believe that 
there is a way 
to accurately and 
consistently time 
short-term market 
movements, 
and again, the 
research of 
scholars seems 
to bear me out.”

“Even indexes 
can be victims of 
bubbles.”

“To quote 
Blaise Pascal, 
‘Most of men’s 
problems arise 
from their inability 
to sit quietly 
and alone’.”
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principles begin to converge. International investing does not mean emerging-market 
investing. To insure economic and political stability, confi ne your investments to 
developed countries. So-called emerging markets carry too much risk. 

Tracking Insiders
Insider buying and selling send important signals. No one knows more about a company’s 
prospects than its insiders, so their buying can be a sign that they expect the business to 
do better and the stock price to rise. Insiders usually buy for investment, not for trading. 
So if you see insider purchasing on a stock selling at less than intrinsic value, you have 
probably found a good investment. Research suggests that stocks purchased by insiders 
outperform the market average. In addition, watch corporate stock buyback programs. 
When companies buy back their own stocks, in effect, they are stating that the stock 
price is low compared to book value, earnings and potential performance. Purchases by 
potential acquirers or activist investors are good clues to a stock’s future. If the stock 
meets value criteria, such as a low price relative to earnings, book and intrinsic value, 
then agitation by activist investors or eager acquirers can attract the market’s attention 
and help bring the price up to the intrinsic value.

Finding Value
Finding and evaluating value stocks is easier today than it used to be. Search engines allow 
you to seek stocks globally. Free services make it possible for investors to key in their 
criteria and locate companies that sell for less than book value, sell for a low P/E ratio, 
have fallen in price recently, show buying by insiders and so on. These lists are a fi rst step. 
You still must do your research to fi nd out why a company is selling so cheaply. 

Value investors should build portfolios of at least 10 stocks, and preferably more. Be 
diversifi ed enough that a disaster at one company won’t really hurt your portfolio badly. 
Of course, diversifi cation is one benefi t of investing in a fund managed by a professional 
value investor. Such an investor will be a contrarian by nature, because value investing 
works against following the crowd. For investing success, value investors buy when 
others are selling and sell when others are clamoring to buy. But move carefully; some 
stocks are cheap and out of favor because they deserve to be. Look for these elements to 
gauge a company’s investment potential: 

 • Pricing power – Can the company boost prices or is competition too fi erce?
 • Sales potential – Can the company make more unit sales?
 • Margin pressure – Can the company cut costs or otherwise raise margins?
 • Overhead – Can the company reduce its expenses?
 • Cost of sales – What will it cost the company to sell more? 
 • Correctable problems – If a company is lagging, can it catch up?
 • Investment plans – How does management plan to invest or use the company’s cash?
 • Peer/competitor comparison – How does the company compare to its peers? 
 • Liquidation value – What’s the break-up value of the company?
 •    Purchases by insiders – Stock buybacks are often a positive sign.

  About The Author

Christopher H. Browne is a managing director of an investments fi rm and a member of 
its management committee. He established the Browne Center for International Politics 
and the Browne Distinguished Professorships at the University of Pennsylvania.

“Value investing 
requires the 
mettle to buy 
those stocks that 
the majority of 
investors don’t 
want…They have 
warts. They are 
out of favor. 
Of course...
Why else would 
they be cheap?”

“Owning a 
diversifi ed 
portfolio of stocks 
that meets the 
standards of 
margin of safety 
and are cheap, 
based on one or 
more valuation 
methods, has 
proven to be a 
sound way to 
invest my money.”


