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Infroduction

We live in an age where the internet is adding 1.145 trilion megabytes per day of
information.

So we have much information at our fingertips. It can be incredibly easy for us to go
down a rabbit hole of inaccurate or useless information. Stock ideas are no exception.
Between the thousands of sites aiming to get your attention, to talking heads on the TV
yelling at you to "“buy this” or “sell that,” it's hard to cut through the noise and get a
subjective conclusion.

The media could be a better place to find investment opportunities, but they pass
themselves off as THE place to go for financial guidance.

| wanted to build a framework that would help me sift through the garbage that is
being thrown my way so | could quickly eliminate low-quality investment ideas. This
would allow me to spend as much time as possible doing things with the highest return
on my time. I've worked on this system for years, and now | want to share it with you so
that you can learn to say “no” to an investment idea as fast as possible.

As a new investor, the biggest problem | ran into was spending hours on ideas that |
would end up passing on.

During the COVID-19 lockdowns, this wasn't as big of an issue. But now that life is back
to normal, spare time is no longer an abundant resource.

| realized that | needed to be able to say “no” to stock ideas nearly as quickly as they

were coming in.

As | learned more and more about investing, | came across the work of Mohnish Pabrai.
He discusses how he can say no to anidea in 5 minutes. He'll take another 15 minutes
to maybe say yes to the ideas that make it through this filter.

Then an hour.
Then a few hours.

Then a few days.



Then perhaps a few weeks.
After this time, he may have actually found something.

| took this as a wake-up call. | needed to find a way to clone this mental model and
make it a part of my arsenal. Mohnish Pabrai’'s mental model reminded me of a great
Bruce Lee quote:

"Adapt what is useful, reject what is useless, and add what is specifically your own."

As my knowledge base expanded, | began to see what | truly understood at a high
level.

As | mixed my ability to understand businesses well with the tools outlined in this book, |
could quickly filter out investment ideas in record time.

You can do the same.
If an idea comes your way and you don't understand, you skip it.

That is 99% of the ideas that come my way. So, instantly, | can eliminate nearly all
investing ideas. The ones that tend to stick are the ideas that | find interesting and
simple.

If | don't have the knowledge, the question becomes, *Am | willing to invest the time to
gain that knowledge?”

As a result of this self-reflection and learning, | began to formulate a system that | could
use to eliminate investment ideas quickly.

To be honest, the system started formulating just as ideas came info my head. In order
to get my framework onto paper, | first had to clearly think about what | was doing. The
synthesis of that thinking is what you are reading now.



The goals of this guide are to:

e Find shortcuts that will help you filter out poor investments so you can
spend time on great investments

e Make sure the shortcuts you are using are adding value to your investing
framework and not giving you false positives

e Allow you to spend more time doing the things you enjoy. There is only so
much fime we have on Earth. | think your time should be spent doing
things that are productive and that you enjoy

It's important that | discuss what this guide is not.
This is not a guide for traders looking to improve their chart reading ability.

This is not a guide for speculators looking for confirmation bias to “go all in” on whatever
is popular on Wall Street Bets on Reddit.

This is not a guide to using stock screeners. | use the word “filter” often, but please do
not get this confused with the term “stock filter,” which is another name for a screen. |
haven't used a stock screener in a few years. | doubt that | will ever use one again.

Business climates are not linear.

Plus, the investment world is a wild place. 2020-2022 has been a heck of a time to be
alive. The past few years have smacked us on the side of the head:

e |ockdowns

e FEuropean invasions

e Money printing at a scale that's never been seen
e |Inflation levels that haven't been seen in decades

The list goes on and on.



Stock screens don’t account for the volatility the world goes through. Plenty of stocks
would’'ve been instantly disqualified from most screeners in 2020. The lockdowns had
massive impacts on the fundamentals of many great companies. Because the
fundamentals were depressed, the screens would have eliminated ideas going through
temporary headwinds.

You want to pay as close attention as possible to businesses going through temporary
headwinds.

This is where the real money is made in investing. When you can clearly see that a
business is going through short-term problems, you can make a fortfune. A simple story of
my own will illustrate this. When | was locked up with my then-fiancee, | researched
Aritzia. This was a business that was clearly being impacted by store closures. But the
interest in their product was clear due to their rapid expansion in eCommerce.

They also didn't close one store during the multi-month lockdown.

If there was a clear interest in the business's online products, it seemed obvious to me
that once the stores opened up, there would be no drop off in foot traffic. If | had used
a stock screener, Aritzia probably would have been disqualified because growth rates
went negative.

But that would have eliminated a great opportunity for me. Since that time, Aritzia just
picked up where they left off. So please don’t allow stock screeners to remove
potential ideas just because of the weakness of the screen!

Now that we have that out of the way, let’s go over the most common mistakes that |
see investors make when it comes to sifting through new ideas:

e They rely on stock screeners to generate new ideas

e They do not have a system to remove investments quickly

e They spend weeks researching a business, only to conclude it's not a
good fit

e They focus on investing in companies with an exciting narrative rather
than a business that creates value for shareholders



If you don’'t have a system in place to help you figure out when an investment
opportunity is a pass, you'll continue making these mistakes. Many investors will spend
their entire lives making these mistakes. As a result, they will encounter a host of
problems.

These problems include:

e Wasted time

e less wealth

e Sacrificing time and energy

e Decreased returns when you realize the business isn't as good as you
thought,

e Zero conviction in stock ideas, which causes investors to sell at the
moment of price weakness

The point of this book is to help you avoid making these mistakes.



How the Book is Formatted

This ultimate guide has six primary parts.

Part | will cover the analytical tools you should be using to help you quickly filter out
incoming ideas.

These analytical tools are the tools | use on a weekly basis to say no to 99% of
investment ideas in a few minutes. For instance, | love going over Tweets where the
author asks what stocks everyone is buying right now. These can be a gold mine for
generating new ideas. One thread might have 50-100 different stocks mentioned in
them.

I'll use the tools outlined in this book to quickly go through each idea to find out which is
worthy of my attention. 9% of the time, the ideas | find are either over my head or
don't pass my filters.

If you utilize these tools, you'll be able to find the rare diamond in the rough that might
be your next 100-bagger!

Part Il will cover creating the benchmarks for each tool in Part I.

Once you understand how the tools work, you can easily figure out which benchmark
numbers the incoming ideas should match or exceed. Since you know that all

businesses in your portfolio should be growing their net income at 15%, and you see a
pitch, you can jump to check their net income. If the net income grows at 8%, it's a skip.

Easy. Peasy.

After Part Il, you'll have a clearer idea of what metrics you are looking for and what the
numbers should approximate if they are worthy of a deeper analysis.



Part 1l will take you through what | think is the most important metric out of all of them.

If I had to pick only one metric to give a pass or fail grade to a potential investment, this
would be it. I'll cover why | think this is the most important number to follow and why it’s
so closely related to increases in infrinsic value. Don't worry; you'll also be presented
with a great example!

Part IV will cover where to find these numbers specifically.

| take for granted the many tools | love using in my research process. | forget that not
everyone knows about them. So | want to open up the floodgates for you and show

you the specific tools | use. You, too, can then use these numbers and the processes |
go through first to analyze a stock.

The best part about this is that the tools are free!
The internet is a wonderful place, isn't ite

I'll show you specific sites to use, where to look on these sites, and how to use them as
quickly as possible. And so, the beginning of your analysis process will be a breeze!

Once you know what metrics to use, what your hurdle rates are, and where to find the
metrics, it's time to apply what you know.

Part V will show you the specific steps to take from when an idea enters your mind to
your decision to either say “no” or proceed further.

It's not that complicated, but | know you'll learn some interesting tricks to help you
expedite this process.

I'll even show my favorite process for saying “no” by looking at 1 or 2 metrics. I've been
told this shortcut will eliminate too many good opportunities. And maybe it's true. But I'd
rather be able to spend time on the simplest businesses rather than have to dig down
the rabbit hole to understand something complicated.

My thought process is that if there is a truly great business that doesn’t pass my filters, it
will resurface later. This has already happened to me many fimes.



Part VI will briefly discuss the next steps after applying your filters.

The part of the analytical process described in this book probably deals with only 1-2%
of the due diligence process. So | want to arm you with a few more ideas to help get

your analytical mind going.
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The Analytical Tools

Revenue Growth

This is probably the most obvious tool you'll see in the toolbox.

It is so obvious because everyone and their dog talks about hot-shot tech stocks
growing revenues at 80%. Even though it's the most used tool, it's also the one that
might be the least important.

There is a massive problem with basing your investment decision only on revenue
growth.

You miss the profitability portion of the business. Many investors of high-revenue growth
businesses are making assumptions | don’t think anyone has the right to make. One of
the most dangerous ones I've seen is assuming revenue will continue growing at
ridiculous rates, then assuming the operating margins or net margins will expand.

Could this happen?
Sure.

Will it happen?
Unlikely.

| prefer to skip making too many assumptions. So please still use revenue growth as your
first fool. But | cannot stress this enough: do not stop digging after looking at revenue
growth! There are simply too many businesses that ride short-term tailwinds, which boost
revenue growth, then fizzle out.

So look for revenue growth rates that are sustainable through capital cycles.

This is far more important than finding super-high growth rates. If you don’t take this
adyvice, you'll learn some very expensive lessons. Don't be the leveraged cowboy who
pays 100x revenues for an unprofitable business that goes bankrupt.

Let's look at an idea that burned many investors in 2022.
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Let’s go with Carvana $CVNA. This was an idea | actually spent some time on because
an investor | highly respect, Robert Vinall, invested a hefty sum into this business for his
fund. I just couldn’t get to a point where | was comfortable with his assumptions.

This isn’t fo crap on Robert Vinall; I still highly respect his work.

But realize that by making fewer assumptions, | think you lower your risk significantly. In
2021 investors were paying up to 8.4x revenue for an unprofitable business in Carvana.
This isn’t even that high compared to other businesses, but it stresses two important

points | am trying to make.

1. Revenue increased from $5.5 billion in 2020 to $12.5 billion in 2021. Buying
a business with super high revenue growth like this can be dangerous
because the market will likely assume the growth rate will continue at
unsustainable rates. And so, they price the business to perfection.

2. Net profit margins were supposed to go up for the business. Instead, they
have gone from -1% in 2021 to a trailing twelve months of -6%.

I have no opinion on Carvana other than what is written above, but the point remains:
do not buy businesses with sky-high revenue growth rates at high revenue multiples.

Your revenue growth goal should be to ensure it meets your hurdle rate.

Make sure to note that if it's way above your hurdle rate, that could actually be a

reason to skip.
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Net Income Growth

Net income growth is the lesser-used and equally abused little brother of revenue
growth.

But it should have a much higher importance than revenue growth. A business with a
net income means they have solved the profitability equation with the economics of its
business. It means:

e Their cost of revenues isn’'t too high
e Operating expenses are under control
e They can easily cover interest and taxes

When you prioritize net income growth over revenue growth, you'll notice a few things.

You won't find as many businesses that can enter your portfolio as you thought. Many
high-revenue growth businesses have 0 income growth (or negative net income). This
means they are unprofitable. My investing style keeps me sticking exclusively with
profitable businesses. Even if revenue growth is likely to be sky-high for a long time, it's
not interesting to me if the business cannot generate income.

Don’t make the mistake of ignoring this important metric.

Another interesting thing that can happen is that a business can produce massive
shareholder value by increasing net income faster than revenue growth. This means
their margins are increasing, which is always positive (as long as it's long-term
sustainable).

A great example of this is Copart.
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Revenue CAGR is still nice and healthy at 19.6%. But net income CAGR is growing at a
30.3% clip. This is because the Net Income Margin continues to expand slowly. This is due
to various reasons, particularly their distribution model. As its Net Income grows, it can
do things cheaper than competitors. This then shows up in increasing profit margins.

This means that even if a revenue growth rate doesn’t meet your benchmarks, you
might want to take the extra step and look at net income growth to see if the stock is
worth further research.

Earnings Per Share Growth

Too many investors spend time looking at increased revenues and net income and then
ignore if the increased growth is actually adding shareholder value.

When you see revenue and net income growing at good rates, you're on the right
track. Now you want to make sure this growth is being fuelled by the business and not
by bringing in outside equity owners. They can cause massive dilution to the top and
bottom lines.

Suppose you find a “wonderful” business with growing revenues and a net income of
20% over the past five years.
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That's great, but then you check out EPS growth. It's only 3%. This indicates that the
business has probably diluted its shareholders for acquisitions. The acquisition increased
the top and bottom lines, but the deal fo acquire them wasn't accretive to
shareholders. This offen happens when shares are distributed to the acquired businesses
yearly for a predetermined amount of time.

It will be up to you to determine if the share dilution will stop and if EPS growth will once
again be kicked up into high gear.

A good case study in this is Duolingo. Duolingo has seen fremendous top-line growth
over the past few years. Yet this fop-line growth has done nothing to increase the
per-share value of earnings.
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| barely know anything about this business. But | am instantly turned off by the lack of
increase in the per-share value.

Another great case study involves a mistake | made myself.

| made a mistake on a business called Sangoma ($STC.V, $SANG). | initially thought that
the revenue increases would continue for a long time. | also thought they had a decent
chance of being near the top of the market in a few years' time.
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Sangoma purchased another company that had good synergies with them. And when
| saw how the deal was structured, | concluded that, yes, the top line would increase.
Even that, maybe the bottom line would increase too.

The problem was the number of shares they distributed to the acquired company. I
basically cut my ownership stake in half. So although revenue and net income would
grow, because my ownership stake was cut in half, | now only owned half of the
business's profits. So even if profits doubled, I'd sfill have the same value as | did before
the deal was consummated.
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| exited this investment at a small gain once | realized my mistake.

I hope you will avoid making these mistakes by utilizing the tools in this guide! I've
learned a lot from my mistakes when investing in this company. EPS matters; make sure
growth will result in EPS growth at an acceptable rate, or take a pass.
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Free Cash Flow Growth

Free cash flow will always reign supreme in the investing world.

Yet, look at how investors have propped up the prices of high-tech names in 2020 and
2021. If we invert the process they took to convince themselves to buy these
companies, they clearly did not use FCF as a valuable metric to base their thesis.

Do not make this mistake.

Businesses that produce FCF have a moat and competitive advantages. There is a
reason they don't need to spend money to produce cash. There is a reason they don't
need to spend too much capital to keep gushing cash. When a business doesn’t have
FCF, you can’t come fo the same conclusions.

Look at a company like Berkshire Hathaway.

The entire business has been built from finding FCF-generating subsidiaries. These private
businesses produce so much FCF that they can write cheques to their parent company.
Then you get the best capital allocators of all time, Warren Buffett and Charlie Munger,
to re-distribute this cash into more private and public investments (which also produce
a tonne of cash).

Then when you add Berkshire's dividend payments from its publicly owned businesses,
you supercharge the amount of capital they can reinvest.

Return on Invested Capital

If I had to pick only one number to filter out poor businesses, it would be ROIC.

Most retail investors have yet to learn what this metric even means. ROIC shows you
how much return the business generates from its capital base.

Let's go over a simple example that | would use to try to explain it to a five-year-old.
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You're a 5-year-old boy or girl, and you're looking to purchase a friend's lemonade
stand, which has recently gone public.

You've narrowed it down to 2 choices — Sam'’s business or Lauren's business. To make
your decision, you want o find out the ROIC of each business. You come up with a
great little chart showing the difference in the businesses as they both earn $1.00 in EPS
or Earnings per share.

Current EPS $1.00 $1.00
Desired EPS Growth Rate 5.00% 5.00%
Return on Invested Capital | 20.00% 10.00%
(ROIC)

Reinvestment Rate 25.00% 50.00%
(Retained earnings / Net

Income)

Growth 5.00% 5.00%
Left for distributions (1 - 75.00% 50.00%
Reinvestment Rate)

Free cash flow per $1 of EPS | $0.75 $0.50

Sam'’s business has a higher ROIC, so you are leaning towards
buying shares in that business.

At the surface level, we can see that a business with a higher ROIC can produce larger
amounts of FCF. As we previously discussed, FCF is king. If the business with a higher
ROIC will produce more FCF over a long period than an alternative, that's the business
that will be more valuable. Since we aim to make money, we are almost ready to pull
the trigger and put some of our hard-earned “allowances” info Sam'’s business.

After checking the ROIC, we then have to ask an additional question.

18



We need to know if the ROIC of Sam’s businesses isn’'t being propped up by short-term
tailwinds. If we aren’t going to get a 20% ROIC continually, then our returns will actually
be subpar once the ROIC drops. If Sam were to get 20% ROIC one year, then it would
drop to low single digits over the next nine years, and we aren’t going to be very

happy.

So, when comparing businesses based on ROIC, you must consider how sustainable the
ROIC number is.

If you don’'t think that ROIC is sustainable, you won't get an accurate picture of which is
the better business. But let's conclude this section by saying that Sam’s ROIC seems
sustainable. He has a deal with a lemonade powder distributor where he can get prices
much cheaper than Lauren. You deem it impossible for Lauren ever to get the prices
that Sam is getting, and the ROIC for Sam seem:s like it's going to be sustainable.

Okay, maybe that explanation wouldn't work for a 5-year-old, but | think you get the
point.

1. Place alarge emphasis on a business's earnings and a high and
sustainable ROIC.

2. Asyou dive deeper down the rabbit hole, ensure this ROIC isn't a
one-time occurrence that will regress.

Debt

You should have a quick way to look at the debt that will show you the financial health
of a business.

The metrics | like to look at for this are long-term debt / free cash flow. I'm looking for a
number under 3. So if a business has $10,000,000 in debt, | would deem them healthy if
free cash flow was $3,333,333.33 or higher. How do | get these numbers2 $10,000,000 / 3
= $3,333,333.33.

The other way to look aft this is to check the current FCF.
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If a business currently produces $1,000,000 in FCF, | can multiply that number by 3. | get
$3,000,000. Then | check long-term debt, and as long as it's under $3,000,000, I'm happy
with that debft situation.

Why is this number important?

It just means that a business could easily pay off the debt within 3 years using funds from
the business. No debt is needed. No need to sell off valuable assets. 3 years is a good
time because it decreases bankruptcy risk while allowing you to buy companies that
use leverage intelligently.

Debt isn't bad when it's allocated properly into a wonderful business by great
management teams.

The mistake that some people make is buying companies that require lots of debt in
order to operate and grow. This is where the danger comes into play.

If a business is heavily leveraged, it means that one bad year, where they can’t cover
interest expenses, could bankrupt the business.

GOLDEN NUGGET

Not losing money should be the primary objective of your investing. So do
yourself a favor and find a number you find comfortable. Use that to make
sure you aren't putting yourself in danger of losing money. Many great
investors have had their investments go to zero. If they had been using a filter

such as this, they would've saved themselves a lot of money.

One miscalculation | made in this arena was with a business called Bausch Health
Companies Inc. ($BHC.TO).

I made many errors in this business, but the company's debt issue was arguably the
biggest.

First of all, the business wasn’t even profitable. That should’ve been my first prompt to
tell me to forget it. But | didn’t.
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Secondly, the businesses used EBITDA / Net Debt to discuss their debt situation. The
problem is that EBITDA isn't money the business can readily use to pay down debt.
There are numerous other expenses the business has to spend this money on. Thirdly,
even if | did choose to use EBITDA / Net Debt when | bought the business, it had $676
million in EBITDA and $24 billion in long-term debt. These numbers don't get me
anywhere close to paying off that debt in 3 years.

| exited this investment at a loss and learned my lesson!

Shares Outstanding

This metric is important for various reasons I've discussed above.

Your main focus should be that when a company has a change in shares outstanding
(S/0), it's doing something good for the company. Like my Sangoma example
explained, the business was going through massive growth in its fop and bottom lines,
but this wasn't accretive to shareholders due to the stock dilution. It had the function of
looking good to the unsophisticated but not really adding any value to the wise investor
in the long run.

There are three things you should look at when you look at a company's shares
outstanding (S/0O):

1. 1fS/Ois increasing, you want to make sure this is creating some sort of
shareholder value.

2. 1f S/Ois going down, you want to ensure the buybacks are being bought
at a price that makes sense.

3. 1fS/Ois staying steady, you want to ensure they are using that capital
intelligently rather than spending it on buybacks!
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GOLDEN NUGGET

If you made a rule never to buy businesses where the share count goes up, you'd
probably do well.

| cannot see a massive flaw in this reasoning. Yes, it would eliminate a heck of a lot of
companies from your investable universe. But if you look af the three points above about
s/o, you can see that just because a business has an increasing share count does not
mean the business is necessarily worse off.

Let's use an example like InMode $INMD.

This is a business that has been dilutive due to stock-based compensation payments
made over the years. In 2017 they had 63.9 million S/O. Currently, they have 82.7 million
S/O.This is a 5.56% compounded annual growth rate in S/O. Usually, this would be a
major red flag. But then you look at the business's growth over these years in terms of
revenue and EPS.

You can clearly see that the dilution didn’t destroy shareholder value.

It created shareholder value. SBC is used to retain talent. And the personnel they've
kept around have done an incredible job increasing revenue and profits for
shareholders.

Insider Ownership

The final metric we want to look at is insider ownership, which tells us whether or not
management has skin in the game.

We want management to be incentivized to increase the per-share value of the
business they are working in. If an executive has no shares in the business, they are just
working for a pay cheque. If they earn fat bonuses for doing foolish short-term things like
rapidly increasing profits (at the expense of the long-term), you will want to be heading
for the exit.
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This happens all the time.

Some companies will give bonuses to their executives if they increase EPS. On paper,
this seems like a good idea.

The problem is that management can go out and buy a company at an outrageous
price, which instantly adds EPS to their company. So short term, maybe management
can double EPS. In the meantime, they earn a $20 million bonus cheque. Shareholders
are happy for the moment.

The next year, the business they acquired for way foo much money began to be a
drain on the parent company. They begin losing money.

Now you have a larger debt pile, and the EPS begins to fade.

The CEO goft paid for making a short-term decision. But they are not punished for the
transgressions of this decision in the long run. Perhaps they will receive a smaller bonus
check the next year, but they are still getting paid.

Contrast that with a business where the CEO owns 20% of the company.

His entire net worth is in the company that he created. If he does the right things and
the business increases in value over a long period, both he and the company's
shareholders will be happy. If he does something to hurt the business, he will suffer
because his stock holdings will be worth less.

This is the alignment you want with management.

Although there are more complicated things to discuss when management owns too
much of a stock, that's outside the scope of this book.
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Mistakes I've made:

I've made numerous mistakes that have cost me $1000s while running these tools.

These mistakes include:

The fact is:

Being too undisciplined

Allowing FOMO to skip steps,

Thinking I'll “remember” the numbers,

Not writing my ideas on cloud software,

Spending time looking at an opportunity out of “*moral” responsibility to a
friend/person you respect

You won't remember the growth metrics of 10-20 different companies
unless you have a photographic memory.

You won't remember where you placed your data if you don’t have a
dedicated place to store your notes.

You might be undisciplined and skip certain meftrics that don’'t meet your
hurdle rates.

Fear of missing out might kick your analytical framework to the curb, and
you'll skip using it entirely.

A good investor you follow might buy a stock, and you end up skipping
your analytical tools to allow you to buy it when it doesn’t pass the filters.

GOLDEN NUGGET

If you want to succeed in investing, you should avoid these mistakes as much as possible.
So make sure you use these tools. Be a disciplined analyzer as well. Just because everyone
is talking about a specific stock does not mean it belongs in your portfolio.

If the numbers don’t meet or exceed your benchmarks, then taking a pass is a completely
logical move.
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Creating Benchmarks For Each Tool

Why is it important to have benchmarks for each number?

Because following them will make it so you don’t make big mistakes. Mistakes the
market makes regularly include:

e Jumping from one investment style to another as regularly as the sun rises
and sefs

e Loosening their discipline to fit a company into their portfolio even though
they know it doesn’t meet their hurdle rates

e Allowing themselves to get swept away by a story/meme stock

The reason these benchmarks work is they help prevent you from allowing your
emotions to make your decisions.

Now you know what each tool is.

You'll need to know what these numbers should be for them to be useful. I'm writing this
guide through the lens of finding high-quality companies.

I will show you the levels | like to use to find the highest quality companies to put infto my
portfolio. If you want to alter them to fit your own needs, then feel free to alter them.
The higher your benchmarks, the fewer companies will clear your benchmarks. So if you
want to be super picky, increase your benchmarks. If your desired rate of return is less,
you can lower your hurdle rates so more businesses pass your filter.

No matter what numbers you decide to use, just tfry and be consistent. Try not to be
strict one day, then reduce your benchmarks just to “fit a square peg into a round
hole.”

If you do this, you will make expensive mistakes.

My goal is to make 15% returns in the long run. So keep that in mind if you decide to
alter the numbers. If you desire higher returns, increase the benchmarks. If you desire
lower returns, you can use lower hurdles.
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These are the benchmark numbers that | look for when a business I've never heard of
comes into my radar:

e Revenue Growth - 15%+ CAGR

e Neflncome Growth - 15%+ CAGR

e EPS Growth - 15%+ CAGR

e FCF Growth - 15%+ CAGR

e ROIC-15%+

e Debt Structure - 3x FCF/Long-term Debt
e Shares Outstanding - >1% CAGR

e Insider Ownership - 5%+

You'll notice a lot of the numbers align with my desired rate of return.

That's because the stock price will follow intrinsic value. And if the business's intrinsic
value is increasing at 15%, | think there's a good chance that the stock price will follow
suit (over long periods of fime). If you use this strategy for only the short term, you'll be
disappointed. Nobody can predict what a stock will do in a given year. But over longer
holding periods, a stock goes up at a rate that approximates its increase in intrinsic
value.

It is up to you if you want to but super strict on all these numbers or just a select few.
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The Most Important Benchmark Of Them All

The most important number is probably not what you think.
If you guessed “revenue growth,” | got a dunce cap waiting for you in the corner!
The number that | think is non-negotiable is returns on invested capital (ROIC).

The reason is simple. High ROIC companies generate higher returns. Businesses that
have higher returns generally have higher growth rates in profits.

Let's let Michael J. Mauboussin explain this as he can do a much better job than | can:

“Exhibit 9 shows the ROIC over time broken down by quintile. Here, we re-sort the
population of companies into quintiles each year and measure the median of
each over time. While each series bounces around, the median ROIC rises
substantially for the top quintile and drops meaningfully for the bottom quintile
from 1990 to 2021. The middle three quintiles remain relatively stable.”

Exhibit 9: ROICs Rising for Top Quintile and Declining for Bottom Quintile, 1990-2021
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Source: FactSet and Counterpoint Global.
Note: Russell 3000 excluding financials and real estate; Axes truncated for visualization.
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“The rise of intangible investment may help explain the results for the top and
bottom quintiles. Firms with high ROICs, sometimes called ‘superstar’ firms, have
been the most aggressive in investing in intangible assets. Including internal
investments in intangibles would lower the ROICs for many of these companies.

Exhibit 10 shows the disfribution of economic profit for companies in the Russell
3000. Here, we broke the universe into deciles for each year from 2017 to 2021.
We calculated the sum of economic profit for all companies in each decile and
adjusted the totals for inflation. We then took the average of those sums over the
five years.

The tails are heavy as they are with the distribution of ROICs. The fop decile of
companies created $675 billion of economic profit, the bottom decile destroyed
$220 billion of value, and the middle 80 percent contributed only $70 billion.
During this period, Apple, Microsoft, and Alphabet combined produced $120
billion of economic profit, or about one-fifth of the total amount.”

Exhibit 10: Distribution of Economic Profit for the Russell 3000, 2017-2021
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Note: Ruszell 3000 excluding financials and real estate.

“The percentage of companies losing money is substantially higher today than in
1990. Companies can be unprofitable because their costs are greater than their
sales. Companies can also lose money due to substantial intangible investments
that will pay off handsomely. These companies may have poor ROICs before
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adjusting for intangible investments but look substantially better after properly
reckoning for them.”

What his data is saying is that the businesses that have the highest ROICs are the
businesses that generate the highest economic profit. If you believe businesses that
generate high economic profit are likely also to have great share price appreciation,
you can see why this number is so important!

If you want an example of this in real life, | ran some quick numbers in mid-2022 on two
American businesses. One great one in Apple. And one former great one in General
Motors. Here are my findings.

ROIC Median | Kol CAGR | .
(Share Price Dividend Yield Total Return
(2008-TTM)
Only)
Apple 23.20% 32.80% 1.81% 34.61%
General Motors 6.10% -0.70% 4.28% 3.58%

You can see that total returns approximate ROIC. It's not an exact science. As you can
see, the numbers aren’t direct mirrors. But you can clearly see that the business with the
higher ROIC had much higher returns.

Let's look at why high ROIC generates higher profits for business and why you should be
making ROIC a high-priority number.

We'll look at two hypothetical companies for this example. One business will have a
10% ROIC with a 100% reinvestment rate. The other will have a 20% ROIC with a 100%
reinvestment rate. They both start with $1 in EPS. We can assume the following:

e No changes in shares outstanding
e No buybacks
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Here is the 10-year outlook for a business earning 10% ROIC:

10% ROIC Business. Retained Earnings Rate 100%

Year ROIC EPS Retained
Earnings
$1.00 $1.00
2023 10.00% $1.10 $1.10
2024 10.00% $1.21 $1.21
2025 10.00% $1.33 $1.33
2026 10.00% $1.46 $1.46
2027 10.00% $1.61 $1.61
2028 10.00% $1.77 $1.77
2029 10.00% $1.95 $1.95
2030 10.00% $2.14 $2.14
2031 10.00% $2.36 $2.36
2032 10.00% $2.59 $2.59
2033 10.00% $2.85 $2.85
Total Return 285.31%
Compound Annual Gain 11.04%
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Now, here is the 10-year outlook for a business earning 20% ROIC:

20% ROIC Business. Retained Earnings Rate 100%

Year ROIC EPS Retained
Earnings
$1.00 $1.00
2023 20.00% $1.20 $1.20
2024 20.00% $1.44 $1.44
2025 20.00% $1.73 $1.73
2026 20.00% $2.07 $2.07
2027 20.00% $2.49 $2.49
2028 20.00% $2.99 $2.99
2029 20.00% $3.58 $3.58
2030 20.00% $4.30 $4.30
2031 20.00% $5.16 $5.16
2032 20.00% $6.19 $6.19
2033 20.00% $7.43 $7.43
Total Return 743.01%
Compound Annual Gain 22.20%
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Charlie Munger said:

“Over the long term, it's hard for a stock to earn a much better return than the business which
underlies it earns. If the business earns 6% on capital over 40 years and you hold it for that 40 years,
you're not going to make much difference than a é% return—even if you originally bought it at a
huge discount. Conversely, if a business earns 18% on capital over 20 or 30 years, even if you pay

an expensive-looking price, you'll end up with a fine result."

When you look at the compound annual gain figures above, you can see that he most
definitely is correct. The businesses above aren’t using any debt to grow, just reinvested
earnings. If a business were to use debt, it could add a few percentage points to

refurns.
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Where To Find These Metrics

There are two ways to find these numbers, but only one will get you to the promised
land in 5 minutes or less.

The two ways:

1. Calculate these numbers from official documents (SEDAR, SEC, Etc.)
2. Use a tool that does all this for you.

| prefer option 2 to save time. There is one small downside to using this method.
Sometimes the numbers might not align with the numbers you get from official
documents. This can be because the equations, exchange rates, and mistakes are
different. | still prefer option 2.

During the analysis period, after you think you have a winner, you can start running
numbers from official documents to see that the numbers are all exact or in the right
vicinity or reality.

On top of saving time, you'll get a neat dashboard view of what you need to see to
pass or fail an incoming business.

Free Tools

The best free tool I've seen is Stratosphere.io.

There's one other tool you can use for insider ownership I'll go over as well.

Stratosphere.io is so good because you can load up all the metrics I've outlined in one
easy-to-use chart.

Here is how to do it, step-by-step:

Enter the name of the business you want to analyze. In this example, we'll use Evolution
AB. We'll use $EVVTY.
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Now we build out our chart, which gives you all the CAGRs you need to see if they pass
your benchmarks. Here they are again, along with where you can find them in the
Stratosphere dashboard:

e Revenue Growth (Income Statement > Revenue)

e NefIncome Growth (Income Statement > Net Income)

e EPS Growth (Income Statement > EPS)

e FCF Growth (Cash Flow Statement > Free Cash Flow)

e ROIC (Ratios > Capital Efficiency > Return On Invested Capital)

e Debt (Balance Sheet > Liabilities > Long-term Debt)

e Shares Outstanding (Income Statement > Income Statement > Weighted
Average Shares Out)

e Insider Ownership (Requires a different tool, unfortunately)
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Here is a sample of where I'd find Revenue:
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Powered by Stratosphere.io

| timed myself getting these numbers, which took me 43 seconds.

Next, we need to get some info on insider ownership. For that, we must use another tool
Simply Wall Street. This tool gives you a really good look at insider ownership and, as a
bonus, if insiders are buying or selling in the last year.
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That's all you need to do!

You need to follow a few tips when using these tools:

g & T

Once you have an idea you like the company, some official docs as you deep dive to

confirm the numbers are correct. You want to be 100% sure your numbers are

reasonably accurate and aren’t painting a picture that is not true. | haven't

encountered this issue yet (in a major way), but you never know. Always fact-check.

What do you do in the case that the numbers are inaccurate?2

First, I'd shoot an e-mail to Stratospher.io as they try to maintain up-to-date and

accurate numbers. Your next step would be to calculate these manually.
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The simplest way to do this would be to use my favorite CAGR tool. All you need is the
starting number, the ending number, and the periods between, and you have your
CAGR.

Fair warning, if you have to do these numbers manually, you probably won't be able to
finish them in 5 minutes, but | want to show you how you'd find the CAGR numbers
anyway! Hit this link. Let’s say we have a business with a starting revenue of $100 m and
an ending revenue of $200 m. There are five periods between the first and second

numbers.

Growth rate (CAGR) 14.86984 % CAGR Calculator

Number of peiods 5 (Compound Annual Growth
Initial value 100,000,000 ¢ RatE)

Created by Tom Mucha and James Mathison

Final value 200000000 s

@ Send this result

Check out 153 similar investment calculators ® =

Reviewed by Bogn

Garrett, 5. “4n Introduction to the Mathematics of
Finance: A Deterministic Approach 2nd Edition” (2013)
See 1more source

Last updated; Apr 06, 2022

YoV9e®Q

Table of contents:

Based on research

Advanced mode

After-tax cost of
debt

= What is the compound interest?
» What is CAGR (Compound Annual Growth Rate)?

Altman Z-Score > ... 150 more o What is the difference between simple growth rate and

compound annual growth rate?

= The simple growth rate formula
o The CAGR formula

@ How to calculate CAGR? = an example of CAGR calculation

» How to use our CAGR calculator?

= CAGR advantanes and dizsadvantanss

Bang, we know our CAGR for that metric is 15%)!
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Applying the Analytical Tools
To Incoming Ideas

Now, let’s go over from start to finish what it looks like using this filter on incoming ideas
or pitches.

‘ 5 Steps to Cementing Your Idea

STEP 1: The idea comes to you.

You find the idea from something like Twitter, Commonstock, Seeking Alpha, Value
Investors Club, Etc. The business looks interesting, but you want to see if the business
meets your hurdle rates.

STEP 2: You run the filter using Stratosphere.io.

You do the steps on Stratosphere.io to find the necessary numbers you want to see.
From here, everything is passing your hurdle rates. Great, move to insider ownership.

STEP 3: You run the business through insider ownership on Simply Wall Street.

We easily find out whether the insider ownership % meets or exceeds our hurdle rate.
We also see insiders have been buying up stock. Another bonus!

STEP 4: You continue down the rabbit hole.

I'd suggest you first take screenshots of your chart and insider ownership for
safekeeping.
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This is where the real work begins. | won't be covering this in detail as entire books have

been written on this. Even though you've only touched the tip of the iceberg, if you look
at businesses this way, you are doing things differently than 99% of retail investors. It's an
edge and will save you many headaches down the road!

Now that you have your data, you will want to...

STEP 5: Find a central location to store it.
Where to store your data?
I've used multiple tools in my investing career, and there are two | couldn’t live without.

These two would be Google Sheets and Noftion. I've also used Google Docs and Notes,
but | don't think they are as robust as Sheets and Notion. That’s just me. The only thing
that matters at the end of the day is that you have some sort of ability to store your
data.

| like storing it somewhere | can access it with my phone. Docs and Notion does that
easily for me.

You want to store this so you can easily reference it. Once you dive down the rabbit
hole, you should spend some time figuring out why the numbers are the way they are. A
few checklist items off the top of my head would include:

e Why isrevenue growing?e

e s net debt growing at scary levels?

e Is the ROIC sustainable in 5-10 years?

e How much stock do individual insiders own?

e s FCF likely to continue growing at previous levels?

e Why is net income growing faster/slower than revenue?
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My Journey with These Tools

Let me take you back to 2020, during the depths of the bear market in March and April.

Times were tough. | owned my own business and could not do any work because Covid
shut down my “office.” | had a side job that helped pay the bills. | began my adventure
as a value investor at this point.

For the first few stocks | looked through, | basically just went A-Z on the Canadian index.

| fried making a spreadsheet with numbers | thought mattered (they didn’t). | bought
stocks just because | heard they were good from people | barely knew. It was easy to
rationalize buying these things at the time. But now, when | look back at some of the

names | bought, there is no way | would’ve ever bought them.

A few names:

e Air Canada
e Chorus Aviation
e TD Bank

TD is a solid company. However, | had no framework in place to filter out poor
investment ideas. Luckily, | simply bought these when they were cheap. | was able to
get out of those investments without a loss on any of them. If | had the framework I've
gone over in this guide, there is no way these businesses would have ended up in my
portfolio.

While it didn’t cause me to lose money, this mistake had a large opportunity cost.

I bought my two best-performing holdings in the spring and summer of 2020. | could
have allocated more capital to these positions, or maybe | would've uncovered some
more great businesses to invest in. There was a lot of cheap stuff then that would’ve
made a killing if held until now. As a result, | would have more money in great businesses
that would have boosted my overall returns.
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Another important way to triage your analysis to make it even faster (yes, it's possible) is
to tfriage the numbers from least complex to most complex. | would go in the order |
listed them in. You'll often find that you don’t even need to go past Revenue and Net
Income before you realize the stock isn't for you.

For instance, a business like Showflake comes on my radar.

| start the process. | hit Revenue, and it looks really good. | hit Net Income, and I'm
stopped dead in my tracks. Net income has decreased since 2019.

Revenue - Yearly (Millions) (CAGR: 120.00%) ®
@ Netincome - Yearly (Millions) (CAGR: 45.23%) @

\

Ja n ™

Powered by Stratosphere.io

The instant | see this, | can forget about Snowflake. That took all of 10 seconds.

I've heard people say you will skip great opportunities if you do this. To that, | can’t
disagree. Some businesses might turn things around. If you were a specialist in the
Snowflakes industry and had a clear vision of how they could turn it around, then
perhaps you'd skip the profitability portions of the screen.

Just realize you'll be increasing risk unless you have some serious insights.

Another common issue is that a business has a horrible year that drops its numbers
significantly. You understand the business well enough to see that this is just a short-term
headwind. In that case, you can choose to remove that year from your analysis. Again,
when you do this, you increase risk; this is where having an understanding of the
business is a must.
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You will only know if a problem is short-term if you truly understand the business.

Here are two graphs to illustrate this point. Aritzia with 2021 as the final year vs. Aritzia

with 2020 as the final year.

® Revenue - Yearly (Millions) (CAGR: 12.45%) @ § X
® MNet Income - Yearly (Millions) (CAGR: -0.72%) ® ¢ X
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In this example, if | had the 15% hurdles in revenue and net income. Look at the CAGRs
and how low they are. But If | understood that fiscal 2021 was likely to be an outlier year

and removed it, things look much different.
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When | remove the one-off bad year of business, things look great.

| can’t stress the importance of knowing the business well enough to make this
adjustment. If you arbitrarily remove a bad year, make sure you have high levels of
conviction that things will return to normal.

Otherwise, you're playing with fire.

The other strategy you can do is simply add a business like this to your watchlist and
wait. If there is a metric you're not sure can come back up, give the business a few
quarters or years to see if it can get back above your benchmark. It will end up either
meeting your benchmarks or not.

Just because a business comes on your radar does not mean you have to go out and
buy it ftomorrow.

Take your fime. Learn the infricacies of the business, its competitors, and its industry.
Once you are more comfortable with the business, then pull the trigger. If you aren’t
comfortable with it, take a pass or patiently wait as you learn more about it.

The lessons | have learned from these stories can be summarized as follows:

e These tools help me do more and faster

e Make sure the tools I'm using are accurate

e Record all my findings on the cloud

e Stay disciplined when using these tools or risk losing capital
e Be ruthless with eliminating ideas (no matter the source)

e Learn from your past mistakes then forget about them
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Common Mistakes:

e Lacking discipline
e Skipping steps
e Using short sample sizes

Your ability to answer these and any other questions you may have will determine your
success in investing. So make sure you find these answers in detaill If you forego this
important part of the analysis, you risk:

Not having enough conviction
Selling when prices decrease
Selling when the price goes up a minuscule amount

AL bd -

Not having a good enough understanding of the business

Mistakes I've made:

I've made numerous mistakes that have cost me $1000's even while running these tools.

These mistakes include...

e Being too undisciplined

e Allowing FOMO to skip steps,

e Not writing them on cloud software,

e Thinking I'll “remember” the numbers,

e Spending time looking at an opportunity out of “moral” responsibility to a
friend/person you respect

The fact is, you won't remember the growth metrics of 10-20 different companies unless
you have a photographic memory.

You won't remember where you placed your data if you don't have a dedicated
place to store your notes.

You might find you're being undisciplined and skipping certain metrics that don’'t meet
your hurdle rates.
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Fear of missing out might kick your analytical framework to the curb, and you'll skip
using it entirely.

A good investor you follow might buy a stock, and you end up skipping your analytical
tools to allow you to buy it when it wouldn't pass the filters.

GOLDEN NUGGET

If you want to succeed in investing, you should avoid these mistakes as much as possible.
So make sure you use these tools. Be a disciplined analyzer as well. Just because everyone
is talking about a specific stock does not mean it belongs in your portfolio. If the numbers
don’'t meet your exceed your benchmarks, then taking a pass is a completely logical

move.
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What To Do Next

Once a business passes your filter, congrats. You can now start researching the business
further.

Your next job is to discover why the business has such great numbers. What is its moate
What needs to happen for the business to continue growing at the rates they've done
for the past 5-10 yearse What needs to happen for the business to break?

The list of questions you could ask could be endless.
I have a general system | like to use after | eliminate stocks.

Read the latest 10k

Read earlier 10k’s

Listen/Read Q&A’s

Go through checklist items to find areas | need to learn more about
Evaluate the business

o AP -

Buy the business when the price is right
Each step has many moving parts to it.

| think analysis is like any skill. The more you do it, the better you get. It starts to feel more
natural, and you don't necessarily have to be so regimented. But having a specific
framework can be great when you are starting out. Otherwise, you won't have any
idea where to start.
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6 Steps in Brief

Here is a brief overview of each step and why it's important in the grand scheme of the
investing process.

STEP 1: Read the latest 10k.

Reading a 10k of a business you own puts you ahead of probably 95% of
investors.

It can be time-consuming and boring, but if you know what to look out for, you
can skip quite a bit and still get the necessary information. | like reading:

e What the CEO has to say

e The Financial Statements and notes
e Business Detail

e Risks

If you read these, you'll know the majority of what you need to know about the
business.

As you read more, the grey areas will be filled up.

STEP 2: Read earlier 10ks.
After deciding that the initial 10k impressed you, you'll need to look further back.

The reason for this is that you want to see what kinds of goals and strategies the
business has had in the past. You want to see what their outlook for the company
was. Then you want to see how well they executed these strategies. You want
businesses that execute their strategies.

Avoid the ones that speak loudly about a new initiative; then you hear nothing
about it after they fail miserably.
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STEP 3:

STEP 4:

STEP 5:

Listen To or Read Q&A:s.

Once you have an idea of the business's history, and like what you see, it's time
to look at how they interact with analysts.

You can ignore the irrelevant short-term questions like, *Do you expect to hit or
miss on EPS next quartere” Look at how they answer questions:

e Are they honest about the future or ducking hard questionse
e Are they trying to paint a rosy picture that doesn’t seem to exist, or
do they accept that the short term will be bumpy?

Once you go through some of these, you'll have an even better idea of
management's talent and integrity.

Go through checklist items to find areas you need to learn more about.

A checklist serves as a tool that minimizes obvious analytical mistakes. A checklist
is a dynamic thing.

It should be constantly updated when you realize certain items are more or less
impactful than others. You can make this checklist as long or as short as you see
fit. My checklist has about 90 items. Yours might have more or less. There is no
“perfect” amount of items; just make sure you're trying to remove as many
possible blind spots as possible.

Some items may only require a quick look, and you can check them off. Others
may require additional digging. Make sure you use the checklist!

Evaluate the business.

After you have done your analysis of the business and have deemed it worthy of

entering your portfolio, it's time to figure out what the business is worth.
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Investors use all sorts of methods. | like forecasting earnings, putting a multiple on
those earnings, then discounting that price to present value. Then I'll slap a 50%
discount on that price. Using this method is my north star for valuation. | mix some
other methods, but that's how | evaluate my businesses.

Make sure you have a clear understanding of the value of what you are buying.
Without understanding a business's value, you have no idea if you are paying
way too much or getting a great deal. By the way, you can buy optically
expensive businesses and still get a great deal. Don't get married to the idea
that you need to buy under an arbitrary PE number.

You should skip businesses where you pay too much and load on businesses that
you are getting at a great price.

STEP 6: Buy the business when the price is right.
This is both the easiest and the hardest step in the process.

It's easy because you know what price you should pay for your desired return
rate. It's hard because the market, media, friends, and family members will build
up the “value” of a stock by talking about it incessantly.

When you hear all this positive news, your mind screams, “Buy, you bum!” This is
where your ability to be rational comes into play. If you can be rational when
everyone around you is losing their mind with fear or greed, you'll win. When
investors are greedy, you win by not joining in the festival of greed. When you
skip this, you avoid the risk associated with overpriced assets. When the market is
fearful, you win by not selling out of fear. You also win by buying assets that are
on salel

GOLDEN NUGGET

When you can consistently take advantage of these fluctuations by exhibiting patience,
you'll be miles ahead of other investors. If you want great returns, you should aim to exhibit
patience as often as possible. Your portfolio will thank you.
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Thank You for Reading!

Thank you for reading “5 Minutes to No.”

Looking for more investing resources?

Here are a few | think you'll enjoy:

1.

Check out my show on The Investors Podcast network: We Study
Billionaires.

If you want to learn more about how investors work and live better lives,
check out the Richer, Wiser, Happier Podcast.

If you want to network with like-minded value investors and get new stock
ideas, join our highly vetted community — The Investor's Podcast

Mastermind Community.

Get the free daily email that makes understanding the financial markets
easy and enjoyable by We Study Markefs.
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https://www.theinvestorspodcast.com/we-study-billionaires/
https://www.theinvestorspodcast.com/we-study-billionaires/
https://www.theinvestorspodcast.com/richer-wiser-happier/
https://www.theinvestorspodcast.com/mastermind/
https://www.theinvestorspodcast.com/mastermind/
https://www.theinvestorspodcast.com/newsletters/

Glossary

EPS — Earnings Per Share

FCF — Free Cash Flow

PE — Price to Earnings Ratio

ROIC — Returns On Invested Capital
S/O — Shares Outstanding

CAGR — Compound Annual Growth Rate
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