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To help you along your investing journey, we’ve created a free bonus companion course that includes spreadsheets, bonus video content, and additional resources that will help you get the best possible results. We highly recommend you sign up now to get the most out of this book. You can do that by going to the link below or scanning the QR code with your cell phone

[image: ]



https://freemanpublications.com/bonus
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Free bonus #1: Company Valuation 101 video course ($97 value)

In this 8 part video course, you’ll discover our process for accurately valuing a company. This will help you determine if a stock is overvalued, correctly valued, or a bargain. Giving you an indicator of whether to buy or not.
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Free bonus #2: Guru Portfolios Analyzed ($37 value)

In these videos, we analyze the stock portfolios of Billionaire investors like Warren Buffett. As well as top entrepreneurs like Bill Gates.
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Free bonus #3: 2 Stocks to Sell Right Now ($17 value)

These 2 stocks are in danger of plummeting in the next 12 months. They’re both popular with retail investors, and one is even in the top 5 most held stocks on Robinhood. Believe us; you don’t want to be holding these going into 2021 and beyond.

[image: ]



Free bonus #4: AI Disruptor - The $4 Stock Poised to be the Next Big Thing in Computing ($17 value)

This under the radar company, which less than 1% of investors have heard of, is at the forefront of a breakthrough technology that will change our lives as we know them. Soon this technology will be in every smartphone, tablet and laptop on the planet.
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Free bonus #5: Options 101 ($17 Value)

Options don’t have to be risky. In fact, they were invented to reduce risk. It’s no wonder that smart investors like Warren Buffett regularly use options to supplement their long-term portfolio. In this quick start guide, we show you how options work and why they are tools to be utilized rather than feared.
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Free bonus #6: The 1 Dividend Stock to Buy and Hold for the Rest of Your Life ($17 Value)

Dividends are the lifeblood of any income investor, and this stock is a cornerstone of any dividend strategy. A true dividend aristocrat with consistent payouts for over 50 years which you’ll want to add to your portfolio for sure.
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Free bonus #7: Top 3 Growth Stocks for 2021 ($17 Value)

Our 2020 selections outperformed the S&P500 by 154%. Now we’ve released our 3 top picks for 2021.

Free bonus #8: All the images inside this book in color ($17 Value)

As much as we’d like to print these books in full color, the printing costs prohibit us from doing so. So on our website you can get all the images from the book in full color.

All of these bonuses are 100% free, with no strings attached. You don’t need to enter any details except your email address.

To get your bonuses go to

https://freemanpublications.com/bonus


IDENTIFYING WHAT DEFINES A “GREAT COMPANY”


In his seminal work on growth investing, legendary fund manager, Terry Smith, who has often been dubbed “The British Warren Buffett”, stated that you could summarize his investment philosophy in a single sentence:

“Buy great companies, don’t overpay, do nothing.

Smith is one of the best “under the radar” investors of modern times. His Fundsmith Equity Fund has an annualized rate of return of 18.9% over the past 11 years (or 550% total returns if you’re into big numbers). That’s 50% higher than the broad market over the same period.

And he’s done so by focusing on buying companies that can ensure long-term value appreciation, rather than on any kind of Wall Street gimmicks.

At Freeman Publications, we’ve adapted many of Smith’s approaches to finding those under-the-radar companies with potential 10X returns over the next 10 years.

We’ve done well thus far. At the time of this writing, we are outperforming the S&P 500. More importantly, we are doing so in a way that focuses on transparency of process as well as transparency of results.

Note: If you’re interested in our performance or current stock recommendations, you can view these on our website at https://freemanpublications.com/tracker.

Now in order to identify these “great companies”, we believe, the best way is to focus on economic moats.

If you’re unfamiliar with the term, it is most commonly attributed to Warren Buffett and refers to a businesses’ ability to maintain a prolonged competitive advantage over its rivals. For individual investors, this translates to an investment that produces outsize returns over a long period of time.

If you look at the top 5 stocks in the world by market capitalization right now, those being Apple, Google, Amazon, Facebook and Microsoft, you will see that all 5 of these meet the moat criteria we’re going to lay out in this book. Our perspective is qualitative and quantitative (yes, you can quantify moats — and we’ll do so later on in this book). It’s not a coincidence that these companies benefit from economic moats: You don’t become a literal trillion dollar company without some sort of sustainable competitive advantage.

But I’m guessing you didn’t grab a copy of this book to find out about the largest stocks in existence. If you’re like me, you’re more likely to focus on finding “The Next Amazon”. That’s why we’ve developed our own process – a process that has allowed us to identify stocks like Crocs (yes, the plastic shoe company), B. Riley Financial, and Semler Scientific. All 3 of these have earned our readers significant sums of money through our recommendations, made after they passed our moat criteria.The best part of this process is that it isn’t exclusive to a particular industry, sector or country. Sustainable competitive advantages are a truly global phenomenon, and one you can profit from, no matter where you invest your money.

So strap yourself in, grab a beverage of your choice and over the next couple of hours we’re going to give you the step-by-step process for identifying the 7 types of moats that we here at Freeman use to examine companies, looking for those likely to be “the next Amazon”: those with economic moats.

To your success and wealth,

Oliver El-Gorr,

Founder & CEO, Freeman Publications
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WHY DO MOATS MATTER?


“No formula in finance tells you that the moat is 28 feet wide and 16 feet deep. That's what drives the academics crazy. They can compute standard deviations and betas, but they can't understand moats.”

​— ​WARREN BUFFETT, FAMED INVESTOR

If you had to guess how many mutual fund managers have beaten the market over the past 15 years, what would you say? Remember, these are the best and brightest minds that “professional investing” has to offer.

75%?

50%?

Nope, not even close.

25%?

10%?

Nope.

Over the past 15 years, only 7.69% of mutual fund managers have beaten the market.

That’s 1 in 13

Which is kind of insane…

Because in any other field if less than 8% of the professionals performed above the average…

Well, we’d have to reevaluate what “average” even means, wouldn’t we?

But in investing, we simply let this kind of behavior slip by.

Now, why is it that some professional investors like Terry Smith and Warren Buffett can beat the market when other “professionals” do not? We believe it all comes down to moats! Companies with economic moats beat the market; every smart investor (on both the individual and institutional side of things) knows that. However, as Buffett said, a moat does not lend itself to quantitative measures, and some “professionals” feel tied, as Buffett said, to “standard deviations and betas.”

However in 2012, when financial research firm Morningstar released their MOAT index, we investors, for the first time, began to have a benchmark to track performance. Consisting of 50 stocks considered to have wide moats, the index itself has handily trounced the S&P 500 since its inception. It’s not perfect by any means (for example, it is far too light on technology stocks due to outdated valuation measures), but it has served as a “4 minute mile” for moat investors, and further demonstrates the importance of moats.

As we move further on in this book, we’ll introduce our own moat criteria and a superior moat investing strategy. But first, let’s go back to basics – what exactly is an economic moat?

An economic moat is an advantage or a set of advantages that protects a business from the competition, helps it scale new heights and grow, and stabilizes its operations even during adverse market conditions. A moat is difficult to replicate by competitors because it usually represents a variety of advantages, such as brand power, pricing power, legal protection, network effect, unsexiness (yes, you read that right!), and more.

A majority of the top 100 companies sorted by market capitalization are ring-fenced by some kind of economic moat. Most of the companies that are protected by moats enjoy years of revenue and profit growth, and remain largely unaffected by the competition, no matter how intense it may be.

A note on the COVID-19 Disruption Impact

COVID-19 has disrupted the way we live and has brought many changes in the way we do business. Suddenly, people want to shop for groceries, consult doctors and learn online, companies are busy strengthening their supply chains, businesses want their employees to work from home for a few days every week, people are becoming more health-conscious, banks are going digital, and more.

No filter in the financial universe can help you to judge COVID-19’s impact on a company’s economic moat. You need to combine your intelligence, experience, and street-savviness to judge how far the company’s business has been disrupted by COVID-19.

So, moats matter, and this book will identify strong-moat companies and help you see common threads that will enable you to discover others with potential. Most of the companies discussed here are defended by deep and wide moats; some discussed will provide contrast. I am sure this book will give you a fair idea of how companies exploit moats to their advantage.

Investors who can spot and analyze a robust moat can go on to either make a fortune from gains in the stock price or at least end up earning handsome dividends, or both. Now let’s look at some moat-spotting tools.
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HOW TO SPOT MOATS


Albert Szent Gyorgi, the legendary biochemist who successfully isolated Vitamin C, once said, “Discovery consists of looking at the same thing as everyone else and thinking something different”.

Well, this book does the same thing. It helps readers to gaze at the same stock universe, and yet think differently and pick the stocks that are surrounded by deep and wide moats.

Economic moats cannot be expressed in terms of money, but they can be measured by applying some qualitative and quantitative metrics. Once you start looking for moat companies, you will need to do some finance research. Start with the company’s website. Look for an Investors’ presentation. Read the company’s annual 10K report to the Securities and Exchange Commission. Find sites that help you assess customer reactions to the products/services. Look on your broker’s platform – many offer links to research information, and many will provide the calculations for the quantitative checks mentioned below in Section C.

Here are initial questions to ask yourself in evaluating potential investments in companies with economic moats

A. BASIC QUALITATIVE QUESTIONS TO ANSWER

	Can you understand the company’s business model?

	Where do the company’s revenues come from?

	What are its best-selling products or services?

	Does the company operate in a growth sector?

	What is the level of competition that the company faces?

	Who are the company’s biggest competitors and how strong is that competition?

	How is the company innovating or bettering its products/services?

	Do customers complain often about the company’s products/services?

	Does the company’s app/website have a high rating?

	Do customers speak well about the company’s products/services on social media?

	Is the company professionally managed?



If you can understand the business model, and the answers to the other questions are favorable, then you can apply a few advanced qualitative checks to assess the strength of the company’s economic moat.

B. ADVANCED QUALITATIVE CHECKS

	Look for features of the business that enables the company to easily retain its existing customers and get new customers walking in through the door. Examples include: a valuable brand with loyal customers who keep recommending it to their friends; high switching costs (that deter customers from moving to competitors); a service that helps combat the harmful effects of climate change; or fire protection such as the ones available to utility companies;

	Look for “pricing power”. With this power, companies can command higher prices than their competitors, for example, Apple versus Android devices. Be careful, though. Stock pickers must pay close attention to whether the company is in the habit of jacking up prices at the slightest provocation. If so, then it is likely that the moat has started eroding.

	Look for legal or government “protection” of the business or product. For example, patents give businesses a certain level of legal protection from competition. Investors should also check expiration dates. If a patent helps the company manufacture a unique and valuable product, and has a lot of life left, then the company should benefit massively during the lifetime of the patent. For example, pharmaceutical companies and IT companies offer products and services that are protected by patents.



C. QUANTITATIVE CHECKS

Before applying the following quantitative checks, figure out what stage of a moat the company is in – emerging, enduring, or eroding. Remember that some of these checks may not apply to companies that are in the emerging moat state – but no worries, the last 2 items in this section will help.

1. Return on Equity (ROE)

Strong companies can generate – with unfailing consistency – a solid return on their equity capital. Equity, or more specifically, shareholders’ equity, is calculated by adding the retained earnings to the paid-in capital, and you can calculate ROE by using the formula:

ROE = Annual Net Income ÷ Shareholder’s Equity

For example, in the 2020 fiscal year, Apple (AAPL) earned $57.81 billion in net income, and had $65.34 billion in shareholder equity. Giving an ROE of 89.4%.

ROE measures the profit generated per dollar of shareholder’s equity. An ROE that keeps rising year over year implies that the company is efficiently utilizing its shareholder’s money to generate a superior return.

Naturally, any company that is fenced by an economic moat should be able to keep generating a higher ROE over time. Investors need to benchmark ROE with the sector median and with the company’s historical ROE to confirm that it outperforms the competition and is chugging on nicely on a growth path. You should be looking for an amount greater than 15%.

2. Return on Assets (ROA)

ROA measures the efficiency of a company’s investment in assets and their deployment. Naturally, when a company buys productive assets and utilizes them effectively, their returns should increase year over year – more so if the company is protected by an economic moat. The basic calculation is:

ROA = Annual Net Income ÷ Average Total Assets Owned by the Company

The total assets owned by the company are often calculated using the company’s Balance Sheet:

Total Assets = Total Liabilities + Shareholder’s Equity

The average is simply (Assets at the beginning of the period + Assets at the end of the period) ÷ 2

As with ROE, investors should benchmark a company’s ROA with the sector median and its historical ROA. A minimum acceptable return is 6%.

For Apple, the 2020 ROA was a healthy 17% (57.81B in net income dividend by 323B in total assets)

3. Return on Capital Employed (ROCE)

This is our favorite, and often regarded as the best, metric that measures the strength of a company’s moat and its efficiency in using current and fixed assets to generate profits. ROCE also reflects how efficient the company management is in managing its near-term payables. Here is how it is calculated:

ROCE = EBIT (Earnings Before Interest & Taxes)÷ (Total Assets – Current Liabilities)

This ratio signals how efficiently a company uses its entire universe of assets (fixed and current), net of its current liabilities (liabilities that should be paid in the near term), to generate an EBIT.

A consistently higher ROCE year over year, and one that is above the sector median, suggests that the management is resourceful; has deployed its fixed and current assets wisely; manages its working capital efficiently; and can generate healthy profits that keep growing every year. Of course, this suggests that the company is surrounded by a deep and wide moat. For stocks to meet our moat criteria the minimum ROCE is 10%.

Apple’s 2020 ROCE was 46.28% and the company has averaged on ROCE of 29.7% over the past 5 years.

To summarize, our benchmarks for these top 3 quantitative checks are:

	Return on Equity > 15%

	Return on Assets > 6%

	Return on Capital Employed > 10%



4. Revenue Growth

A company needs to grow to survive. Year over year revenues should be increasing by a minimum of 10% in low-inflation environments (and this figure should be significantly higher for younger companies, especially in high-margin industries like software and cloud computing).
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