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Overcoming The Fear of the Unknown
Despite political uncertainty, investors should not defer their stock purchases

Thanks to recent developments, the words "political uncertainty" are back in vogue in the Indian financial
markets. Over the next few days, the majority of money managers, stockbrokers and market
commentators will offer you their advice that is likely to run along the following lines:

"Expert" Advice

"Due to recent political upheavals, investors would be wise to get out of the market altogether and re-
enter only when the stability returns."

"After the 300 point crash of 31 March 1997, FII's have deserted the Indian markets. Indian investors
would be wise to take hint from FII's and defer any commitments."

"Due to political uncertainty, the market will go down further in the near term. Investors should adopt a
wait and watch attitude and defer any stock purchases until the market has bottomed out."

"Nobody knows if the historic Budget will be passed or not. Investors should wait and see what happens."

"If the Gowda government falls, and a new coalition government is formed, the market will react
positively only if the reform process is continued. Investors are adviced to wait and see what happens."

"If the Gowda government falls, and a new coalition government is formed, the market will react
positively only if political stability returns. Investors are adviced to wait and see what happens."

"It is likely that there will be mid-term polls sooner rather than later. Under the circumstances, investors
should seek the safety of bonds, while avoiding stocks altogether, at least until India has a stable, market
friendly government."

"There is no doubt that by using standard yardsticks of value, Indian stocks are cheap. But this time it's
different. Standard yardsticks of value no longer apply. There are huge problems. Until the dark clouds of
political uncertainty have cleared, market experts are of the opinion that it would be wise on the part of
investors to exercise restraint."

Ignore the "Experts"

Should you listen to these experts and follow their advice? In other words, should you, because of worries
about some macro event such as political uncertainty, defer your stock purchases that you would have
otherwise made absent that macro event?

My advice is that you should ignore these so-called experts and listen to what the real experts have to say
on the subject - those who have really made money in the stockmarkets. People like Warren Buffett and
Philip Fisher, for example.

Warren Buffett in 1966

In the spring of 1966, when Buffett was running a private investment partnership, the American stock
market went into a steep decline. Increasingly, investors were focusing on the shorter term. Some of
Buffett's partners called to "warn" him that the market might go down further. Inevitably the advice of
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Buffett's partners called to "warn" him that the market might go down further. Inevitably the advice of
these partners was to sell or at-least defer any further purchases until the future was "clear." Such advice,
Buffett shot back, raised two questions:

(1) if they knew in February that the Dow was going to 865 in May, why didn't they let me in on it then;
and (2) if they didn't know what was going to happen during the ensuing three months back in February,
how do they know in May?

The problem with market commentators is that, for some reason, they routinely assume that once the
"uncertainty" of the immediate moment is lifted they will have a clear view of the future right till eternity.
The fact that they failed to foresee the present uncertainty will not deter them from thinking that no new
clouds will trouble the future.

Buffett told his partners that if he ever sold stocks or deferred his decisions to buy stocks just because
some astrologer thought the quotations may go lower, they would all be in trouble. He wrote to them:

"Let me again suggest that the future has never been clear to me (give us a call when the next few months
are obvious to you - or, for that matter, the next few hours).

Warren Buffett and Wells Fargo

During 1989, Warren Buffett started accumulating a large number of shares in Wells Fargo & Company, a
big Californian bank. Because of a huge bad debt crisis faced by the American banking industry at that
time, bank shares were down in the dumps. Moreover, Californian banks such as Wells Fargo were
thought to be even more risky due to the specific risk of a major earthquake in the state. For this reason,
Wells Fargo stock was even more in the dumps that those of other banks outside California and was
selling for less than five times after-tax earnings. Buffett did not agree with this valuation placed by the
market on the bank. According to him, even after considering the risks specific to Californian banks, the
price of less than five times earnings for one of America's best managed banks was ridiculously low.

Then, in early 1990, due to another banking crisis - this time related to real-estate loans, shares of banks
exposed to real-estate backed loans were hammered down even further. Because Wells Fargo had a large
exposure to Californian real estate, its shares fell in early 1990 to prices which were 50 percent below
those paid by Buffett in 1989. Undeterred, Buffett continued buying more shares. His total investment in
the bank which cost him less than 500 million dollars is worth more than 2 billion dollars today. His
explanation to his shareholders made soon after the investment is worth noting. Here's what he told them:

"Even though we had bought some shares at the prices prevailing before the fall, we welcomed the
decline because it allowed us to pick up many more shares at the new, panic prices.

Investors who expect to be ongoing buyers of investments throughout their lifetimes should adopt a
similar attitude toward market fluctuations; instead many illogically become euphoric when stock prices
rise and unhappy when they fall. They show no such confusion in their reaction to food prices: Knowing
they are forever going to be buyers of food, they welcome falling prices and deplore price increases. It's
the seller of food who dislikes declining prices . . .

Identical reasoning guides our thinking about Berkshire's investments. We will be buying businesses - or
small parts of businesses, called stocks - year in, year out . . . Given these intentions, declining prices for
businesses benefit us, and rising prices hurt us."

Capital Deployment and Uncertainty

Suppose a foolish man were to offer you genuine 500-rupee notes for Rs 300 each but with one condition:
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you cannot sell these notes for the next two years. What would you do? If you were smart, you would go
right ahead and buy those 500-rupee notes for 300 rupees. Now suppose, before you bought the notes,
some expert came to you and said:

"Right now there is a lot of political uncertainty in India. This is not the right time to buy these 500-rupee
notes. One doesn't know if the government will survive or not. Moreover, there is every chance that the
price of these 500-rupee notes will fall further to Rs 200 or maybe even lower. You should, therefore,
defer your purchase and wait until the future become more clear or at-least until the price has fallen even
further."

What will be your reaction to such a statement? I think, you will laugh at this expert and go right ahead
and buy those 500-rupee notes for 300 rupees each. Moreover, you will buy as many shares as you can
afford, regardless of this expert's predictions of even lower prices in the future. Now think carefully, why
will you do that?

I can think of two reasons: (1) You will be certain that a genuine 500-rupee note is a bargain for Rs 300
even if you cannot sell it for another two years; and (2) you can never be certain that the sale price of that
note will fall below the bargain price of Rs 300 offered to you currently.

In other words, you will refuse to reject an outstanding investment at a bargain price because of worries
about some macro event or because of the predictions of even lower future prices made by some market
pundit.

But, in the stockmarket, that is exactly what these "experts" recommend you should do. In effect they ask
investors to defer buying stocks of great companies at reasonable prices, because of political uncertainty
etc. This, in my opinion, is the height of lunacy. To quote Buffett:

"It is sheer folly to forego buying shares in an outstanding business whose long-term future is predictable,
because of short-term worries about an economy or a stock market that we know to be unpredictable.
Why scrap an informed decision because of an uninformed guess?

We purchased National Indemnity in 1967, See's in 1972, Buffalo News in 1977, Nebraska Furniture Mart
in 1983, and Scott Fetzer in 1986 because those are the years they became available and because we
thought the prices they carried were acceptable. In each case, we pondered what the business was likely
to do not what the Dow, the Fed, or the economy might do. If we see this approach as making sense in the
purchase of businesses in their entirety, why should we change tack when we are purchasing small pieces
of wonderful businesses in the stock market?"

On another occasion Buffett wrote:

"We will continue to ignore political and economic forecasts, which are an expensive distraction for many
investors and businessmen. Thirty years ago, no one could have foreseen the huge expansion of the
Vietnam War, wage and price controls, two oil shocks, the resignation of a president, the dissolution of
the Soviet Union, a one-day drop in the Dow of 508 points, or treasury bill yields fluctuating between
2.8% and 17.4%.

But, surprise - none of these blockbuster events made the slightest dent in Ben Graham's investment
principles. Nor did they render unsound the negotiated purchases of fine businesses at sensible prices.
Imagine the cost to us, then, if we had let the fear of unknowns cause us to defer or alter the deployment
of capital."

Investors should understand that the future has never been clear and it will never be clear. If one
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uncertainty will vanish another will emerge. Investors who are interested in intelligent deployment of
their capital will have to learn to live with uncertainty. In fact, the smart ones will use uncertainty as a
means of making money from those who get carried away by the advice of the "experts" recommending a
"wait-until-things-become-clearer" approach. (Given enough practise, you can actually learn to enjoy
uncertainty.)

Listen to Philip Fisher

Philip Fisher, an outstanding investor, learnt long ago about the folly of deferring intelligent investment
decisions based on fears of some macro political or economic event. According to him, companies with
truly unusual prospects for appreciation are quite hard to find for there are not too many of them.
However, for someone who understands and applies sound fundamentals, a truly outstanding company
can be differentiated from a run-of-the-mill company with perhaps 90 percent precision. On the other
hand, it is vastly more difficult to forecast what the market or a particular stock is going to do in the next
six months. If you doubt this, tell me if you find anyone who predicted the recent one-day 300 point drop
in the Sensex before Mr Kesri made his move.

According to Fisher, it is hard to be correct in forecasting the short-term movements of stocks more than
60 percent of the time no matter how diligently the skill is cultivated. (Incidentally, even a 60 percent
chance of being right does little for the price forecaster. Transaction costs and taxes require that he must
be right more than 75 percent just to break even.) Therefore, it simply doesn't make good sense to step out
of a position where you have a 90 percent probability of being right because of an influence about which
you might at best have a 60 percent chance of being right. In other words, there is a much greater chance
of being wrong in estimating adverse short-term changes for a good stock than in projecting its strong,
long-term price appreciation potential.

The Reality is Different From The Perception

The fact is that most political and economic developments are not as important for valuation purposes as
they are made out to be. While they may have a huge impact on market prices, they have little impact on
intrinsic values. Remember, the intrinsic value of any business is equal to the sum of all its future cash
flows discounted back to the present at an appropriate interest rate. Therefore, the value of a business can
be affected by changes in only two variables: (1) estimates of future cash flows; and/or (2) interest rates.
Also remember that value is dependent upon all future cash flows not just the near-term ones. Therefore,
even if there is macro event which is likely to have a significant impact on near-term cash flows, it is
quite likely that cash flows further into the future will not be affected. Consequently, the impact of the
macro event on the value of such a business will be marginal.

A vast majority of macro events come in this category. You will, therefore, be far better off if you
completely ignored macro factors which have little impact on intrinsic values even though they have
dramatic impact on market prices. If you find securities which are available for less - far less - that the
value of the assets behind them, then nothing else matters, least of all the thousand cacophonous voices
debating the future.

Conclusion

If the business you have selected is sound, if the management is honest and competent, and if the price is
not exorbitant, then you should ignore most macro - political as well as economic - developments and go
right ahead and deploy your capital. For, if your decision is right, then regardless of what happens on the
economic as well as the political fronts, you will find after a few years, that the earnings of the company
you selected have increased tremendously and so has the market price of its shares. This is exactly what
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has happened to investors in companies like Bajaj Auto, Castrol, Colgate, Hindustan Lever, Thomas
Cook, Madras Cements, Gujarat Ambuja Cements, TVS Suzuki and many others. Long-term investors in
such companies who bought their shares when their prices fell because of general fears of some macro
development, have done far, far better than those who listened to the "experts" and adopted a wait-and-see
approach.

There is one important caveat to the principle that you should start buying the appropriate type of stocks
just as soon as they become available at the right prices regardless of unfavourable political or economic
developments.

Having made a start, you should stagger the timing of further buying. If, for example, you receive a lump
sum from somewhere, you must not invest it all at once. Take you time and stagger your purchases over
several months, or even years. By doing so, if the market has a severe decline somewhere in this period,
you will still have purchasing power available to take advantage of such a decline. If the price of the
shares fall below your average cost, then you should buy more shares to bring down your average cost
even further.

In any case, as an investor you need not be concerned about factors such as political uncertainty. If you
feel, as I certainly do, that India has a great future, then you will agree that there is no better way to
benefit from India's prosperity than by buying stocks of companies which are creating that prosperity. To
quote Fisher, you should "be undeterred by fears or hopes based on conjectures, or conclusions based on
surmises."

Note

This article is submitted by Sanjay Bakshi who is the Chief Executive Officer of a New Delhi based
company called Corporate Investment Research Private Limited.

© Sanjay Bakshi. 1997.


