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“Investing is the idea of contributing 
capital towards a business or venture 
with the expectation of receiving a 
return”
only limited to “buying shares”. In addition to buying 
shares/stocks, there are many different asset classes 
such as Fixed Income, Stocks, Cash, Managed  
Funds, Derivatives, Futures, Commodities and Real 
Estate to name a few. Of course, each has their own 
level of risk and return. A few of the most popular 
investment asset classes and associated risks will be 
discussed later on.

Where do I start?
In principle, Investing is best utilised by diversifying 
your holdings to make an investment portfolio. The 
basic principle behind a portfolio of investments is 
that diversification averages out your positive and 
negative returns to produce an overall stable return. 
Spotting assets that have a very small covariance is 
key to ensuring a stable portfolio return. While it is 
near impossible to find two assets that move exactly 
in the opposite direction, with enough diversification, 
you can almost eliminate your unsystematic risk.
There are two general approaches when making an 
investment portfolio. “Top Down” and “Bottom Up”. 
Top Down involves deciding on how to allocate your 
portfolio based on asset type, then once decided, 

Whilst some of some us choose to spend money on our 
heart’s desires, some are foregoing that luxury for the 
quest of future returns. We all like to spend; however, 
it is important to think about our long term wealth 
creation so that we can financially secure our future. 
The aim of this article is to provide you with general 
foundations to enter the stock market, so that you too, 
can plan for your later years.

What is “Investing”?
Investing is the idea of contributing capital towards a 
business or venture with the expectation of receiving 
a return. As a result, the amount of return we expect is 
related to the type and amount of risk we undertake in 
our investments.
Investing is distinguishable from trading, which 
is generally very short term and deals with heavy 
turnover and more risk.

It is important to understand that investing is not 

purchasing a range of holdings for that particular asset 
class. This can be contrasted to Bottom Up, where 
investors choose particular stocks, then decide on 
assets proportions.

Generally, Top Down is a popular approach. By 
understanding what types of assets and the 
proportion of them that you want to hold, you are 
able to manipulate the likelihood of returns and risk 
exposure. For example, if you were to hold 60% of your 
portfolio as cash (earning a risk-free interest rate from 
the bank) and the other 40% in shares, you would not 
experience large returns, but you would enjoy a lower 
risk portfolio. If however, 100% of your portfolio was 
in shares, gains or losses could be very large. However, 
variability, uncertainty and volatility would increase 
the overall risk.

In contrast, Bottom Up is also common across private 
investors. By choosing assets that you find attractive, 
you can naturally build portfolio weights that allow 
you to hold more well-performing assets. This is 
different to Top Down where certain proportions 
may cut off the amount of stocks you hold, given the 
amount of capital you invest in each asset class. This 
means that you could lose the potential to invest in 
many IPOs (Initial Public Offerings), that may prove to 
be very valuable companies.

After deciding what strategy you would like to follow, 
and it is down to personal preference, the rest is a 
matter of research. It must be remembered that your 
portfolio will still have systematic risk - risk associated 
with each stock’s sensitivity to the market. Measuring 
this risk will be covered in a future article, but in 
essence, diversifying your portfolio is fundamental to 
achieving average returns as previously discussed.

Once that is done, decide how much you would like 
to invest in your portfolio. Use money you wouldn’t 
need to draw upon in the short to medium term, 
ie. money you can forget about. When starting a 
portfolio, at minimum you should look at a cash base 
of around $5,000. This should provide the opportunity 
to begin diversifying with a few equities while keeping 
brokerage at a relatively low percentage. Trade 
minimums should be $1-2k per holding to ensure that 
brokerage doesn’t eat into returns.
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Common Ratios

P/E – Price to earnings ratio measures the current 
share price to the earnings per share. It suggests the 
payback period of an investment, in relation to historic 
earnings. Note that companies generally do not pay 
100% of earnings out to investors though. High ratios 
can suggest high perceptions of future growth or low 
current earnings, however, the usefulness of this ratio 
can be limited due to how different companies are 
valued and their associated growth rates which can 
create comparisons across industries difficult.

EPS – Earnings per share (the company’s profit per 
each outstanding share)

Gross Dividend Yield – annual dividend (before taxes) 
compared to the price of the stock.

NTA – Shareholders’ Funds (Net Assets) minus Intangible 
Assets (such as goodwill, trademarks and brand 
names). This tends to be thought of as the tangible 
liquidation value of a security, however intangible 
assets can still fetch a price and tangible assets may 
fetch a price lower than book value. It is possible to 
have a negative NTA. However, this is not always a 
bad thing, as most tech stocks are predominantly 
intangible in terms of assets as their true assets are in 
data and software which are not tangible goods.

Reading the charts
VWAP - The Volume Weighted Average Price represents 
the average price a security traded at over a time 
period weighted by the total volume traded at each 
price.
Bid - The highest price a buyer in the market is willing 
to pay.
Ask - The lowest price a seller is willing to accept to sell 
the security at.
High - The highest market trade of the day.
Low - The lowest market trade of the day.
First - The first on market trade of the day.
Previous Close - The price of the last trade that occurred 
at the close of market on the previous day.
Volume Traded - The number of units traded for the 
market day.

Types of Orders

Once you have decided what stocks or assets you want 
to buy or sell you can place any of the following orders:

Market Order
Basically, when you undertake a Market Order, your Buy 
or Sell Order will be placed at the best Ask/Bid price at 
the time the order is received.  However, it is important 
to understand that this may not be executed in full, 
given that the market price and volume of a stock 
changes, some of your order may be completed at a 
different price.

Limit Order
Limit orders mean you can pay or receive a specific 
price, but it doesn’t mean that your order will be 
executed. If the market doesn’t drop or rise high 
enough to the price you set at, your order will not be 
executed.

Buy Limit Order - Sets the maximum price you are 
willing to pay for a particular stock
Sell limit Order - Sets the minimum price at which you 
are willing to sell.

Trigger Order
Stop-Loss Order - This is a conditional order that can 
be entered into the market when the stock drops to a 
specific price (when the trigger is met)

Buy-Stop/Target-Buy Order – This is a conditional order 
entered at a price above the current offering price to 
buy a security, and it is triggered when the market 
price touches or goes through the buy-stop price. This 
is useful if momentum gains on a particular stock. Buy-
Stop orders are typically used by traders who are short 
a stock.

Trigger orders are often used by traders as long term, 
stocks are expected to grow regardless of fluctuations.

Transaction Costs
Generally, fees are a minimum at $29.90 for bank-
owned broking firms. Depending on your provider, 
you may have a fixed fee plus a commission generally 
between 0.3-0.4% of the value of the trade if the 
purchase exceeds a certain figure such as $15,000. For 
full service brokerage firms, brokerage fees can go up 
to over $80.

“Trade minimums should be $1-
2k per holding to ensure that 
brokerage doesn’t eat into returns.”
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It must be remembered that brokerage applies each 
time you buy or sell a part (or full amount) of your 
shares. And so, by regularly trading, the fees can 
quickly add up and eat into your overall returns.
Therefore, it is wise to choose a decent value of shares 
on initial buy in. To buy $200 worth of shares and incur 
a $30 brokerage fee would require significant gains to 
break even. As a result, plan your investment so that 
you can keep these brokerage fees as a relatively low 
proportion when compared to the cost of your total 
investment.

It is important to understand that fees will also differ 
with the mediums of communication. Choosing a 
telephone or email method will be more expensive 
than online trades. Thus online trades are the best way 
to avoid eating into capital.

What then after that?
After that, your provider will likely have a “My Portfolio” 
tab, where it will show fundamentals such as your 
history in terms of the purchase price, the current 
stock price, unrealised P/L and the stock’s percentage 
of your portfolio.

It is also wise to create an NZX account for ease and 
replicate your portfolio on that platform. Apart from 
being easy to follow, you are constantly exposed to 
stock information that could attract your interest.

Tax Implications
What do I have to pay tax on in terms of my investments?
Dividends are considered taxable income under 
the Income Tax Act 2007. The amount of tax that is 
ultimately paid depends on your personal income tax 
status. The Income Tax Act 2007 requires that Resident 
Withholding Tax is deducted from any dividends paid 
unless one of the exemptions apply.

Some New Zealand stocks attach imputation tax 
credits to the dividends they pay, which offset the 
income tax otherwise payable on the dividend.  
Dividend imputation can make it more advantageous 
to own shares of New Zealand companies than 
overseas companies.

At What Rate is Resident Withholding Tax Applied?
The RWT rate on dividends paid to New Zealand 
residents is 33%.

At What Rate is Resident Withholding Tax Applied?
The RWT rate on dividends paid to New Zealand 
residents is 33%.

Short Term Gains vs. Long Term Returns
Lastly, it is important to weigh up the differences 
between Short Term Gains and Long Terms Returns. As 
Logan Van Rynbach demonstrated in the August 2015 
Bulletin,

“As humans, we naturally think short term. In a 
capitalist society, the idea of becoming rich quickly 
and providing your life with material options to make 
you happy is a very appealing one and so that’s why 
people turn to equities”

As a result, when we see a profitable opportunity arise 
in a matter of seconds, we naturally want to realise it. 
“Buy low and sell high” is the common cliché in the 
trading market. While this may provide financial gains 
quickly, the converse can also be said, where trading 
without a solid strategy for each stock can lead to 
trouble.

However, Logan suggests there are several reasons 
why a long term, value investing is the best way to 
generate returns. Here are a few of the essentials to 
refresh our memory.
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Firstly, brokerage costs diminish returns. In New 
Zealand, the minimum of $30 per transaction is quite 
hefty compared to the rest of the world, mainly due 
to New Zealand’s small market. By holding stock in 
a good company, growth will slowly submerge the 
initial brokerage cost, providing you with a solid long 
term return.

Furthermore, as free cash flow increases (hopefully) for 
companies, dividends are likely to grow, providing for 
more income overtime. Paired with the natural growth 
of the stock itself, this will likely provide satisfactory 
returns. The idea of a company reinvesting profit into 
capital growth is similar to the idea of compound 
interest.

Moreover, it is argued that it is near impossible to time 
the market and pick up on patterns that could lead to 
consistent success. By focusing long term and focusing 
on the intrinsic value of the company and what they 
have to offer, you have more security in capturing 
returns. As a result, risk is reduced as opposed to 
trading.

Conclusion
In conclusion, the most important to do when 
investing is planning. While it is easy to buy a stock 
that you really like, resist the temptation and start by 
formulating out an investment plan before you start. 
Plan how risky you would like your portfolio to be and 
what type of assets you’d like to have. Once you have 
planned, research your companies and try to figure 
out what factors makes each company valuable to 
your portfolio.

The rest of the work is up to you.

For more information of investing from a New Zealand 
context, the Sorted website has valuable resources on 
how to get started.

www.sorted.org.nz
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Cognitive Biases 
of Investing

By Nick Walsh
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Biases affect people everyday without them knowing 
it. This makes it extremely powerful and useful for the 
people who do know how to navigate them, especially 
investors. This article will attempt to explain some of 
the biases that can adversely affect decision-making.
 
Overconfidence
Answer these three questions: Are you above average 
in job performance? Are you above average in driving 
skill? Do you possess above average leadership skills?
 
In different surveys conducted, 74% of fund managers 
believed they had achieved above average job 
performance, 80% of drivers rated themselves above 
average in driving, and 70% of high school students 
rated themselves to have above average leadership 
skills. If you haven’t realised already, only 50% of a 
sample can ever be above or below average in a normal 
distribution. These surveys illustrate a truth that 
people are generally overconfident in their abilities. 
The illusory superiority bias leads people to take risks 
they wouldn’t take if they knew their true abilities. 
Investors stubbornly believe that they can do better 
than the market and this can result in overconfidence 
and mistakes.
 
Related to this is the confirmation bias. We tend to 
look for evidence that supports our own preexisting 
beliefs, and we dismiss evidence that goes against 
it. Everyone has felt this way if they have been in a 
heated argument. People will look for or conveniently 
remember evidence that supports their conclusions 
even if they are proven wrong. This may be because 
we do not like the mental effort it takes to review and 

change our options, and we also risk a loss of pride from 
changing. This bias becomes even stronger once we 
have committed to an idea. For example, purchasing a 
stock will make you more confident in your belief than 
if you were only thinking about buying it. This effect 
can be disastrous when the stock you bought has bad 
news, but you quickly justify it without review and 
buy more. To alleviate confirmation bias we must look 
for disconfirming evidence. As the billionaire investor 
Charlie Munger says “invert, always invert”; in other 
words, look at things from an opposing perspective.
 
Since people spend a lot of time and effort on ideas, 
a common thing to do when new information comes 
is to slightly revise our old assumptions to make them 
fit. This is called anchoring. A good example is how 
efficient market theorists kept explaining Warren 
Buffett and Charlie Munger’s superior performance. 
Charlie Munger said “one of the economists … looked 
at Berkshire Hathaway year after year, which people 
would throw in his face as saying maybe the market 
isn’t quite as efficient as you think, he said, “Well, it’s a 
two-sigma event.” And then he said we were a three-
sigma event. And then he said we were a four-sigma 
event. And he finally got up to six sigmas — better 
to add a sigma than change a theory, just because 
the evidence comes in differently.” (emphasis added) 
Anchoring can work against us in many ways. For 
instance, the price at which you bought a stock at is 
an anchor to future price changes. If the price falls you 
may assume it has become even more undervalued, 
but your valuation or assessment could have been 
wrong in the first place.
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Expected Values
A common fallacy of investing is that you need to be 
right most of the time in order to beat the market. While 
this may sound correct, it is not always true. It is the 
magnitude (size) of correctness that matters far more 
than the frequency of correctness. This is illustrated 
in Nassim Taleb’s book Fooled by Randomness. In an 
example, a colleague asks Taleb about his view on 
the market and Taleb says there is a 70% chance it 
would slightly increase over the next week. Later on, 
a colleague in the meeting noticed that Taleb was 
short a large quantity of S&P 500 futures (a bet on 
the market going down), which contrasted his earlier 
positive view on the market. Why was he short? Taleb 
assigned a 30% probability of the market falling by a 
large margin. Therefore, even though the frequency 
of a negative outcome occurring was less than the 
frequency of a positive outcome, the expected value 
of both events was negative because of magnitude. 
This is illustrated below in an expected value analysis.

It is important for investors to distinguish between the 
probability of one event occurring and the expected 
value of all events. Warren Buffett describes his process 
as: “Take the probability of loss times the amount of 
possible loss from the probability of gain times the 
amount of possible gain. That is what we’re trying to 
do.”  This is why battered stocks can be good, because 
the frequency of them underperforming is already 
priced in, so any positive event occurring (although a 
lower probability) will lead to a large upside. In other 
words, the probability is poor but the expected value 
is favourable. This effect is often referred to as the Babe 
Ruth effect; even though Ruth struck out frequently, 
he was one of baseball’s greatest hitters.

Loss Aversion
However, losing frequently does not feel good 
psychologically. This is explained by loss aversion, 
where experiments have shown losses to be felt more 
strongly than gains to people (about 2 - 2.5 times 

more). Centuries ago, it was beneficial for humans to 
be loss averse, because any loss of resources would 
affect survival. Today however, investing is not life 
and death so we must be aware of our ancestral loss 
aversion. It can cause investors to sell their winners too 
quickly, and hold onto their losers (in total expected 
value) for too long in the hope that they will break 
even. Peter Lynch describes this succinctly as “cutting 
the flowers and watering the weeds”.
 
To put it briefly, overconfidence can lead us to 
think that we are better than we are, it can confirm 
our preexisting beliefs, and it can make us fit new 
information to our anchors. And lastly, magnitude 
matters more than frequency, even if this goes against 
the grain of our loss-averse roots.
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Momentum 
Investing

By Charlie Baxter
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When looking at where to put your hard-earned money, 
when choosing equities to invest in, the general advice 
given by most professionals is to base valuations on the 
company’s fundamentals. Thorough analysis, underpinned 
by data such as the earnings per share and price to earnings 
ratios, is the way to ensure one does not overpay for a 
company’s shares which may lead to a loss incurred upon 
sale.
 
Then take a look at the company as a whole. Does it have 
a capable management team? A good reputation? In ten 
years’ time will there still be a market for its products?
 
The process outlined above seems like common sense, 
and it is. Any rational investor should be doing this before 
buying shares in a company.
 
The thing is, human beings aren’t necessarily rational, and 
the price of a share in a company won’t always accurately 
reflect its fundamentals or current situation. Hype can build 
around the company’s prospects, and this can lead to a 
frenzy of buying as investors try to jump in on the next big 
thing, bidding the price of the share up higher and higher. 
The share is no longer priced in line with where the company 
is at that moment. Instead, it is priced off of a trend that has 
been extrapolated into the future.
 
Momentum is the tendency for a rising share price to rise 
further, and a falling share price to fall lower. The key issue 
here is that a rising or falling share price shouldn’t warrant 
a further increase, or decrease, in and of itself. Theoretically, 
a change in the price of a share should only occur due to 
a change in supply and demand brought about by new 
information regarding the company’s earnings, or a change 
in a company’s situation. Yet share movements clearly go 
beyond this. And this is because theory doesn’t consider 
human emotion, which is always in play in the stock markets. 
This emotion will take the price of a share well above or 
below what a fundamental analysis of the company would 
price the share at.
 
It follows that emotion and momentum are intrinsically 
linked. The effect of ‘momentum’ in a stock market is 
incredibly well documented, preceding even the proper 
academic study of financial markets. The returns that can 
be attributed to the momentum effect were being noted in 
some form 200 years ago.

Yet despite the well-established existence of such an effect, 

to many it doesn’t seem right that an investor should 
base their investment decisions purely on the fact that 
a stock has momentum. However, momentum investing 
is a legitimate strategy, and can be employed by short to 
medium-term investors and day traders alike. Effective 
momentum investing hinges on identifying shares that are 
becoming increasingly popular. To do this, the momentum 
investor, rather than undertaking an analysis of a company’s 
fundamentals, will undertake an analysis of the demand for 
the company’s shares. What volume of shares are changing 
hangs? What is the market depth (the number of buyers 
and quantity of shares bid for, the number of sellers and 
the quantity of stock for sale)? They may tune in to any 
relevant news channels or internet forums to try and gauge 
which stocks are ‘hot’. They will also look at the momentum 
indicator, which is simply a graph indicating the net change 
in a share’s closing price over a defined time period. If it’s on 
a steady upward trajectory, then this indicates that the stock 
has positive ‘momentum’.
 
Once they are certain that the price is on a steady upward 
trajectory, they will invest, the idea being to sell once the 
price has been bid up past a certain point or when the 
investor feels that the momentum has been exhausted.
 
The same strategy can be applied to shares that are falling 
in value. The momentum effect occurs here as well, with 
an underperforming stock decreasing further. Rather than 
buying and going long the investor will short the stock.
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Risks
 
There are undeniable risks to following a momentum-based 
strategy. The most obvious is that your investment decision 
isn’t being made based on proven information, such as the 
company’s fundamentals. Instead it’s made on the popularity 
of a stock, and the tendency for investors to extrapolate into 
the future by thinking that the company will do well. This 
can go badly wrong if there is a sudden reversal in the stock 
brought about by an unexpected event. There is many a 
story of stocks plummeting from high prices and lofty P/E 
valuations. Such an event will ruin a momentum strategy. 
If you short a stock with the expectation that momentum 
will see it decrease, and it suddenly goes up, then the 
momentum strategy will also be compromised. This risk 
is unsettling because it is not within the investors sphere 
of control, and there is no assurance that the shares are 
reasonably priced, whereas with an approach such as value 
investing, it is at least reassuring that the stock is backed 
by fundamental analysis and a low valuation relative to the 
company’s position. There will be frequent times where you 
hold cash positions outside of the market, and so may miss 
price rallies or buy in after high demand at the peak. This 
is why longer term value investing strategies excel as the 
investor is still able to benefit from these rare upside events 
which are not necessarily foreseen.
 

Another aspect to consider is transaction costs. A momentum 
strategy will challenge an investor’s emotions, and it can 
be assumed that this will cause them to trade more often 
and so incur more fees which eats into returns. Longer term 
value investing strategies don’t have as many buy and sells 
and so should outperform a momentum strategy with a 
much lower risk profile and more passive management.

While these risks may seem like a huge detractor from 
following a momentum strategy there is a very strong case 
for momentum investing in that volatility occurs regularly. 
Since it is such an empirically observed effect, it can be 
argued that while the risks exist, more often than not the 
momentum effect will simply prevail and the price of the 
stock will rise. Humans are emotional, and it is this emotion 
that continues to drive the momentum effect, and perhaps 
forms the justification for a momentum strategy. But it must 
be said, buyer beware.

“... your investment decision isn’t being 
made based on proven information, 
such as the company’s fundamentals... 
it’s made on the popularity of a stock”
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Value 
Investing101
By Jamie Parr-Thomson
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“Value Investing is an age-old 
investment approach, relying mainly 
on critical thinking and the concept of 
intrinsic value”

Value Investing is an age-old investment approach, relying 
mainly on critical thinking and the concept of intrinsic value. 
It is about being able to identify valuable companies, and 
taking advantage of market mispricing. Value investing is a 
well-established investment approach that has potential to 
achieve extra-ordinary returns, and has been proven to over 
many decades. Its success has been exemplified by value 
investors such as Warren Buffett, Walter Schloss, and Seth 
Klarman, who routinely out-perform the market.

The idea is rather simple, and at its core it relies on three 
scenarios:

“Buying wonderful businesses at fair prices”
“Buying fair businesses at wonderful prices”
“Special Situations”

Intuitively, one can immediately see that value investing 
looks at two main components, price and value.

 
Value

The first step to value investing is realising that you are 
buying a company, not just a stock. A value investor 
needs to know what a good company looks like, and what 
business fundamentals drive its success. Understanding the 
companies that you are analysing and the industries that 
they operate in is very important. Warren Buffett, possibly 
the most famous value investor alive, advises people to only 
invest in markets that they are familiar with, as it is easier 
to recognise value and exploit the advantage of industry 
knowledge.

Every company has an intrinsic value; you can consider this 
its ‘true value’. Calculating a company’s intrinsic value is 
the hardest part of a value investor’s game, but incredibly 
essential. When you know an asset’s true value, you can 
figure out its fair price. Some value investors take a more 
quantitative path when it comes to calculating value, using 
tools such as Price to Earnings Ratios and Dividend Yields to 
come to a ‘fair price’ for a company. This technique is based on 
the analysis and review of a company’s financial statements, 

and relies on information being correct. Ratios and yields are 
often compared to competitors within the same industry, 
which can prove an issue if the whole industry is overpriced 
or riddled with misinformation.  Other investors use 
thorough qualitative analysis to value companies, looking 
at concepts such as management technique and leadership, 
economic fundamentals, operational efficiency and growth 
potential, to calculate what they think a company is worth. 
Both techniques can be used together, and lead to an 
investor coming to a fair price for the company.

The other way to look at unlocking value is found in 
special situations, which are companies in an extraordinary 
financial situation that will affect shareholders such as a 
takeover offer, demerger, merger, or a significant financial 
restructuring. Understanding the reasons why this 
situation is happening to the company, what the benefit 
to shareholders is, and taking a shallow look at how most 
investors, mainly at institutional level, will view the special 
situation will allow you to unlock value in investments you 
may have not previously considered but are now extremely 
underpriced. An interesting point to look into is when 
securities are utilised within a transaction. They tend to be 
mispriced due to being ‘unwanted’ by institutional investors 
and so tend to sell off after the transaction takes place. This 
area tends to be for more experienced investors, but it is 
worth studying and getting up to speed so you can know 
what to look for in the future. For more in-depth reading in 
this area, check out “You Can Be A Stock Market Genius” by 
Joel Greenblatt.

Value investing can be considered relatively contrarian, 
that is to say that value investors operate mainly against 
and behind the market, finding stocks that are often less 
glamorous or overlooked. These companies can be gems to 
value investors, and often produce the best opportunities 
to find undervalued assets. Popular companies can still 
provide good opportunities however, but only when they 
have been under-priced by the market and present good 
growth potential.

Understanding intrinsic value is only the first step to value 
investing. An investor needs to now compare this ‘fair price’ 
for the intrinsic value of the stock to the company’s current 
market price to find true investment opportunity.
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Price

Value investors need to understand that even the best 
company is a bad buy at the wrong price. On the other hand, 
some bad companies have a price at which they should be 
considered a good opportunity.  This is an understanding 
ingrained in everyday life, and needs to be applied without 
fault when it comes to value investing.

The greater the difference between the market price, and 
the ‘fair price’, the better. This concept is called the margin 
of safety, and is critical to value-investing. A margin of 
safety works in two ways; it increases your profit if the stock 
price rises, but decreases your total loss if it falls. Benjamin 
Graham, considered by many to be the founder of value 
investing, would only buy a stock when it’s price was at 
two thirds or less of its net working capital. By limiting your 
potential losses, but increasing your potential gains, using a 
margin of safety protects the investor but also helps them 
maximise opportunities when they find them.

As mentioned earlier, there are two main types of companies 
value investors are interested in; good companies at a fair 
price, and fair companies at a good price.

But why do stocks become underpriced?

Herd mentality, or a market scare, can lead to a fall in price 
for stocks that are otherwise good companies. A successful 
value investor will stay on watch for market movements like 
this, and they will buy these companies when their price 
drops, looking to make long-term gains once the market 
has recovered. Another key driver behind under-pricing is 
simply that a stock is overlooked, and not getting enough 
attention from other investors. This could be because it is 
a foreign company, in a boring industry, or even simply be 
too small in size to register with alternative investors. Just 
because a company isn’t a household name doesn’t mean 
it can’t be a good investment, and a smart value investor 
needs to be on the lookout for companies that don’t come 
under-the-radar of larger investors.

“Value investors need to understand 
that even the best company is a bad 
buy at the wrong price”
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Risks

Value-investing isn’t flawless, otherwise we would all be 
millionaires. It takes experience and hard work, time and 
patience, and it comes with its fair share of risks.

Diversification is not often encouraged through value 
investing, with the focus being on quality, rather than 
quantity. While this can lead to higher returns, it ignores the 
fundamental theory that portfolio diversification protects 
an investor, and this approach can lead to more losses 
in bad times. Additionally, value investing relies heavily 
on calculating a company’s intrinsic value, and pricing 
it correctly. If these calculations are wrong, or based on 
misinformation, then buyers may be unknowingly over-
paying or making a bad investment.

It is important to note that value investing is a long-term 
position, and often it takes time to see real gains. If an 
investor finds themselves in a situation where they need to 
quickly free up capital then they may be forced to sell off 
stocks, which can lead to making a loss on what would have 
otherwise been a good investment. 

Summary

Value investing is a simple idea, built on concepts that we 
can all understand. Out there in the real markets however it 
can be a lot more daunting and scary. But by staying true to 
its core ideas, and applying a strong margin of safety, value 
investors can find themselves in positions of strong returns.

To find out more, I would recommend the following three 
books:

-          The Intelligent Investor by Benjamin Graham
-          Common Stocks And Uncommon Profits by Philip 
Fisher
-          The Warren Buffett Way by Robert G. Hagstrom
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Socially 
Responsible 
Investing

By Mitch Tapp
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Younger generations have shown a greater concern for 
sustainability and social progress leading to increasing 
popularity of socially responsible investing. Investors now 
no longer care solely about financial returns but also want to 
see the companies they invest into having positive impacts 
on society and the environment. Some evidence suggests 
that companies that engage in sustainability efforts 
experience greater returns so being socially conscious 
can actually result in great, solid long-term investments. 
These two motives do not always act together however so 
achieving one may mean sacrificing the other, therefore 
diminishing the overall attractiveness of the investment. 
Socially responsible investing seeks to balance these two 
goals and serve this emerging customer segment.
 
The Traditional Stock Selection Method:
Historically, socially responsible investing involved using 
screening to eliminate unfavourable companies based 
on social and ethical criteria. The exclusionary process 
removes from consideration companies which earn 
revenues through products or services that are deemed to 
have negative impacts upon society such as gambling and 
alcohol, fossil fuel extraction, tobacco, and so on. Companies 
may also be excluded for having some products or services 
within a certain industry of concern for the same reason. In 
this way the remaining stocks are selected to be suitable 
investments as they operate within the ideals of socially 
conscious investors.  
 

“The exclusionary process removes from 
consideration companies which earn 
revenues through products or services 
that are deemed to have negative 
impacts upon society...”

The traditional method has been criticized for not considering 
potential positive activities taken by companies that may 
offset negative behaviour. These companies are excluded 
despite the fact that the net effect may be positive. For 
example, an oil company may be making large investments 
of retained earnings into renewable energy and alternative 
energy sources but not receive any recognition for doing so 
under the traditional method.  Excluding entire sectors from 
the portfolio also decreases the risk diversification meaning 
socially responsible portfolios are exposed to a higher level 
of risk and may underperform. This doesn’t mean that a SRI 
portfolio can’t be diversified but that factors such as capital 
growth opportunities may be limited due to the decreased 
pool from which investments can be selected.

Impact Investing
Impact investing is a more modern method for selecting 
socially responsible stocks. It has developed into a popular 
investment and risk management approach that allows 
investors to jointly pursue financial and non-financial goals. 
As opposed to taking a passive approach like screening, 
Impact investing instead involves actively seeking 
investments that possess the potential to have positive 
environmental, social or economic effects. This is done 
by evaluating ESG factors to assess progress being made 
towards a company’s strategy and operations.

The ESG criteria are used by socially conscious investors to 
make their investment decisions:

Environmental - Consideration of the environmental impact 
of the company’s activities. This includes energy use, 
pollution and resource conservation efforts. 

Social - Examination of the way a company manages its 
relationships with customers, employees and suppliers. It’s 
expected that companies will work with other companies 
that share their values and create a work environment that 
promotes employee health and safety. How the company 
interacts with the community is also considered. 

Governance - Analyses the company’s leadership, internal 
controls and shareholder rights. Good companies have clear 
transparency and shareholder voting on important issues. 
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Securities that have been ESG tested are also available to 
investors through mutual & index funds and Exchange-
Traded Funds, not just in a direct equity form. However since 
ESG standards are subjective, investors still need to carry 
out independent research to find investments that align 
with their own personal values. This gives direct equities 
an advantage as the investor can tailor their investments to 
their own ethical beliefs rather than relying upon someone 
else’s judgement. 

The ESG criteria analyse a company’s strategy and 
operations similarly to how Triple Bottom Line Reporting 
assesses profitability. TBL is an accounting framework 
that stipulates three different bottom lines that must be 
prepared in order to fully consider the cost of the business’s 
activities. In addition to the financial bottom line, the social 
and environmental performance of the business are taken 
into consideration. Under the TBL framework a successful 
company is defined as one that achieves sustainability in all 
three categories and has positive impact on profits, people 
and the planet. Some companies even go further and make 
a quadruple bottom line report which adds purpose of their 
business to the standard triple bottom line.

In the modern age where Internet access creates an increased 
flow and easier sharing of information, companies are 
more vulnerable to the effects of media scrutiny. Increased 
media scrutiny reveals breaches of ethical, environmental 
and social rules to the general public and results in serious 
reputational issues for the company.  Reputational damage 
can have a major short and medium term impacts on 
revenues and profitability, making it even more important 
that investors invest in a socially responsible manner if they 
want to avoid the profitability of their portfolios declining, 
especially when looking at holding for an extended period 
of time. Holding over decades, the risk that negative 
publicity will occur because of SRI factors is a likely risk that 
can be avoided at the start.

By investing in a socially responsible manner, investors 
can ethically make profits while investing in companies 
which have a positive impact in society. To do so they must 
understand the values and activities of each company they 
are considering investing in so that they can make sure the 
company’s values are in line with their own in addition to 
being a sound financial investment. As more focus shifts to 
socially responsible investing, companies will need to adjust 
their behaviours to service the new demands or risk losing 
out to other companies willing to cater to this emerging 
customer segment. 
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An Interview 
with Professor
Lai Ming Ching

By Foss Shanahan, Jennifer Muhl and Anna Wu
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On 11 August 2016, we sat down with Professor Lai Ming 
Ching to discuss the process of taking a drug from idea 
to market. We hope this interview will provide insights 
for those of you out there who are currently thinking of 
investing in medical start-ups, but also to highlight the risks 
associated with investment strategies including startups 
and venture capital. It will become apparent that medical 
start-ups present a real opportunity for investors to use their 
capital to benefit society, and make many multiples on their 
original investment. However, this does not come without 
extremely high risk and probability of failure.  
 
Before we get into the specifics of what Ching has produced, 
we will look at the overall process of medical research. Then, 
we will examine the specifics of Ching’s case at each step. 
The research starts with a target; what is the desired effect 
you wish the drug to have? There are literally millions of 
proteins in the body, all playing a role in our overall health, 
so where do you start? This is a daunting task, but also 
one which welcomes innovation, as you will see in Ching’s 
example.  
 
A study in the 1990s found that there was an increased 
expression of the IDO1 protein in pregnant women 
where the placenta meets the uterus. This protein causes 
physiological changes in tryptophan levels that ultimately 
result in suppression of the maternal immune system, 
preventing it from responding to  the foreign antigens of 
the father that are expressed by the foetus. The end result 
is that the foetus is not rejected by the maternal immune 
system and will grow to full term. 
 
To put this in context, consider the organ transplant 
process; donors are rigorously screened to determine 
their compatibility with the recipient. Even then, immune 
suppressors are taken to safe guard against the recipient’s 
immune system from rejecting the transplanted organ. 
These precautions are not taken when you are selecting a 
partner. You do not test your partner for tissue compatibility. 
Women do not take immune  suppressants when they are 
pregnant, and yet the foetus thrives unharmed inside the 
mother’s womb. In a study in mice where the pregnant 
dams were given drugs that blocked the activity of IDO1 
protein, all the foetuses were aborted, as the maternal 
immune system was able to react to the foreign paternal 
tissue antigens on the fetuses and reject them.  
 
Could cancer cells be adopting this mechanism of immune 
suppression? Cancer researchers have since found that 

most types of cancers express high amounts of IDO1. The 
higher the amount of IDO1, the poorer the prognosis for the 
patient. It is now widely accepted that IDO1 prevents the 
body’s ability to fight off the malignant cancer cells, just as 
it prevent the maternal immune system during pregnancy 
from rejecting the foetus.   
 
Cancer biologists then began connecting the dots. Can 
we restore the immune system in patients if we block the 
activity of IDO1 produced by the cancer?  
 
An idea is the starting point. Bringing that idea to fruition 
is where the real hard work begins. There are around 100 
staff at the Auckland Cancer Society Research Centre where 
Ching works. Approximately half the staff are medicinal 
chemists, whose role is to design and create molecules that 
have the desired activity. The other half are cancer biologists 
who will test these molecules for the desired effect; in 
Ching’s case, inhibition of IDO1 function.

The first step in Ching’s journey was to find initial ‘hits’ that 
inhibited IDO1 amongst all the existing compounds that 
have already been made.  At $2 AUD per compound, Ching’s 
budget only allowed her to screen 42,000 compounds out 
of a library of 120,000 compounds. Ching was lucky and 
found 228 compounds that could inhibit IDO1 activity. 
From those, unstable and undesirable toxic compounds 
were eliminated, and the remainder were ranked according 
to their suitability for the chemists to use to build and create 
more potent but safe ‘drug-like’ compounds suitable for 
taking into human clinical trials.

 

Clinical candidates usually have to undergo three phases of 
clinical trials, and  testing is expensive. Venture capital and 
start-up companies are usually involved at this point. Ching 
works in an academic research centre at the University of 
Auckland, not a venture capital-backed start-up. Instead of 
getting funding from the market, Ching seeks support for 
her research from various public good granting agencies. In 
order to be successful in securing funding, a scientist must 
be able to present their ideas in a compelling way, and a 
good prior track record of research success can also make a 
significant impact on securing funding.  

“At $2 AUD per compound, Ching’s 
budget only allowed her to screen 
42,000 compounds out of a library of 
120,000 compounds.”
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The three different phases of clinical trials are as follows:  
 
Phase 1: The primary goal of phase 1 clinical trials is to find 
the effective dose without causing intolerable side effects. 
The starting dose given in phase 1 trials is very small, usually 
approximately 1/10th of the effective dose in mice. If side 
effects are not seen, the dose is increased incrementally 
until side effects are encountered. 
 
Phase 2: The purpose of phase 2 trials is to determine if any 
beneficial effects can be obtained using the optimal safe 
doses determined in phase 1 trials against selected cancers. 
Multiple phase 2 trials of the compound can be carried out 
at the same time, each against a different indication; e.g. 
one against melanoma and another phase 2 trial against 
pancreatic cancer. 
   
Phase 3: If positive effects are seen in phase 2 trials, then 
large multi-center phase 3 registration trials are carried out, 
usually involving around 1000 patients for each trial. This 
is where the drug must prove itself. If the results are better 
than existing drugs on the market, the regulatory body will 
approve its registration of the drug for use. The approval 
rate over the past three years has been between 60 to 89 
percent, so there are still a significant number of drugs 
which fall over at the last hurdle.

The costs associated with administering and monitoring 
one of these huge phase 1 trials can exceed $1 billion, and 
is the reason why multinational pharmaceutical giants are 
usually required to step in to provide financial backing to 
run these trials. Ching provided one example here where 
Bristol-Myers Squibb paid $800 million up front and up to 
$450 million in milestones to Flexus Biosciences for their 
IDO1 programme.   
 

Let’s take a step back here and think about how the 
incentives can shift when a drug reaches the market. What 
began as a science project, now involves investors and 
shareholders’ money. Investors expect a return and demand 
to be kept up to date with the performance of the drug 
throughout its stages of testing. There is a need within the 
business to address the interests of the shareholder, which 
can be a continual balancing act between the interests of 
the shareholders and the goals of the scientists. A person 
investing in a start-up drug company needs to be aware of 
these conflicting interests, and must also understand that 
scientists focus mainly on science and not business.  
 
The period from idea to clinic may span as long as 10 to 
20 years. The length of time to reach commercialisation 
coupled with the very low probability of realization makes 
medical start-ups a very risky business to invest in, although 
the rewards can be massive. Recently Axovant Sciences 
purchased a failing drug from GlaxoSmithKline for $US5m 
and now has a market cap approaching $3bn. Originally, 
the drug showed no effects, but when tested in conjunction 
with another common drug, the results were promising.   
 
Uncertainty is the nature of the industry. A drug which 
seems to be a sure bet can suddenly be worthless the next 
day when the trial results come in. There are always risks 
involved in such speculation, and medical start-ups are 
no exception. The benefits and advancements to society 
that medical start-ups offer are unrivalled. It is hoped that 
this article provides the reader with an understanding 
of the risks associated with investing in such early-stage 
companies and venture capital funds as an investing 
strategy. Diversifying these high risk companies through an 
ETF (exchange-traded fund) is a good way to help spread 
the risk should one company go bust or be unsuccessful in 
their ventures.

“The costs associated with administering 
and monitoring one of these huge 
phase 1 trials can exceed $1 billion, 
and is the reason why multinational 
pharmaceutical giants are usually 
required to step in to provide financial 
backing to run these trials.”



UAIC  |  25 

 http://flickr.com/photos/36374942@N00/3880462147 
Author: Kevin Hutchinson

http://www.loc.gov/pictures/item/2003673967/ Au-
thor: Thomas J. O’Halloran

https://commons.wikimedia.org/wiki/File:Paternos-
ter_Square.jpg Author: Gren

https://commons.wikimedia.org/wiki/File:Electronic_
stock_board_in_Yaesu,_Tokyo_2007.jpg Author: Nappa

https://mejorbroker.org Author: Equim43

https://upload.wikimedia.org/wikipedia/com-
mons/3/39/Brooklyn_wind_turbine.jpg Author: 
jemsweb

https://upload.wikimedia.org/wikipedia/commons/b/
bd/Tesla_Model_S_(108).JPG Author: El monty

CREDITS
https://upload.wikimedia.org/wikipedia/com-
mons/7/7e/S_and_P_500_chart_1950_to_2016_with_
averages.png Author: Patrick J. Lynch

https://www.flickr.com/photos/petrick/2291498814/
in/photolist-9jXDBL-4uuwLf-aeLj1J-xivHoV-aeLiB5-
aeHusB-8ZoPHP-8ZrUTQ-8ZrErS-8Zs3xu-bWPzc3-
8ZrGjC-4uuwBG-8ZoC5x-8ZoAjg-7kCEzX-7f2XDi-7kC-
Dar-8ZoXS6-8ZrKpy-4uuwwo-cRv5xh-7p2txQ-tArhoQ 
Author: Perpetual Tourist

https://www.flickr.com/photos/teegar-
din/6093690339/in/photolist-ahtKQx-9vYWP7-95gMni-
6oVWp-e2ydrv-84v8Yp-Ca8Ufi-asdG2f-asb4gR-asdHE1-
asdFxW-asb4Rk-asdF4W-asb4bv-asb4AB-asdFMQ-as-
dHew-asb2Fe-asb2C6-asb3An-6i4Kgb-Cy2rmD-5vxVyF-
CEpvqG-a9idKB-7h6VhK-Ca1S2L-7KgP4q-quqKv7-eX7h-
bv-nUcXB2-eXj12u-asb2Mg-asdGgQ-asb4YB-oau2f7-
asb386-asb4pt-asb2xp-asb598-agfkro-asb2Av-asb5hK-
asdGzS-4eug9M-5GD1i9-Ca8QuH-D5dbsq-Ca8LN4-
CWXF1q Author: Ken Teegardin



26  |  UAIC

UAIC


