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Books to Learn From - Teun Draaisma

I have learned so much from reading about 
investing. For instance, for me the main lesson 
from the collection of interviews published in 
Jack Schwager’s Market Wizards: Interviews with 
Top Traders, as well as his follow-up The New 
Market Wizards: Conversations with America’s Top 
Traders, was that there is not one single 
investment style that always works for everyone, 
instead the challenge for each investor is to find 
the investment style that works best for them.  

Reading is an enjoyable as well as efficient way 
of getting exposed to principles or techniques 
that have been successful for some. As strategist 
at Morgan Stanley I sometimes used references 
to books when I published my own opinion, and 
applied its lessons to current markets. Thus, I 
was able to give references to some of the best 
investment books around, including in articles 
referring to Liaquat Ahamad’s Lords of Finance, 
Edwin Lefevre’s Reminiscences of a Stock Operator, 
David Dreman’s Contrarian Investment Strategies, 
Russell Napier’s The Anatomy of the Bear, and Joel 
Greenblatt’s The Little Book that Beats the Market. 

What follows are extracts from various Morgan 
Stanley papers I wrote, referring to some of the 
lessons learned from reading specific investment 
books. 

 

Morgan Stanley. Strategy: Euroletter - The 
Perils of Short-Termism, October 9, 2006 

Only recently I read the classic Reminiscences of 
a Stock Operator by Edwin Lefevre. I strongly 
recommend it. It is about how one of the 
investment legends of the early 1900s, Jesse 
Livermore, made and lost fortunes several times 
over, and the lessons he learnt on the way. It is 
written in the first person, as if Jesse is having 
dinner with you and he tells you about his life as 
an investor. This book was originally published 
in 1923, but it could have been written today, so 
timeless are the lessons and the stories. Here is 

my subjective selection of invaluable investment 
advice from Jesse Livermore. 

- Markets never change: “When you read 
contemporary accounts of booms or panics the 
one thing that strikes you most forcibly is how 
little either stock speculation or stock 
speculators to-day differ from yesterday. The 
game does not change and neither does human 
nature” 

- Resist the temptation to trade too much: 
“the desire for constant action irrespective of 
underlying conditions is responsible for many 
losses in Wall Street even among the 
professionals” 

- Be patient: “It never was my thinking that 
made the big money for me. It always was my 
sitting. … It is no trick at all to be right on the 
market. You always find lots of early bulls in bull 
markets and early bears in bear markets. … Men 
who can both be right and sit tight are 
uncommon. I found it one of the hardest things 
to learn. But it is only after a stock operator has 
firmly grasped this that he can make big money. 
The reason is that a man may see straight and 
clearly and yet become impatient or doubtful 
when the market takes its time about doing as he 
figured it must do. That is why so many men in 
Wall Street, who are not at all in the sucker class, 
not even in the third grade, nevertheless lose 
money. [and then, referring to a successful role 
model of his:] He had not only the courage of 
his convictions but the intelligent patience to sit 
tight.” 

- Markets discount events 6-9 months ahead: 
“The course of the market is always from six to 
nine months ahead of actual conditions.” 

- The consensus is wrong at extremes: “the 
public is so often whipsawed that one marvels at 
their persistence in not learning their lesson” and 
“In every boom companies are formed primarily 
if not exclusively to take advantage of the 
public’s appetite for all kinds of stocks…. The 
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big money in booms is always made first by the 
public - on paper. And it remains on paper.” 

- Behavourial finance, 1923: “Observation, 
experience, memory and mathematics - these are 
what the successful trader must depend on. … 
He must bet always on probabilities - that is, try 
to anticipate them. ….. The speculator’s deadly 
enemies are: ignorance, greed, fear and hope.” 

- Run your winners, cut your losing 
positions: “always sell what shows you a loss 
and keep what shows you a profit …. The 
speculator’s chief enemies are always boring 
from within. It is inseparable from human nature 
to hope and to fear. In speculation when the 
market goes against you, you hope that every day 
will be the last day - and you lose more than you 
should had you not listened to hope …. And 
when the market goes your way you become 
fearful that the next day will take away your 
profit, and you get out - too soon. Fear keeps 
you from making as much money as you ought 
to. The successful trader has to fight these two 
deep-seated instincts. He has to reverse what 
you might call his natural impulses. Instead of 
hoping he must fear; instead of fearing he must 
hope. He must fear that his loss may develop 
into a much bigger loss, and hope that his profit 
may become a big profit. It is absolutely wrong 
to gamble in stocks the way the average man 
does.” 

- The intensity and the pressure: “speculation 
is a hard and trying business, and a speculator 
must be on the job all the time or he'll soon have 
no job to be on” 

- Know yourself: “a man must know himself 
thoroughly if he is going to make a good job out 
of trading in the speculative markets” 

- Take a distance from time to time: “one can 
see the whole better when one sees it from a 
little distance”  

 

 

Morgan Stanley. Strategy: Euroletter – 
Beyond Beta, August 1, 2006 

Buying stocks on low EV/EBITDA and 
high ROCE. We like reading books about 
investing. Two great books among the ones we 
have read in the last few years are written by Joel 
Greenblatt: The Little Book That Beats The Market 
and You Can Be A Stock Market Genius. One of 
his favourite concepts is corporate change, and 
among other things, he describes how it is 
interesting and rewarding to invest in spinoffs. 
Another concept he develops in some detail is 
that we should all look to buy quality companies 
‘on the cheap’. While that sounds obvious, he 
proposes a simple method that he demonstrates 
has worked in the US market over time: buying 
stocks on low EV/EBITDA and high ROCE. 
We have looked at this in Europe and we found 
it a great strategy too, over time, both for going 
long and going short. 

Backtest numbers […]. A strategy of going 
long the top 50 and short the bottom 50 
European stocks based on low EV/EBITDA 
and high ROCE would have given the following: 

- The longs. Average annual outperformance of 
6% for the longs, outperforming 11 out of the 
last 16 years. The hit ratio is not that impressive, 
as only 54% of the longs that have come 
through the screen did actually outperform in 
the next 12 months. That low hit ratio is a 
perfect illustration of the ‘margin-of safety’ 
characteristic of value stocks. The winning stock 
picks win big, the losing stock picks don’t lose 
that much at all because the valuations were low 
to start with. 

- The shorts. Average annual outperformance 
of 9% by going short the shorts, giving 
outperformance in 13 out of 16 years. The hit 
ratio and the average annual outperformance is 
better for the short leg of this strategy than for 
the long leg, which is very unusual. Of the short 
candidates, over time, only 32% outperformed 
the market in the subsequent 12 months, leaving 
68% of the short candidates indeed 
underperforming relative to the market. 
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- Long-short. The best performance numbers 
are obtained by following the long-short 
strategy. The net average annual performance 
would have been 15% by going long the longs 
and short the shorts, making money in 15 out of 
16 years. Those look very impressive stats. […] 

Some important questions. Analysis like this 
always raises further questions. Here we address 
some of the most obvious ones. 

- Which is the best valuation measure to use: 
EV/EBITDA, EV/EBIT or P/E? Joel 
Greenblatt used EV/EBIT in the US. In 
Europe, we decided to use EV/EBITDA, as tax 
and accounting regimes can vary so widely 
between countries. One could argue that we 
should have used P/E, which would have 
allowed us to include financials, and it would 
have measured the value to the equity holder 
rather than the value to the firm. 

- Implement the recommendations blindly, 
or use a judgmental overlay? One could be 
tempted to go through the list of current 
recommendations and possibly filter out the 
stocks where one’s fundamental view differs 
from the screen’s recommendation. For 
instance, the list of current longs is dominated 
by cyclicals, which we believe are on peak 
earnings, while the list of shorts is dominated by 
IT companies, which we suspect are closer to 
trough earnings. But, by using this judgmental 
overlay, one might very well dilute the returns of 
this quantitative tool, by going against the 
required discipline. 

- Does it work for large caps? The universe we 
have used is all European companies we had 
data for, including smaller caps. We have also 
run the analysis excluding the 33% smallest 
companies by market cap. The results were still 
good, albeit less so than when smaller caps are 
included: the long-short strategy for larger caps 
has given positive returns for 13 out of the last 
16 years, and an average annual performance of 
10%. More detailed results are available on 
request. 

- How does this backtest compare to other, 
related backtests? We have also tried to use 
only EV/EBITDA, only ROCE, or a method 
based on buying stocks on low EV/EBITDA 
and low ROCE. Of these, we found that only 
the strategy based on EV/EBITDA alone could 
rival the results presented in this Euroletter. The 
strategy based on only EV/EBITDA would 
have made money in 13 out of the last 16 years 
as opposed to 15 out of 16 for the combined 
approach we have opted for here, and an average 
annual performance of 12%. Also, the shorts did 
not work as well. More detailed results are 
available on request too. 

- No transaction costs. In the backtest we have 
assumed no transaction costs, and therefore the 
published results would not have been 
obtainable. We prefer this methodology, though, 
to illustrate the potential signal that this method 
gives us. 

- We used only trailing data, no estimates. 
We prefer to use trailing data, in general, as that 
is more objective than using estimates. In this 
exercise, we assumed that by the end of April of 
each year, the annual reported data for the 
previous year was known and we ranked the 
stocks on that basis. 

 

Morgan Stanley. Strategy: Euroletter - 
Superbear, May 23, 2008 

[…] The big US bear markets of the last 100 
years. Such a very bearish scenario — 
characterised by a prolonged period of 
stagflation — is backed up by a very interesting 
and sobering book, Anatomy of the Bear (2005), by 
Russell Napier. The author analyses US equities 
over the last 100 years, and observes that every 
now and then markets go to levels of gross 
overvaluation. These overvaluation events are 
invariably followed by a bear market that ends at 
levels of gross undervaluation, on average some 
14 years later, although once, in 1929-32, it took 
only 3 years. The book was published in 2005, 
and I am not sure what the author’s opinion is 
of today’s market. But in this piece I draw some 
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implications for today’s market from his 
approach. 

Lessons from true bear markets. The author 
has identified and analysed Wall Street’s four 
great bear market bottoms, the four best 
moments in the last 100 years to buy and hold 
equities for 10+ years: 1921, 1932, 1948 and 
1982. He notes that 1974 is a good contender 
too, but did not quite make it into the final 
selection because the 10-15 year subsequent 
returns in real terms were low. Apart from 
analyzing valuations, interest rates, and growth, 
the author has also read all the daily Wall Street 
Journals in the four months surrounding the 
identified bear market bottoms, and reports the 
general sentiment during those months. It is 
fascinating reading, and it provides a clear and 
analytical picture of what the market looks like 
right at the bottom, challenging conventional 
wisdom on quite a few points. 

In the superbearish scenario there would be 
50% more downside to equities in the next 5 
years or so! If you use these lessons as a 
framework for today’s market, one has to 
conclude that equities should fall by another 
50% or so over the next 5 years or so! Our view 
is more measured, but here are the ‘superbear’ 
lessons as we derive them from the analysis of 
US bear markets in the last 100 years: 

1. Valuat ions  g e t  v e ry  v ery  low indeed .  The 
cyclically-adjusted PE, aka the Shiller PE, 
represented by the latest price divided by the 
average earnings of the last 10 years, reaches 10 
or even less at bear market bottoms, while 
Tobin’s Q, the price divided by the replacement 
value of assets (or price over net worth defined 
as assets minus liabilities), gets as low as 30% or 
less. These valuations are the biggest problem 
with today’s market, as the Shiller PE is more 
than twice that. Today’s message: Shiller PE is 
above 20 still, while true bear markets tend to 
end at less than 10 times (see Exhibits 12 and 
13). Equities are not cheap enough and need to 
decline by at least 50 percent. 

 

 

2. Equit i e s  be come cheap s lowly .  The average 
duration of bear markets has been 14 years, with 
the much more rapid 1929-32 episode, when 
equities went down 89%, the exception. Today’s 
message: we are in year 8 of a 14 year bear 
market. 

3. Sent iment  i s  no t  huge ly  nega t iv e  a t  the  
bo t tom o f  the  bear  market . The popular myth 
that there are no bulls left at the bottom of the 
bear market is wrong. Many market 
commentators are correctly bullish right at the 
bottom of the bear market. Popular myth has it 
that talk of ‘equities are dead’ and ‘there is no 
future for equities’ should be widespread and are 
classic signals of the end of the bear market. 
This is far from the truth, it turns out. In related 
fashion, there is no climactic last and final sell-
off on high volumes. Quite the contrary, the 
final slump is on lower and lower volumes. 
Subsequent higher volumes at higher levels 
confirm the bear market is over, with hindsight. 
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Today’s message: do not take any ‘contrarian 
comfort’ from the fact that many people are 
quite bearish on the macro outlook, contrary to 
conventional wisdom, that is not a classical sign 
of a bear market trough. 

4. Pat i ence !  Equi t i e s  do  t rough dur ing  
e conomic  r e c e s s ions ,  but  they  do  no t  ant i c ipa te  
e conomic  r e covery  by  6-9 months .  The lead 
time is much shorter, and often equity and 
economic recoveries are coincident, and 
sometimes economies bottom before equities do 
so. Patience is key. Today’s message: indeed, this 
is consistent with our finding that one should be 
patient in bear markets as there is not much 
discounting of the upturn going on at the end of 
the bear market, after numerous failed rallies and 
false hopes […]. 

5. Times  have  changed ,  but  mos t  ru l e s  have  
no t .  Although times have changed dramatically 
over the last century, and economies have been 
functioning differently, while investors have 
arguably become more sophisticated, there are 
many common signs and characteristics at the 
bottom of bear markets. 

6. Don’t  f i gh t  the  Fed .  When the Fed cuts rates 
and equities are cheap, you should buy. There 
have been some major exceptions, such as in 
Nov-1929 (as in Jan-2001 and March-1980), 
when Fed easing was a false signal to start 
buying equities. Today’s message: if equities are 
cheap one should not fight the Fed, but arguably 
equities are not cheap enough yet (see lesson 1). 
We think the following two lessons, for now, are 
less applicable to today’s markets, because with 
EM decoupling commodity prices and inflation 
are high but rates are very low. In other words, 
this is not (yet) the classical slowdown driven by 
overtightening, followed by low growth and low 
commodity prices globally. A superbear would 
argue, of course, that this is the next phase that 
we still have to go through, so lessons 7 and 8 
may become relevant in the next few years: 

7. There  are  some cons i s t en t  ear ly  s i gns  o f  
e conomic  improvement .  The three best are the 
copper price bottoming out, auto sales 

improving (or at least getting less bad), and 
inventories being very low. Today’s message: the 
copper price has not even fallen yet, so we are 
far away from the bear market trough. 

8. Fixed in come markets  have  g iv en  some good 
warnings  s i gna l s . Government and corporate 
bonds rally on average 10 and 4 months, 
respectively, before equities reach their final 
trough. Today’s message: similar to the copper 
price in lesson #7, government bonds have not 
even sold off yet. Corporate bonds have, of 
course, and troughed in the middle of March, 
which in isolation means that equities are close 
to a trough too. However, in conjunction with 
the other lessons, we think this does not stack 
up at all, as valuations are simply too elevated. 

 

Morgan Stanley. Strategy: Euroletter – Time 
to Catch Some Falling Knives, May 23, 2005 

Be prepared to buy value stocks that plunge. 
If a stock plunges on a single day by 10% or 
more, it does not pay to buy it on a 12-month 
view, generally […]. We have looked at all the 
plunges in MSCI Europe since 1998 and found 
that the average subsequent 12-month 
performance if you buy stocks on the day of its 
10%-plus plunge is +10%, but more than half of 
these stocks actually underperform over that 
period. If you add valuation to the equation, 
though, results change dramatically. Buying cheap 
stocks — based on lowest quartile of P/BV — 
after a plunge has proved a winning strategy. 
Our analysis is based on P/BV quartiles, and 
buying the cheapest P/BV quartile after the day 
of a 10% fall leads to +19% outperformance on 
a 12-month view, with more than half of stocks 
outperforming. Stocks that plunge by 10% or 
more that are in the highest quartile of P/BV 
underperform on average. 

Brace yourself: short-term pain for long-term 
gain. Buying these types of stocks will require 
patience, courage and discipline. By definition, 
each of the names on this list has some sort of 
micro or macro problem. The common 
denominator is that the risk-reward ratio is 
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skewed to the upside, but that the short-term 
outlook may be thorny. 

Don’t hold your breath: some value stocks 
require a very long horizon. We would expect 
most of these stocks to trade sideways and 
possibly even down in the short term, and we 
expect the majority to outperform on a one- to 

two year view. In his book on value strategies 
Contrarian Investment Strategies: The Next Generation, 
David Dreman recommends a three-year 
horizon and mentions that Sir John Templeton 
prefers a six-year horizon. This is why we 
recommend a portfolio approach. Our portfolio 
is largely defensive, but we do like to have some 
exposure to these types of stocks.  
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