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CHAPTER 7.  
Value Traps

“Can you believe that in 1975 I bought Waumbec Mills, 
another New England textile company? Of course, the 
purchase price was a ‘bargain’ based on the assets we 
received and the projected synergies with Berkshire’s 
existing textile business. Nevertheless – surprise, surprise – 
Waumbec was a disaster, with the mill having to be closed 
down not many years later.”

Warren Buffett

Companies trading at attractive prices are almost always 
unpopular. That’s fine with me, as long as the unpopularity 
is caused by a minor problem that can be fixed quickly and 
cheaply. What I want to avoid are value traps – companies that 
are unpopular because they’re heading into permanent decline or 
where a major crisis is about to explode.

In the book Corporate Turnaround, the authors outline a series 
of principle causes of corporate crisis and decline. After reading 
the book I thought the causes were so good I turned them into 
a list of questions and I now run through those questions with 
every company I’m thinking of investing in. I use the questions 
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to help me find operationally robust businesses while – mostly – 
avoiding crisis situations and other kinds of value traps. My rule 
of thumb here is simple, although much more subjective than 
those in Part 1.

Defensive value rule of thumb

Only invest if you are reasonably confident that the 
company is not a value trap.

Before I start asking these questions I spend an hour or so reading 
through the company’s past annual reports and investor relations 
website. This gives me a general idea of the company’s history, 
what products and services it sells, who it sells to, how it creates 
what it sells, its internal organisation and so on. I like to write 
down a summary of these initial findings to help me organise 
my thoughts and I refer back to and improve this summary 
throughout the business analysis process.

Once I’m fairly confident that I have a basic understanding 
of what the company does I’ll move on and look for areas of 
potential weakness using these value trap questions. 

The questions are phrased so that a yes answer is good and a no 
answer is less good, but not necessarily bad. Generally I avoid 
companies where there are more no answers than yes answers, 
but what really matters is the details of each answer and your 
judgment about what that answer means in terms of the riskiness 
of the investment.

There are 19 questions in all and they’re grouped under nine major 
topics. In the rest of this chapter I’ll go over them one by one 
before working through a fairly detailed example.
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Management

1. Does the company have a clear and consistent goal 
and strategy and is it focused on implementing that 
strategy successfully?

Many problems stem from management errors. However, most of 
these are impossible to spot before a crisis emerges. Those that can 
be spotted in the accounts, such as high levels of debt or low levels 
of profitability, we’ve already covered. So here I’m looking for 
signs of poor management that haven’t shown up in the accounts.

One sign of poor management is that the company doesn’t have 
a clear goal or a defined strategy for achieving that goal. Or 
perhaps it has a clear goal and strategy but doesn’t appear to 
be seriously focused on implementing that strategy successfully. 
Good management would make all of those things a priority.

The goal might be known as the company’s vision, mission or 
purpose, but it shouldn’t take too long to find in the annual 
reports. There will usually be a high-level goal statement on the 
company’s investor relations website or in the annual reports 
which explains why the company exists. 

Similarly, it should be easy to find a clear description of the 
company’s strategy in its annual reports, as well as a progress 
update on what actions have been taken as part of that strategy 
and how successful (or not) they have been.

This task has become easier in recent years as companies are now 
required to include a strategic report section within their annual 
reports. The strategic report’s goal, according to the Financial 
Reporting Council, is to provide shareholders with “a holistic 
and meaningful picture of an entity’s business model, strategy, 
development, performance, position and future prospects”. For 
the most part they do exactly that and I find these strategic reports 
very helpful when first getting acquainted with a company. 
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2. Does the company have an obvious core business 
upon which its goal, strategy and long-term future are 
heavily focused?

A sign of good management is that it focuses on and takes due 
care of the core business, rather than getting overly excited about 
endlessly entering new and unfamiliar territory. If a company is 
going to prosper over the long term it must focus on what it can 
do that others can’t, or at the very least on what it can do better 
than anyone else.

In most cases companies can only do one or two things better 
than the competition and it should be fairly obvious what those 
things are. I try to avoid companies that are involved in lots of 
unrelated activities and which take a jack-of-all-trades approach 
to business.

Once again the strategic report, along with the rest of each annual 
report and the company’s investor relations website, should be a 
good starting point for uncovering a company’s core business. 
Some companies will also put videos and slides from presentations 
on their corporate websites. I find these useful for understanding 
a company’s business, especially those that are larger or more 
complex.

Operational costs

3. Is the company in the leading group in terms of 
market share within its chosen markets?

Size can help to keep costs down. In many cases larger companies 
are able to provide goods and services more cheaply than smaller 
ones, which is one reason why I prefer to stick to FTSE 350 
companies and only rarely venture into the world of small-caps. 
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However, regardless of size, I prefer companies that are in the 
leading group within their markets.

If you’re lucky you will be able to find this information in the 
usual places – the annual reports or the investor relations website. 
However, many companies do not mention their market share 
and so you may have to search online, by typing something 
like “what is Vodafone’s market share?” into Google or another 
search engine.

If you have no luck with that then you can look for a market 
share proxy, i.e. something similar to market share, such as the 
company’s market capitalisation relative to its peers, or industry 
articles which repeatedly refer to the company as “leading”.

Even without hard numbers, you should be able to get a feeling 
as to whether the company is a whale or a minnow in its most 
important markets.

4. Has the company had the same core business for 
many years?

Another way that companies can do things more efficiently and 
therefore cheaply is if they have a lot of experience in their core 
industries and markets. Given that we’re looking at companies 
with a successful ten-year track record, the answer to this question 
is almost always going to be yes, but it’s still worth asking. 

This should be quite easy to work out by reading through the 
opening pages of the company’s annual reports from this year, five 
years ago and ten years ago. It should be fairly obvious whether 
the company has had the same core business.
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Major projects

5. Is the company free of large projects which, if they 
failed, could push it into a major crisis?

CEOs who take bold, bet-the-company decisions are often praised 
as heroes (assuming the bet ends well), but I’d rather not invest 
in a company that is making, or is likely to make, that sort of 
bet. While large projects can be exciting for investors, managers 
and employees, they usually come with significant risks if things 
go wrong.

As before, the best way to find out what the company is doing, 
or planning to do, is to read through the opening sections of the 
most recent annual reports.

6. Is the company free of the need for large capital 
expenses (capex)?

As we saw with the lemonade stand example in Chapter 3, some 
companies need to invest in assets (such as a lemonade stand) 
that they expect to be productive for more than a year. These are 
known as capital assets and the money spent on them is a capital 
expense.

There is nothing intrinsically wrong with companies that need to 
invest heavily in capital assets in order to maintain or grow their 
profits. It all depends on how much needs to be invested and, as 
we saw in the chapter on profitability, what sort of return those 
assets can provide. 

Large capital expenses are mostly a problem when the purchased 
capital assets then have ongoing running costs. In those situations 
a company could invest heavily in capital assets (e.g. factories, 
warehouses, shops) in order to meet increasing demand when 
times are good, but when the economy and subsequently demand 
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inevitably slows down, the high and relatively fixed costs of 
running those capital assets can be left inadequately supported 
by falling revenues.

An example of this is the UK supermarkets Tesco, Sainsbury’s and 
Morrisons, which need to spend large amounts on developing and 
upgrading stores. When the economy slows down, those assets 
can struggle to generate enough profits to cover their fixed costs 
and the return on invested capital can collapse in a relatively 
short period. 

Another example is telecoms companies such as BT or Vodafone. 
These companies need to invest heavily in physical infrastructure 
(phone lines, exchanges, etc.) before they can use that 
infrastructure to generate revenues. Again, if demand and returns 
on capital fall, the investment in those capital assets cannot easily 
be retrieved (if at all) and it may be better for investors if the 
capital investment had never been made in the first place.

You can find the capex figure in the investing activities section 
of the cash flow statement. There should be a section in the 
statement called “cash flows from investing activities” or with a 
subtotal of “net cash from investing activities” or similar, and in 
that section there should be an item called “purchase of property, 
plant and equipment” and perhaps another item called “purchase 
of intangible assets”. The sum of these items is effectively the 
company’s capital expense for the year. Alternatively, you may 
find that your data provider – if you use one – already calculates 
a figure for capital expenditure, in which case your job is a little 
easier.

Once we have a figure for capex we have to decide exactly what 
we mean by large capital expenses. My approach to this is to use 
the capex ratio. You can calculate it like this:

capex ratio =  
ten-year average capex / ten-year average post-tax profits 
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As I mentioned earlier in the book, I use normalised post-tax 
profits, but you could also use adjusted or reported post-tax 
profits instead.

Once the capex ratio has been calculated I usually express it as a 
percentage (multiply the ratio by 100) and apply the following 
definition:

1. Low capex – The capex ratio is below 50%. About half of 
companies spend this much on capex.

2. Medium capex – The capex ratio is between 50% and 100%. 
About 30% of companies spend this amount.

3. High capex – The capex ratio is above 100%. About 20% of 
companies spend this amount, i.e. they spend more on capex 
than they make in profits.

It is the high capex companies I would rather avoid. High capex 
on its own probably isn’t reason enough to avoid a company, but 
it should make you think twice, especially if the company has 
fairly high levels of debt and/or low profitability. 

7. Are revenues generated through the sale of a large 
number of small-ticket items rather than through 
major one-off contracts?

Major contracts are another type of big project and they’re the 
bread and butter of many companies, particularly those in the 
construction and support services industries. There is nothing 
intrinsically wrong with companies that generate revenue 
primarily through large contracts, such as building skyscrapers 
or running government prisons, but they do come with additional 
risks. This is especially true when the contracts are won through 
a process of competitive tendering.

The problem here is that because these large contracts are won 
relatively infrequently, and because each is so important to the 
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company’s success, there is sometimes too much focus on just 
winning contracts rather than winning profitable contracts.

The pressure to produce a competitive bid can lead companies to 
unknowingly underestimate the expenses they will incur whilst 
building or providing the contractually obliged product or 
service. The result can be a large contract which ends up making 
significant losses over many years.

Another problem with large one-off contracts is that they do 
not last forever. When they come to an end the revenues and 
profits generated by that contract need to be replaced, otherwise 
financial obligations such as interest and dividend payments may 
come under extreme pressure, possibly leading to rights issues 
and dividend cuts. 

How do you know if a company depends on large one-off contracts?

It isn’t always clear from the accounts, so you’ll just have to read 
the annual reports, get a broad understanding of the company 
and then – in most cases – it will be fairly obvious. If it isn’t 
obvious you’ll just have to use your best judgment. Either way, 
you should make a note of your conclusions so that you can refer 
back to them when making your final decision about whether to 
invest.

I began asking this question after I invested in two companies 
which both subsequently suffered from problems with large 
contracts. The companies were Balfour Beatty and Serco.

Balfour builds bridges and other major pieces of infrastructure 
that take millions of pounds and several years to build, and those 
projects must be replaced with equally large projects when they 
come to an end. This absolute need to replace large projects – at 
almost any cost – was a major contributor to Balfour’s losses and 
dividend cut in recent years.

With Serco, shareholders also saw major losses and a dividend 
cut. Serco operates – among other things – prisons, air traffic 
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control centres and nuclear weapons programmes, primarily for 
governments. It had basically the same problem as Balfour Beatty; 
large, long-term projects that occasionally need to be replaced, 
under highly competitive conditions, with equally large contracts. 
In Serco’s case some of those large contracts, from which it could 
not escape, effectively locked it into multi-year losses.

I managed to exit Balfour with a small capital loss that was offset 
by its dividend income, but with Serco I sustained a 50% capital 
loss and learned some important lessons. It was only my policy of 
broad diversification (which I’ll cover later) that made the Serco 
loss a less painful experience than it otherwise might have been. 

As they say, once bitten, twice shy, and I am now much more wary 
of companies that rely on large one-off contracts. However, that 
does not mean I wouldn’t invest in that sort of company again. 
It just means that I would be extra cautious and perhaps require 
a higher standard than usual for other aspects of the company, 
such as its profitability and debt levels.

Mergers and acquisitions

8. Has the company avoided mergers or large 
acquisitions in the last few years?

Personally I have a mild dislike of large acquisitions and mergers 
as they can destabilise a company’s core business. An acquired 
business usually needs to be integrated to some degree, especially 
if synergies and cost savings are sought. All of that can take 
resources and focus away from the all-important core business, 
which is rarely a good idea.

There is also empirical evidence to suggest that acquisitions are 
not generally positive for the acquiring company’s shareholders 
as the price paid is often too high.
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I’m not totally against acquisitions as it’s a legitimate growth 
strategy. However, each acquisition should be small enough that 
it can’t have a significantly negative impact on the acquirer’s 
core business. That should be true even if there are integration 
problems and even if the price paid was too high.

Acquisitions can be found in the cash flow statement and in the 
notes to the accounts at the back of each annual report. If there 
have been any acquisitions then you’ll find the amounts under the 
investing activities section of the cash flow statement. The name 
of that section may vary but it should definitely have “investing” 
in it. The actual amount will be called “acquisition of subsidiaries” 
or something similar with the word “acquisition” in it.

An accounting note associated with the acquisition will give you 
more detail, such as how much was paid per company, if more 
than one company was acquired. 

So now that we have the amount spent on acquisitions we need 
to define what constitutes a large acquisition. 

Generally I’m not worried about acquisitions as long as the 
company spent less in a given year than it made in post-tax 
profits. In other words, I use the following definition:

1. Small acquisitions – Total spent on acquisitions in a year is 
less than that year’s post-tax profits.

2. Large acquisitions – Total spent on acquisitions in a year is 
more than that year’s post-tax profits.

I look at each company’s acquisition history going back ten years. 
If there is a large acquisition in that period then I’ll have a closer 
look at what it was and how it has worked out (so far). I look for 
signs that the acquisition has caused problems or has significantly 
underperformed expectations. Either of those may indicate poor 
judgment on the part of management.
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I’m also wary of companies that have made multiple large 
acquisitions in the last ten years, and if a company has spent 
more on acquisitions in the last ten years than it made in post-
tax profits then that is a serious warning sign. The rest of the 
investment case would need to be extremely compelling before I 
would invest in such a company.

One example of a problematic large acquisition is Serco’s purchase 
of Intelenet in 2011. Serco, as we’ve seen, provides services to 
governments through large, long-term contracts. As part of a 
push for diversification Serco purchased Intelenet – one of India’s 
largest business process outsourcing (BPO) firms – for £385m 
from The Blackstone Group. At the time Serco’s normalised post-
tax profits were £180m while its average earnings for the previous 
few years were even less, so this was definitely a large acquisition.

For Serco this was also a strategically significant acquisition. It 
was a move into a new continent and a relatively new market 
(business services rather than government services). So how did 
the acquisition work out?

By 2015 Serco India BPO (Intelenet’s new name) had grown 
its revenues fourfold, but that was not enough to stop Serco 
from selling the unit back to The Blackstone Group for £250m, 
crystallising a huge loss for Serco. In hindsight the Intelenet 
acquisition looks like a debt-fuelled lunge for growth at any 
price. This was particularly dangerous because Serco was already 
carrying significant amounts of debt and its ability to pay down 
those debts was – as we’ve already seen – dependent on its ability 
to win large contracts against committed competitors.

While the Intelenet acquisition was not the only cause of 
Serco’s downfall, such a large acquisition was a good sign that 
management were willing to take significant risks in order to 
grow the business. As a defensive value investor, significant risks 
are something I would rather try to avoid.
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9. Has the company avoided acquisitions that have 
little to do with its core capability?

As well as large acquisitions, those that are not closely related to 
a company’s existing business can also be problematic.

This purchase of unrelated businesses is sometimes described as 
diversification, with hoped for synergies, cost savings and the 
opportunity to cross-sell into new markets. But often the result 
is an acquisition where the acquiring company is not the best 
owner of the acquired company. This usually happens because the 
acquirer has no special expertise or competitive advantages in the 
acquired company’s industry. The result can be years of expensive 
integration headaches and a company that is more complex to 
run and less focused than it was before. 

An example of this would be insurance giant Aviva’s acquisition 
of RAC (the roadside repair company) in 2005. The idea seems 
to have been that Aviva would sell car, life and house insurance 
to RAC members, so effectively it was buying a list of names 
and addresses of people whom it could then market its services 
to. If these services were marketed under the RAC name to its 
members – the theory goes – they would be more willing to buy 
house insurance from the RAC than someone else. That may be 
true, but those customer names and addresses came attached to a 
roadside repair business; hardly an exact fit for Aviva whose core 
competencies must surely lie in insurance rather than repairing 
broken down cars. 

In the end, the £1bn or so Aviva spent on RAC turned out to 
be an expensive way to distract itself from its own struggling 
core business. Various cost-cutting exercises were performed and 
subsidiaries were sold off, but the hoped-for synergies were not 
forthcoming. In 2011 Aviva sold RAC and more or less recouped 
its £1bn, but the distraction may have cost it much more than 
that.
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Once again size is an important consideration, so I don’t worry 
too much if unrelated acquisitions are small (as per my previous 
definitions of small and large acquisitions). But if they are 
large (individually or cumulatively) then this would be another 
negative factor against the company and another reason to be 
extra cautious.

Market demand

10. Does the company operate in defensive markets?

Some markets have highly cyclical levels of demand while others 
are less cyclical and more defensive. Companies that operate in 
defensive markets are generally less likely to see revenues and 
profits fall dramatically during recessions, less susceptible to 
industry downturns and less likely to be value traps than those 
that operate in cyclical markets.

In Chapter 4 we looked at whether a company operates in a 
cyclical or defensive FTSE sector. However, not all companies 
fit neatly into those sector definitions and sometimes the sector 
assigned to a company will be defined as cyclical when the 
company is actually defensive, and vice versa. As a result, I’ll 
always spend a moment or two thinking about whether the 
company is best described as cyclical or defensive, regardless of 
what the sector definitions say.

Sometimes it can be difficult to decide whether a company is 
cyclical or defensive, but there are a couple of main points to 
look out for:

The terms cyclical and defensive refer primarily to levels of 
demand, so defensive companies are those where demand does 
not fluctuate widely. This means that defensive companies 
generally sell goods or services their customers need or want on a 
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regular basis, where those customers are not willing to defer their 
purchase for any significant period of time.

These sorts of items are often referred to as small ticket, repeat 
purchase items, because they are inexpensive, frequent purchases. 
Good examples are:

1. Soft drinks – Such as IRN-BRU, sold by A.G. Barr, or 
R. White’s (lemonade), sold by Britvic.

2. Alcoholic drinks – Including famous brands like Guinness, 
sold by Diageo, or Grolsch, by SABMiller.

3. Toiletries – Like Vanish stain remover by Reckitt Benckiser 
or Dove soap by Unilever.

These are products which most people are not willing to stop 
buying, even if there is a severe recession. There are other types 
of defensive product or service, but if you remember small ticket, 
repeat purchase you shouldn’t go too far wrong.

Reckitt Benckiser is a good example of a company that is defensive 
in nature but is listed in a cyclical sector (the Household Goods 
& Home Construction sector). In my opinion Reckitt Benckiser 
should be in the defensive Personal Goods sector, but it isn’t, 
which is precisely why it’s worth coming to your own conclusions 
as to the cyclicality or defensiveness of each company.

Turning to cyclical goods or services, the easiest way to think 
about these is as the opposite of small ticket, repeat purchase; i.e. 
large ticket, one-off purchase. This doesn’t adequately describe 
the offerings of all cyclical businesses, but if you’re looking at 
a company that operates in a sector defined as defensive, yet 
its business involves selling products that are a large, one-off 
purchases (or at least infrequent purchases), you might want to 
re-categorise that company as cyclical.

Examples of large-ticket one-off purchases which are easy to defer 
are:
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1. Houses – Housebuilders such as Barratt Developments or 
Bovis Homes are hugely cyclical and both of them cancelled 
their dividends during the Great Recession. 

2. Cars – Car dealerships like Lookers and Pendragon can grind 
to a virtual halt during recessions.

There are other types of cyclical business too. Probably the second 
most common type is one where revenues can vary widely while 
expenses are relatively fixed. This includes:

1. Restaurants and pubs – Such as Enterprise Inns or Mitchells 
& Butlers, where rent and staff costs are relatively fixed but 
where it is easy for their customers to eat or drink elsewhere 
(or at home) during a recession.

2. Mining companies – BHP Billiton or Rio Tinto are well-
known examples, where commodity prices and therefore 
revenues can fall or rise far more than the relatively fixed cost 
of supplying those commodities.

Having said all of that, it does not necessarily follow that a 
company operating restaurants or mines, or selling houses or cars, 
will be aggressively cyclical in nature. Some companies in these 
cyclical industries can ride out the ups and downs far better than 
others. But learning about the relative cyclicality of a business is 
still worth doing because it will prepare you psychologically for 
those ups and downs, if and when they arrive.

One last point on this is that, while it may seem that cyclical 
companies are just not as good as defensive companies, especially 
for a defensive value investor, this is simply not true. Cyclical 
companies, used in moderation and bought at the right price, 
can be a useful tool to boost a portfolio’s returns. If you buy 
good cyclical businesses on low valuations at the bottom of their 
industry cycle, their share prices can improve dramatically when 
the cycle turns upwards again, and to an extent that defensive 
shares can only dream of.
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11. Does the company operate in an industry where the 
pattern of demand (whether cyclical or defensive) is 
expected to stay the same?

In some cases it is not the degree of demand that changes but the 
pattern of demand. Customers may buy online rather than on the 
high street, or they may buy groceries in multiple local discount 
stores rather than in one big weekly shop at the out-of-town 
supermarket. The demand for the end product is still there, but 
the way in which it is bought changes and that in turn can have 
major consequences for the companies involved.

If a company operates in an industry which has the potential to be 
affected by large-scale changes (or disrupted, as it is often referred 
to) investors face the risk that the company will not be able to 
adapt competitively to the changing landscape.

Generally, low-tech products are more immune to changing 
demand patterns than either hi-tech products or services. For 
example, companies like Unilever or Reckitt Benckiser, which 
manufacture food, drinks, personal and household cleaning 
products, should be relatively – but not completely – immune 
to changing demand. At the other end of the scale companies 
like ARM Holdings, Apple or Facebook, are far more at risk from 
changing demand driven by technological or cultural changes.

12. Does the company operate in markets or industries 
where demand is expected to grow?

As well as cyclical changes in the amount of demand and periodic 
changes in the pattern of demand, I want to avoid markets where 
demand is in rapid decline.

The speed of decline is important because some markets are in a 
long-term contraction, but this could take several decades or even 
longer. For example, the market for fossil fuels is likely to be in 
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long-term decline throughout the rest of this century. However, 
few investors think this will have any significant impact on oil 
and gas related profits within the next decade. The decline is so 
slow that its impact on current valuations is minimal.

On the other hand, the market for physical digital storage 
media, such as CDs and DVDs, collapsed so fast that companies 
like HMV and Blockbuster could not adapt quickly enough, 
rendering their shares worthless.

Product, service and price

13. Does the company generate most of its profits from 
products or contracts that do not need to be replaced 
in the next ten years?

The point of this question is to look for obvious and relatively 
major factors that could disrupt the company’s revenues and 
therefore profits and dividends in the next few years.

If a company sells computer hardware (such as ARM Holdings 
or Apple) then we know, with near-certainty, that that hardware 
will need to be completely replaced within the next decade. Not 
slightly updated or tweaked – but completely replaced down 
to the smallest component. On the other hand a company that 
makes soap (e.g. Unilever) will probably only have to make minor 
changes – if any – to the shape of the soap or the design on the 
box. What it won’t have to do is completely reinvent the concept 
of soap from its chemical constituents upward.

The most important thing for companies that need to repeatedly 
replace (or completely redesign) their products or services is 
not the capabilities of the current product, but the company’s 
ability to come up with a successful replacement, over and over 
again. This is of course a much more difficult task than simply 
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changing the colour of the stripes on a tube of toothpaste (which 
is pretty much all that Unilever has to do to reinvigorate its Signal 
toothpaste brand).

Another example is the pharmaceutical industry, where companies 
like GlaxoSmithKline or AstraZeneca can generate massive profits 
over many years from a single blockbuster drug. As long as the 
drug is protected from competition by a patent then wide profit 
margins and large profits can be maintained, but when the patent 
runs out the protection and profits can disappear very quickly. 
If a replacement product of sufficient scale cannot be developed 
then shareholder returns will suffer.

This idea also applies to companies that rely on large, long-life 
contracts. If a company is reliant on a small number of major 
contracts, but those contracts extend beyond ten years or so, then 
it may not be so much of a risk. But if those large contracts are 
due for renewal or completion in the next few years then there is 
a real risk that the company’s revenues will be severely reduced if 
a replacement contract or renewal is not forthcoming.

This is basically what happened to Balfour Beatty and Serco, 
where major contracts came to an end and those companies were 
not able to effectively replace them. In both cases the results for 
shareholders were very bad indeed.

14. Does the company sell differentiated products that 
do not compete purely on price?

An important contributing factor for many companies that 
get into trouble is that they sell products or services which are 
commodities, i.e. they are virtually indistinguishable from the 
products or services of their competitors.

Commodity products compete almost purely on price, so a 
company that depends on commodity products for its success 
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must have some sort of enduring advantage on the cost side in 
order to produce significant profits and high rates of return. 

For example, Saudi Arabia is one of the lowest cost producers 
of oil and BHP Billiton one of the lowest cost producers of iron 
ore because they both own assets (oil fields, mines, etc.) which 
can produce those commodity products as cheaply as or cheaper 
than anyone else in the world. As a consequence they can match 
their competitors on price and still generate greater profits. 
Alternatively, they can remain profitable when prices are so low 
that other higher-cost competitors are going out of business.

So while selling commodity products isn’t necessarily a bad thing, 
you should want to know if a company is dependent on them and 
consequently whether they have any enduring cost advantages 
(which I’ll cover in the next chapter).

Commodity prices

15. Is the company relatively immune to commodity 
price movements?

Another uncertainty companies face is commodity prices. The 
price of oil, iron, copper and other commodities can be volatile, 
and the profits of companies who extract, refine and sell these 
commodities can also be very volatile. For example, when the 
price of oil goes up, companies that own oil assets and the 
companies that support them can be expected to do well, while 
the opposite may be true if oil prices fall.

What is perhaps less obvious is that companies in entirely different 
industries can also be affected by commodity price movements. 
An example here might be a company like Cranswick which – 
among other things – makes sausages and has expenses like fuel 
for tractors and feed for pigs. Both tractor fuel and pig feed prices 
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will usually follow oil prices up – although they are somewhat 
less volatile than the underlying commodity – and so Cranswick’s 
expenses are likely to go up with the price of oil. That in turn 
is likely to make its profits go down, unless it can pass on those 
increasing expenses to its customers by putting the price of its 
sausages up.

Of course, just about every company has inputs of some sort that 
are related to oil prices, even if it’s only their electricity bill (unless 
the company uses 100% green electricity). So what this question 
is really getting at is whether the company will be significantly 
impacted by commodity price movements. 

For example, ARM Holdings isn’t going to be massively impacted 
by changing oil prices, even though it uses electricity and plastic 
in the production of its computer chips. On the other hand a 
company like Petrofac, which provides services to the oil and gas 
industry, may see a serious decline in profits if falling oil prices 
were to cause its oil company customers to cut back on their 
expenses.

Capital allocation and finances

16. Does the company have an expected rate of return 
on investment (ROCE or similar) of more than 10%?

As we saw in Chapter 3, any profits which are reinvested into a 
company still belong to shareholders. As a result management 
should at the very least expect to get a higher rate of return on 
that reinvestment than shareholders could get if they received the 
money as a dividend and invested it into an index tracker.

Historically the UK equity markets have returned something in 
the region of 5% after inflation, or about 7% if inflation stays 
near the Bank of England’s 2% target. On that basis I think a 
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management team that does not have an explicit goal for return 
on investment (ROCE or similar) which is in excess of 10% (to 
provide some margin of safety over the 7% minimum) is saying 
a lot about its attitude towards shareholders.

In other words, they are perhaps more interested in growing 
the company – even at low rates of return – in order to expand 
their own pay packets, rather than deploying capital in the most 
beneficial way for shareholders.

I think this goal should be prominent in the annual reports and 
clearly explained as it is central to the question of whether or not 
a company is being run well. Unfortunately, in the real world it 
is sometimes hard (or even impossible) to find.

17. Does the company’s use of leverage still look 
conservative enough given the nature of the business 
and its environment?

If a company operates in a particularly cyclical industry, sells 
large-ticket items, has products that are about to become obsolete 
or sells into markets that are changing dramatically, it would be 
entirely reasonable to insist on an even more cautious balance 
sheet than is required under my various financing rules of thumb. 

For example, I might decide – having looked at a company’s 
operations in detail – that I would only invest if its debt ratio was 
below 3, rather than the 4 or 5 which I usually require. In more 
extreme cases I might insist on the company having net cash, i.e. 
more cash in the bank than borrowings.

However, if the company looks like a ticking time bomb then 
choosing not to invest at all is probably the most sensible course 
of action.
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Current problems and final thoughts

18. Is the company free of current problems which 
could significantly reduce its earnings or dividends? 
If there are no major problems, why are the shares 
cheap?

The final step in this value trap analysis is to check the company’s 
current environment for anything that is happening now, 
happened very recently, or is very likely to happen soon, which 
might materially and negatively impact its longer-term future.

These problems, if they exist, could come in almost any form. 
Generally I’ll look through the company’s most recent quarterly 
reports and then look at news on the company’s website and from 
third-party outlets such as newspapers, investment or business-
related websites and so on.

The best case scenario is a company that is having some sort of 
problem which scares other investors away and therefore makes 
the shares cheap, but where the problem is in fact relatively minor. 
By relatively minor I mean a problem that will have no lasting 
negative impact on the company’s ability to grow its revenues, 
profits and dividends in the years ahead.

On the other hand, if I uncover something which could cause 
massive and long-lasting damage to the company (a very large 
fine, loss of licence, criminal charges, fraud, loss of a major 
customer, etc.) then I will probably move on to investigate 
another company instead.
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19. Are the odds of this company being a value trap 
acceptably low?

This is the final and most important question; the point where 
you gather your thoughts and take a significant step towards 
either investing or not investing.

Sometimes the answer is easy. If a company has sailed through the 
questions with many more yes answers than no answers and with 
no obvious major problems today, it is not an obvious value trap. 
That’s not to say that it couldn’t still be a value trap, but only that 
it seems unlikely, which is about as strong a statement as we can 
make about the future of a company.

On the other hand, a company that has produced mostly no 
answers is much more likely to become a value trap and, as such, 
would perhaps be best avoided.

In between those two extremes are many more marginal cases, 
where it is not entirely clear (if it ever is) whether the company is 
a likely value trap or not. Unfortunately this sort of uncertainty, 
as opposed to the clarity of the quantitative approach in Part 1, is 
an inescapable part of business analysis. As an investor you just 
have to learn to live with the fact that in many cases you will have 
to use your best judgment.

These sorts of decisions can be incredibly difficult to make and 
are based more on gut feel and speculation than I am normally 
comfortable with. That’s why, in most cases, I use these value trap 
questions to weed out companies where the risks are glaringly 
obvious, rather than marginal.

What constitutes glaringly obvious is impossible to define, but 
if a company gets more no answers than yes answers to these 
questions then I doubt that I would invest. Another example of 
an uninvestible company might be one where key contracts are 
about to end or where its industry (and the pattern of demand) is 
currently going through a major upheaval. In those cases I might 
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also decide to end my analysis at that point and move on to look 
at another company instead.

However, if the risks are not glaringly obvious or if I only have 
minor doubts about a company then I’ll generally invest anyway. 
Even if there is some element of doubt (as there always should 
be) then I can control the amount of risk I’m taking by keeping 
the position size of the investment relatively small (I’ll talk about 
position sizing in more detail in Chapter 10).

Let’s run through a fairly detailed example of this analysis process 
using one of my recent investments.

GlaxoSmithKline’s value trap analysis
The following section is based on the notes I have from when 
I reviewed and subsequently bought GlaxoSmithKline PLC in 
January 2015.

I began my analysis of Glaxo with a general review of the company 
and its history, which I pulled together by skimming through 
the investor relations website and the opening sections of several 
recent annual reports. My goal at that stage was to understand, at 
a high level, what the company does and how it got to its current 
position.

After completing my initial overview I worked through the 19 
value trap questions, again using information from the company’s 
various annual, interim and quarterly statements, its investor 
relations website and of course other information on the internet.

Overview

Glaxo is one of the best-known Big Pharma companies in the UK 
and what it does is both very complex and fairly simple.

Its main business is:
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1. Discovering new ways to treat health problems.

2. Patenting those discoveries.

3. Turning those discoveries into sellable products.

4. Getting regulatory approval to sell those products.

5. Manufacturing, selling and distributing those products.

The company operates primarily in prescription drugs and 
vaccines, but also has a growing consumer healthcare business 
that develops and sells brand-name products such as Beechams, 
Panadol and Sensodyne and makes up about 20% of group 
revenues. 

Glaxo has a very long history in the pharmaceutical and consumer 
health businesses, having been created from the merger of Glaxo 
Wellcome and SmithKline Beecham in 2000. Both companies 
can trace their roots back more than a century to, among other 
things, Glaxo the baby food and Beecham’s Pills, a laxative.

Having established a basic understanding of the business, I then 
moved on to the value trap questions. To answer each question I 
used a mixture of the company’s website, its annual reports and 
the internet.

1. Does the company have a clear and consistent goal 
and strategy and is it focused on implementing that 
strategy successfully? 

YES – Glaxo has had the same mission statement for many years, 
which is: 

“To improve the quality of human life by enabling people 
to do more, feel better and live longer.”

In 2008 the company updated its strategy in light of changing 
industry and economic realities. The current strategy is: 
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Grow a diversified global business – To reduce risk 
Glaxo is focusing on diversifying its product offerings and 
moving into new regions, away from developed markets 
and towards emerging markets.

Deliver more products of value – This involves building 
the best product pipeline in the industry and focusing 
on producing high returns on research and development 
(R&D) investment. In 2010 Glaxo became the first 
pharmaceutical company to publish an internal rate of 
return on its R&D investment. 

Simplify the operating model – This is a medium-term 
strategic goal to ensure the structure and systems in the 
business are capable of cost-effectively achieving the 
company’s strategic goals. 

As for clarity and focus, these strategic goals are a high profile 
part of the annual reports and it is easy to track the company’s 
progress against these goals.

For example, in terms of growing a diversified global business, 
revenues from the West (US and Europe) are currently at 45% 
of the group total, whereas in 2007 they made up 78% of all 
revenues. In terms of delivering more products of value, the rate 
of return on R&D investment has increased every year since it 
was first published in the annual reports. In terms of simplifying 
the operational model, £3bn of annual savings has been found to 
date and almost £4bn is targeted for 2016.
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2. Does the company have an obvious core business 
upon which its goal, strategy and long-term future are 
heavily focused? 

YES – Glaxo has had the same core pharmaceutical business for 
many years, but it does also have significant non-core businesses. 
It is currently organised into Pharmaceuticals (primarily 
respiratory and cardiovascular; 67% of revenues), Vaccines (e.g. 
polio, tetanus, flu; 13% of revenues) and Consumer Healthcare 
(e.g. Horlicks, Sensodyne and NiQuitin; 20% of revenues). 

3. Is the company in the leading group in terms of 
market share within its chosen markets? 

YES – Glaxo is the world’s sixth largest pharmaceutical company, 
the world leader in respiratory medicines, the second largest in 
over-the-counter medicines, the third largest in oral healthcare 
and it has a very strong global position in HIV treatments. It also 
has many market-leading individual products. 

4. Has the company had the same core business for 
many years? 

YES – Glaxo’s predecessor companies (Glaxo Wellcome and 
SmithKline Beecham) have been in the pharmaceutical and 
consumer healthcare businesses for more than a century.

5. Is the company free of large projects which, if they 
failed, could push it into a major crisis?

YES – Over the past five years or so Glaxo has been working 
through a series of extensive projects to fulfil the strategic goals 
outlined in the answer to question one. These projects do come 
with risks attached, but after five years they have not induced 
a crisis yet and I think they’re unlikely to. I could not see any 
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other obvious large projects which would put the core business 
in jeopardy.

6. Is the company free of the need for large capital 
expenses (capex)? 

YES – The company spends heavily on product research and 
development, but most of this is recorded as an expense on the 
income statement rather than as a capital expense on the balance 
sheet (i.e. the accounts assume that the money has been spent 
with no expectation of it having any measurable future value).

However, some R&D expenses are capitalised. Over the period 
from 2005 to 2014, Glaxo recorded a total capital expenses figure 
of £16.8bn, while its total normalised post-tax profit came to 
£47.4bn. This gives the company a capex ratio of 35%. As this 
is below 50% I would categorise Glaxo as a low capex company.

7. Are revenues generated through the sale of a large 
number of small-ticket items rather than through 
major one-off contracts? 

YES – Although Glaxo does enter into some high-volume 
contracts with governments, these are relatively small for a 
company of this size. The bulk of its sales seem to come in the 
form of smaller purchases by hospitals, GPs and similar entities.

8. Has the company avoided mergers or large 
acquisitions in the last few years? 

YES – Glaxo has been acquiring companies consistently over 
the years, but even the large acquisitions – such as Human 
Genome Sciences for £2.5bn – cost less than a single year’s post-
tax profit, which means they have all been small acquisitions by 
my definition.
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9. Has the company avoided large acquisitions that 
have little to do with its core capability? 

YES – Although I am no expert, as far as I can tell every acquisition 
over the last decade has been closely related to the company’s core 
pharmaceutical and consumer healthcare businesses.

10. Does the company operate in defensive markets?

YES – Glaxo is a member of the Pharmaceuticals & Biotechnology 
sector, which is defined as defensive in the Capita Dividend 
Monitor. That categorisation seems to be correct as both the 
pharmaceutical and consumer healthcare markets have relatively 
steady demand over time and are largely unaffected by the wider 
economic environment.

11. Does the company operate in markets where the 
pattern of demand (whether cyclical or defensive) is 
expected to stay the same?

YES – Currently there are significant cost pressures from 
governments in the wake of the financial crisis, but the company 
still expects the pattern of demand to remain relatively unchanged 
for the foreseeable future.

12. Does the company operate in markets where 
demand is expected to grow? 

YES – One of the key features of Glaxo’s evolution over the 
last five years or so is its move towards emerging markets rather 
than its traditional developed Western markets. These emerging 
markets are growing at a faster rate and are expected to continue 
to do so for many years. As a global company it hopes to benefit 
from the world’s rising population and living standards. 
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Glaxo has also changed which markets it focuses on and to what 
degree. It looks like the focus for growth will now be on vaccines 
and consumer healthcare more than pharmaceuticals, although 
the company expects global demand in all these areas to continue 
to rise.

13. Does the company generate most of its profits from 
products or contracts that do not need to be replaced 
in the next ten years?

NO – As a pharmaceutical company Glaxo generates most of 
its revenues and earnings from various medicine and vaccine 
products. The company’s basic business model is to spend billions 
developing new products which – after proving successful in 
testing and acquiring regulatory approval – are then protected 
by patents. In turn those patents give the company a monopoly 
over a particular technical solution which allows it to generate 
high profit margins, even after taking into account the upfront 
cost of developing the product (as well as the cost of any research 
that ultimately failed to generate an effective product).

Patents don’t last forever though. Instead they usually last up 
to 20 years, after which anybody can manufacture an identical 
product based on the same technology, without having had the 
upfront cost of all that research and development. This brings 
in generic competitors who compete primarily on price, which 
drives margins to unsustainably low levels for a company like 
Glaxo. At that point Glaxo has to either enhance the product 
and patent those enhancements, or stop selling it and move on 
to something else.

If a pharmaceutical company has its most important patents 
expiring in the short or medium term, it is facing what is known 
as a patent cliff. Unfortunately for Glaxo, it has been struggling 
with a patent cliff for several years as the patents for many of its 
top selling products have either expired or will do so shortly. The 
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technical complexity of some of these products means that even 
after the patent expires it can be years before copy-cat competitors 
have a major impact, but it is only a matter of time. 

For example Advair, a major product which accounts for about 
24% of the company’s total sales, has a patent which has already 
expired in the EU and is set to expire in the US in 2015. Other 
big sellers like Flovent or Avodart have patents which have either 
expired or will do so in the next couple of years. At least 50% of 
the company’s current sales are in this position so Glaxo will have 
to work very hard over the next five to ten years to improve and/
or replace those products.

That is where the company’s pipeline of new drugs comes 
in. Pharmaceutical companies must have a good pipeline of 
new products in order to replace old ones as patents expire. 
Unfortunately I am in no way an expert in this matter. 

However, as far as I can tell from my research, Glaxo’s R&D 
efforts have been more successful in recent years than those of 
other Big Pharma companies. It has a number of major new 
products which are in the late stages of development or have 
recently acquired regulatory approval. These are expected to carry 
the company forward in the medium term, with the longer term 
taken care of by more new products which are in the early stages 
of development. This is why it’s so important for pharmaceutical 
companies to have world-class R&D facilities. 

Exactly how the new products will perform is something that 
cannot be known in advance, but the general consensus among 
analysts is modestly positive.

14. Does the company sell differentiated products that 
do not compete purely on price? 

YES – Most of Glaxo’s products are protected by patents which 
allow them to be sold at far higher prices than if those patents 
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did not exist. This does not give the company total pricing power 
though, because it often needs to negotiate with governments in 
order to win approval to supply high-volume buyers such as the 
NHS.

15. Is the company relatively immune to commodity 
price movements? 

YES – Although commodities are used during the manufacture of 
the company’s products, Glaxo’s patents and high margins mean 
it can probably absorb commodity price fluctuations with relative 
ease, or pass them on to customers.

16. Does the company have an expected rate of return 
on investment (ROCE or similar) of more than 10%? 

YES – Glaxo is apparently the only pharmaceutical company 
which publishes both an actual and target R&D return on 
investment figure. The target is currently 14% and the 2013 annual 
report quotes the estimated rate of return on R&D as 13%.

17. Does the company’s use of leverage still look 
conservative enough given the nature of the business 
and its environment? 

YES – In the 2014 annual results Glaxo had total borrowings 
of £18.8bn and five-year average normalised post-tax profits of 
£4.1bn, giving the company a debt ratio of 4.6, which was fairly 
close to my limit of 5 for defensive sector companies. On a purely 
quantitative basis, Glaxo’s level of borrowing was acceptable, but 
perhaps a bit higher than I would prefer.

However, although the company operates in a defensive sector 
where demand is relatively stable over time, it is subject to a 
sudden loss of earnings when patents expire. The need to 
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constantly replace existing products is a significant risk factor, 
and one which was serious enough to make me think twice about 
investing in this company. 

In the end these subjective decisions come down to personal 
judgment, in this case about how likely it is that Glaxo’s pipeline 
of new products will be able to offset the revenue loss caused by 
the patent cliff. If the new pipeline is not successful then revenues 
and profits would fall and that debt ratio of 4.6 could quickly rise 
beyond 5 and into the debt danger zone.

My personal judgment was that it seemed likely that Glaxo’s 
pipeline would succeed in largely negating the negative impacts 
of the patent cliff. As a consequence I felt that Glaxo should be 
okay with its current levels of debt, or if not that it would be able 
to reduce those debts in a controlled manner, without the need 
for rights issues or dividend cuts.

Having said that, I am always the first to admit that the future 
is an uncertain place, and I could be wrong. However, I was 
comfortable enough with Glaxo’s level of debt, given the inevitable 
uncertainties.

18. Is the company free of current problems which 
could significantly reduce its earnings or dividends? 
If there are no major problems, why are the shares 
cheap? 

YES – Glaxo was facing various problems and uncertainties in 
January 2015 when I carried out this review, in both the short and 
medium term. This was reflected in its dividend yield of 5.6%, 
which was far above the FTSE 100’s yield of 3.5%.

One problem investors were concerned about was the 
sustainability of the dividend if the company’s pipeline turned 
out to be insufficient to offset lost patents. There were also some 
concerns about sales practices after Glaxo was handed a £300m 
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fine in China for bribing medical professionals and others to use 
and promote its products. 

Another area of concern was the ongoing restructuring of the 
company. This included ongoing R&D cuts, a possible partial 
(but still multi-billion pound) IPO of its ViiV Healthcare HIV 
drugs business, not to mention a complex deal with Novartis to 
create a new consumer healthcare company, offload its oncology 
business and acquire Novartis’s vaccine business. So much change 
in such a short period of time creates risk and uncertainty, neither 
of which I am particularly fond of.

So at the time of my analysis there was a mixture of unpleasant 
events and uncertainties surrounding the company. However, 
I didn’t think it was obvious that the company’s earnings or 
dividends would permanently decline as a result of these issues. 
Instead, they appeared to me to be the sort of problems that all 
companies must occasionally face: unpleasant, yes, but probably 
not permanently damaging.

19. Are the odds of this company being a value trap 
acceptably low? 

YES – The odds of any company being a value trap are never 
zero. There is always a risk that a company could run into major 
problems, slash the dividend and spiral into irrelevance. In 
Glaxo’s case I thought the major risks were the patent cliff and 
the large restructuring projects, and issues with either of those 
could potentially be exacerbated by the company’s relatively high 
levels of debt.

If, for example, lost patents are not replaced on a sufficient scale 
then the company will probably see its revenues and earnings 
fall, which in turn will undermine the sustainability of the 
dividend. Alternatively, if the restructuring projects became overly 
disruptive to the company’s core operations then that could also 
have a major negative impact.
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However, I thought a more likely outcome was that Glaxo would 
replace most of the revenues and earnings lost from expiring 
patents, and that the restructuring would not significantly harm 
the company. There is also the possibility that everything will work 
out even better than that, but I don’t like to be too optimistic.

In summary, I didn’t think it was obvious or especially likely 
that Glaxo would significantly cut or suspend its dividend, or 
announce a major rights issue any time soon. As a result I thought 
the odds of it being a value trap were acceptably low, but far from 
zero.

Having completed the value trap analysis, the next step, assuming 
the company makes the grade, is to look for competitive 
advantages. We’ll work through that process in the next chapter.

First though, here are the value trap questions used in this chapter.

Questions for avoiding value traps
Only invest if you are reasonably confident that the company is 
not a value trap after asking the following questions:

1. Does the company have a clear and consistent goal and 
strategy and is it focused on implementing that strategy 
successfully? 

2. Does the company have an obvious core business upon which 
its goal, strategy and long-term future are heavily focused? 

3. Is the company in the leading group in terms of market share 
within its chosen markets? 

4. Has the company had the same core business for many years? 

5. Is the company free of large projects which, if they failed, 
could push it into a major crisis?

6. Is the company free of the need for large capital expenses 
(capex)?
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7. Are revenues generated through the sale of a large number 
of small-ticket items rather than through major one-off 
contracts? 

8. Has the company avoided mergers or large acquisitions in 
the last few years? 

9. Has the company avoided large acquisitions that have little 
to do with its core capability? 

10. Does the company operate in defensive markets? 

11. Does the company operate in markets where the pattern of 
demand (whether cyclical or defensive) is expected to stay 
the same? 

12. Does the company operate in markets where demand is 
expected to grow? 

13. Does the company generate most of its profits from products 
or contracts that do not need to be replaced in the next ten 
years? 

14. Does the company sell differentiated products that do not 
compete purely on price? 

15. Is the company relatively immune to commodity price 
movements? 

16. Does the company have an expected rate of return on 
investment (ROCE or similar) of more than 10%? 

17. Does the company’s use of leverage still look conservative 
enough given the nature of the business and its environment? 

18. Is the company free of current problems which could 
significantly reduce its earnings or dividends? If there are no 
major problems, why are the shares cheap? 

19. Are the odds of this company being a value trap acceptably 
low? 


