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Author’s Note

Seventeen years ago when this book was being prepared in late 2002, 
never did I expect that it would become an evergreen bestseller in 
Malaysia. Started with small pieces of hand-written notes that saw 
numerous changes before the draft manuscript was completed. 

After communicating via e-mail, I met Adrian, who is the man 
behind Kanyin Publications, at Mont Kiara Coffee Bean in year 2003. 
We did not expect this first coffee discussion had led to many other 
rounds of discussion. Back then, we lived in the era when WhatsApp 
did not exist and therefore we often met face to face, followed by long 
hours of phone calls. Finally, just several days before Christmas 2004, 
the book hit the bookshelves in major bookstores in Malaysia.

Year 2019 marks the fifteen years of anniversary for this title. Fifteen 
years may not be long for some people. But, it is long enough for a 
book to prove its value. A readership of more than 35,000 has also 
spoken for its popularity. I am thrilled by my followers’ support.

If I still have the chance, I may update the contents of this book 15 
years later in year 2034. Till then, I hope you will like this book.

Ho Kok Mun

15th 
Anniversary Edition
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WHY THIS BOOK
Most people want to do their day jobs well because they want 
recognition with bigger pay checks, greater security, higher status and 
brighter future. So, they work and try harder. You may be one of them. 
You have probably tried different ways of making money. Whether 
you are a fresh graduate, yuppie or middle-aged family man or retired 
person, you want an investment method which brings you maximum 
returns within the shortest period. 

Stock investment could be one of those channels you have tried 
your luck on. However, how many times have you invested in stocks 
yourself after receiving tips from friends, reading news, watching 
Facebook live videos, attending seminars, or reading books and still 
did not get the returns you were aiming for? You spent months of 
effort and much money trying to make it work, but to no avail. Do 
not get me wrong. Some of your friends’ tips may be genuine, books 
are good and seminars are very interesting. However, if those methods 
are not bringing you any return for whatever reason, then they are of 
no use to you no matter how good they claim to be. If you have been 
in stock market for 15 years, yet not made at least 100% from your 
capital, it is time for you to read this book.

This book outlines methods you can use to reap the most from stock 
market. Experience is the best teacher when dealing with money 
matters. I have walked through the swamp and hit the wall many 
times myself. I will help you understand my tried-and-tested methods. 
Remember this: Investing in stock market is not a risky venture; it 
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becomes risky when it is done in ignorance, without any research 
and understanding of the subject. This book aims to provide stock 
investment know-how that you can understand and apply methods 
which suits your risk profile.

Contrary to the beliefs of many, stock investment is not a gamble. 
You should not buy stocks today hoping to make a million tomorrow. 
If that is your aim, try lottery instead. This book will show you how to 
get essential information you need to make a sound decision quickly. 
I am going to show you the good and the bad, and why I think they 
are so. Many will tell you what you should do but they will never 
tell you what you should not do and why. I am going to explain to 
you the basics about stock investment and what is involved in the 
calculations so that you can know the intrinsic value and the fair 
value of a stock. I am giving you a proven strategy. You simply go over 
a huge selection of stocks and decide what to buy, or not to buy and 
when to sell. I will share with you both my mistakes and successes. 
The truth is, I am not a full-time investor, but I am able to command 
good returns from stock investment. If you are working for others, 
you do not have to resign from your current job and be full time in 
stock market. I did not have to, and neither do you.

In year 2002, I started writing small pieces of hand-written notes. 
They have gone through changes before the manuscript finally made 
it to printer. The book reached bookstores, few days before Christmas 
in 2004. The first 2,000 copies were sold out within a short 2 months. 
Few reprints were done subsequently. It became a bestseller. I wrote 
the second book a year later. By year 2012, I have merged the first and 
second book together with minor updates. The sense of achievement 
I felt is something money cannot buy; I am humbled by the fact that 
more than 35,000 copies of my books have been sold since 2004. My 
book helped change many people’s perception of stock investment. I 
am glad that I have contributed in this way. Nothing beats the feeling 
of knowing that my readers have benefited from the lessons I have 
learnt. The pointers I have put down in this book serve as a reminder 
to me of what I know and the strategies that lead to successful stock 
investment.
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Starting in year 2017, I started to revise the book. I have spent close 
to 2 years updating the contents. At different stages of life, it is good 
for me to pen down new thoughts on stock investment. I have added 
additional case studies, quoted more examples, included new 
calculations samples, enhanced stock selection criteria, elaborated 
on dividend topic, talked about annual report analysis, updated 
frequently asked questions (FAQ), added some statistics and many 
other new contents. In fact, I have written at least an additional 
50% of new contents and revised all the chapters.

In short, this book is not a minor update, but a major revision. 
Year 2019 also marked the 15    anniversary milestone of this book. 
Completing this book is the simplest way for me to thank all my 
readers and followers.

Whether you are new to stock investment or have been in the market 
for years, this book is the first step of your first mile for a better change. 
We get to where we are headed one step at a time, one mile at a time.

th
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HOW TO PICK GOOD 
UNDERVALUED STOCK

If you follow the guideline in this book, buy a good stock at 
undervalued price will give you 2 possible outcomes:

1. If you hold the good stock for 5 days or 5 months, you are 
unlikely to make a lot of money.

2. If you hold the good stock for more than 10 years, you will 
make money.

Three key takeaways: buy a good stock, buy it at undervalued price 
and hold it for at least a decade.

Now, using figures and calculations in this chapter, I will teach 
you how to identify a good stock at low price. When I first started 
learning about stock investment, I hardly understood the financial 
jargon used in market analysts’ report. You might have come across 
those financial terms such as price-earnings ratio, earnings per share, 
net profit margin and debt to equity ratio in newspaper. However, 
you were too afraid to ask what they meant as you assumed there 
were common terms that everyone should have known. You might 
have also seen lots of charts done by technical chartists which you 
hardly understood. Do not get overly concerned about these charts 
and predictions. Stock picking is not about predictions. Predictions 
do not guarantee that your investments will yield positive returns.
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4.1  Fundamental Analysis vs. Technical Analysis

Let me talk about the difference of fundamental and technical 
analysis. The approach I am using is based on fundamental analysis. 
This method attempts to measure the intrinsic value of a stock. 
Intrinsic value is the real value of a company. Overall economy, 
industry conditions, financial condition, and management of 
companies are studied as well in fundamental analysis. Conversely, 
technical analysis is another method of evaluating stock. It focuses 
on the analysis of statistics generated by market activity such as 
past prices and volumes based on charts. From these statistics, 
future trend is predicted with charts.

To further understand the key differences between fundamental 
approach and technical analysis, think of stock market as a 
residential property market: let’s assume stocks are equivalent to 
houses for sale:

•	 Technical analysts will pay close attention to the crowd as 
a guide to what to buy. If they notice house buyers buying 
one type of house within a same area, technical analysts 
will buy, betting that the growing demand will push the 
price of those houses higher.

What then, should you know?

•	 Basic mathematics, which you learnt in school, is good enough.  
Mathematics figures will remove emotion from you and help 
you to make better decision.

•	 Common business sense is equally important as well.

In this chapter, I will go through the process and calculation to 
estimate the intrinsic value as well as the fair value to identify a good 
undervalued stock.
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•	 Fundamental analysts on the other hand, move slowly 
through the market. Fundamental analysts might go one 
step further to check whether the location of the house 
is strategic, and they might evaluate the furnishing of a 
house, think about resell value of the house and ask agents 
or sellers lots of questions. Fundamental analysts will pore 
over specifications, scrutinise the developer’s reputation 
and consult property market reports. The most important 
thing is fundamental analysts will put together data to 
come up with an intrinsic value that is independent of the 
current sale price. If the sale price is less than the calculated 
intrinsic value, fundamentalists will buy it. Otherwise, they 
will continue to look for better houses in other areas.

No doubt, performing a fundamental analysis requires time and 
hard work. However, let me assure you, the experience you gain as 
well as the monetary returns are worth all the effort. Buying houses 
based on intrinsic value and holding it over the long term protects 
you from the risk of day-to-day property market flux. The same 
concept applies in stock investment.

When you buy a stock, you are buying a proportional share of a 
business. To figure out how much the stock is worth, you should 
determine how much the business is worth. You do this by assessing 
the company’s financial health in terms of per-share value. This is 
known as “fundamental analysis” which I have been preaching. You 
take into consideration only fundamental variables that are directly 
related to the company itself, such as its return on equity (ROE), 
earnings per share (EPS) growth rate, debt equity ratio, net profit 
margin and price-earnings ratio (P/E), which I will explain all 
these terms later.

Although analysing a business might seem like a straightforward 
activity, there are many approaches to fundamental analysis. Most 
investors or analysts come up with approaches that are a mixture 
of different methods. Many of the distinctions are more academic 
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For point 1, yes, everyone can access publicly information such as 
annual report but not everyone studies it. Even if the same report, 
investors may understand it differently and therefore take different 
action. As for point 2, yes, we must consider management and 
competitive advantage of a company. Interpreting that information 
is subject to one’s experience and each individual may comprehend 
it differently. If these critics claim fundamental analysis is not 
good, what other method is available? Some analysts have created 
a set of tools to study market trends. They study the history of 
a company’s prices or indices to predict future market behaviour 
at the macro or micro levels. They may use mathematical and 
probabilistic methods to understand the trend to predict the future 
stock price. They believe price and volume action on the charts 
contain hidden messages about supply and demand. They call 
themselves “technical analysts.” They believe that charts provide 
insight into the psychology surrounding a stock.

inventions than actual practical differences. What I preach is the 
practical approach, not just paper theory.

Some people have two major arguments against fundamental 
analysis.

1. First, they believe that fundamental analysis has no 
advantage because the information which is used for 
analysis, is available in publicly traded markets. In other 
words, everyone has access and knows it.

2. Second, it is up to the person considering the fundamental 
information to interpret its significance. These critics argue 
that fundamental analysis is unscientific. It is difficult to 
get a clear picture of a company’s value when there are so 
many qualitative factors such as company management 
and competitive advantage.
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Such analysts prefer to use charts to time their investments. Pure 
chartists rarely look at any of the qualitative data about a company 
(for example, its management team or the industry that it is in). They 
try to predict future price of a stock by looking at the history of its 
prices and other trading variables. The most important indicators 
seem to be specific chart formations (figure charts, logarithmic 
charts or Japanese candlesticks) that show price movement and 
trading volume. Technical analysts may use advanced technology 
including artificial intelligence with data mining capability to 
predict price movements.

Using only price movement data may make an overvalued company 
appear cheap just because its price has fallen for consecutive 5 days. 
In fact, most of the statistical work to determine whether chart 
patterns are predictive has been inconclusive until now. Much of 
the faith in technical analysis does not have any kind of long-term 
statistical evidence to prove its success. Some technical analysts 
claimed that their methods of using charts have worked well. They 
may be lucky to predict the short-term trend of a stock price, but 
to be able to know the exact price trend consistently for medium 
or long term, I doubt so. No one has come out with such perfect 
forecasting tool.

I agree with the point that market sentiment is the key factor to 
affect stock prices, but I am sceptical about the charting approach. 
For things which cannot be explained by science or calculation, 
technical analysis and predictive analysis may be used. For 
instance, after doing 10 years of survey, I may have an interesting 
conclusion: 25% of the male students, who study in University 
ABC like eating dark chocolate. No science behind the figure. 
No logic. For the next batch of male student, I have that 10-year 
record to support my prediction. Stock investment is about business 
investment. Hence, the basic of business applies. It is about profit. 
You get the figures from annual report. You know the management 
decision from the news announcement. Using technical analysis 
to predict the stock price without understanding its business 
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does not do justice to any company. If stock price can be solved 
with only chart, those who practiced it would be wealthy beyond 
their wildest dreams quite easily and yet none of them are, at least 
not right now. I do not use technical analysis because I do not 
include behavioural variables in my analysis. I focus on company’s 
business to determine whether stock should be bought or sold. I 
care less about whether others will buy or sell the stock. As long as 
my target company falls below my target price, I will invest. 

Like swimming, some swimmers use front crawl, breast stroke or 
the butterfly stroke. Some mix and match. In stock market, I realise 
some combine both fundamental and technical analysis together. 
This group of buyers may occasionally do better than pure chartist. 
My only concern is that they sometimes make emotional decisions 
using pure chartist method by ignoring the company fundamental, 
just because they want to convince themselves with a good reason 
to buy or sell. Few even go one step further, not only they study 
charts and fundamental, they also listen to tips. I highly doubt 
about the success of this group. The moment someone gets any 
tips, he tends to make decision based on emotion. Therefore, using 
hybrid method may not necessary help. It may make things more 
complicated. Stock investment methods, which are more difficult 
to understand, may not necessarily increase the chance of success.

It is up to you. As long as you can beat the opponents, you use the 
method you prefer. No right or wrong about it. The method that 
brings the highest returns consistently over a long period of time 
is the winner.. Fundamental analysis has worked well for me, I 
am still using it today and my readers and students can vouched 
for that.

4.2  Learning Financial Jargons

In stock market, you must know that you are not buying sugar, 
salt or some other grocery item. You are using your hard-earned 
money to buy a company business because you want to be one of 
its shareholders. However, which stock is good and which one is 
not? What price should you pay? I will cover these topics.
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Though you do not have to be overly concerned about technical 
jargons and the numbers you come across in the reviews of analysts, 
you need to know these terms:

1. Profit

2. Return of equity (ROE)

3. Earnings per share growth rate (EPS GR)

4. Debt to equity ratio (D/E)

5. Net profit margin

Other values, which also should be considered, include:

1. Dividends

2. Price to earnings ratio (P/E)

These financial terms may seem technical but rest assured that I 
will go through each of them, one by one. You will use some of this 
information to calculate intrinsic and fair value of stocks. Then, 
by comparing this value with the current price of a stock, you will 
know whether the stock price justifies your purchase decision. If 
the value does not make sense, no matter how affordable you think 
the stock is and no matter how much cash you may have in hand, 
forget it. It is better to keep your money for undervalued stock.

First and foremost, please do not only look at a single year result. 
Instead, look at historical records, at least over the last 10 years. 
Doing so help you investing only in a company with a proven track 
record. If historical business performance shows that the company 
has been consistent over those years, then you are in safer water. 
Consistency reduces risk. If a company has shown 10% growth 
rate yearly over 10 years, it will not suddenly generate 50% growth 
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rate. In fact, in reality, the tendency for growth rate to slow down 
is higher.

4.3  Profit

If you happen to be in a discussion with your friends about any 
stock, ask a simple question, “Has the company been making profit 
consistently for the past 10 years?” If your friends look at each 
other, or stare at you without giving you a firm answer, unlikely 
they know. Sad but true, many talk about stock price without 
knowing whether the company is earning or losing money.

A business must have profit to thrive. If the business has been losing 
money, its stock price will not go up forever. Without profit, the 
company cannot afford to pay salary to its employees and suppliers. 
It cannot distribute dividend to its shareholders. It cannot expand 
its business. It cannot invest in research and development. It cannot 
even get a loan from any bank. So without profit, the company 
cannot survive. Imagine every dollar you put into the company 
would result in a loss. It is a matter of time shareholders dump the 
stock. Shareholders will want to sell the stock yet no one wants to 
buy it. When supply is more than demand, share price goes down.

Use profit as the first guidance before you go deep into other 
financial details. Company must generate profit. You should 
invest only in stock with business which generates profit.

4.4  Going for ROE

Normally, analysts measure a company’s yearly performance by 
looking at the earnings per share (EPS). EPS, as the name implies, 
is the earnings gained for every share. However, because most 
companies retain a portion of the previous year’s earnings as a way 
of increasing equity, there is no real reason to get excited about 
EPS alone. On the balance sheet, equity refers to the value of 
the funds contributed by the owners (the shareholders) plus the 
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retained earnings (or losses). There is nothing spectacular about 
a company that increases EPS by 10% if at the same time, it is 
growing its equity base by 10%. Return on equity (ROE) helps you 
to identify the gem.

Let’s look at an example:

•	 Assuming 2 business owners, Mary and John. Both are 
given $10 as capital to start off with.

•	 At the end of first year, both John and Mary acquired 
earnings of $2 each. Mary distributed the $2 earnings to 
shareholders whereas John added $2 to his original capital 
of $10 to get an equity base of $12. 

•	 In the second year, Mary raked in a profit of $2 from her 
original $10 whereas John also managed to get $2 from his 
$12. 

•	 In this case, Mary is better at increasing the shareholders’ 
returns on investment. As an investor, you should pick 
Mary instead of John. Why is it so? With only $10 (which 
is $2 less than John), Mary got $2 (20% return). Despite 
John got also $2, but his return is only 16.7% from his $12 
capital, not as good as Mary in terms of percentage.

Now, let’s look at some equations. You need to know what 
shareholder equity is. Shareholder equity is equal to total assets 
minus total liabilities. It is what the shareholders “own”.
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Shareholder Equity = Total Assets – Total Liabilities 

•	 Asset is any item that has tangible value and can be sold or 
exchanged for something else that possesses value. Some 
examples are cash, accounts receivable, inventory, real 
estate or securities.

•	 Liability is any debt or obligation a company, person or 
business may have. It is something that takes away value. 
For example, unpaid mortgage or outstanding money 
owed to suppliers is considered a liability. Liability could 
be “short term” or “long term” liability.

Shareholders’ equity is the company’s total assets minus its total 
liabilities.  Let’s use another example.  You bought a house at a 
price of $200,000.  You invested $50,000 of your own money and 
borrowed $150,000 from the bank.  The $50,000 you invested in 
the house is your equity in the property.  Your asset is the $200,000 
house. Your liability is $150,000 loan from the bank.

When you rent your house out, the amount of money you earn 
from the rental, after paying your expenses, mortgage and taxes, 
would be your net profit.  If you rented your house out for $15,000 
a year and had $10,000 in total expenditures, then you would be 
earning $5,000 as net profit a year.

Now let’s understand what ROE is.

Net Profit
Shareholder’s EquityReturns on Equity (ROE) =
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When calculating the return on your equity, you would take your 
$5,000 in profit and divide it by your $50,000 in shareholders’ 
equity.  This equates to a 10% return on equity ($5,000 ÷ $50,000 
= 10%).

Likewise, if you owned a business that had $10 million in assets 
and $4 million in liabilities, the business would have shareholders’ 
equity of $10 million - $4 million = $6 million.  If the company net 
profit is $1.5 million, the business’s return on shareholders’ equity 
would be 25% ($1.5 million ÷ $6 million = 25%).

If a company has a net income of $10 million, started the year with 
$40 million in shareholder equity, and finished with $50 million, 
its ROE would be 22%.

Alternatively, Returns on Equity (ROE) =
Net Profit

Ending Equity + Beginning Equity
2

ROE 
Net Profit

(Beginning Equity + Ending Equity)
2

$10 million
($40 million + $50 million)/2

0.22 or 22%

=

=

=
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In other words, management obtained 22% returns on the resources 
which shareholders provided to them to generate profits with.

To help you better understand ROE should be taken seriously, let’s 
look at a simple example:

Company A has a beginning equity of $100 million. It 
invests in a business that generates only $6 million besides 
earning a total of $4 million from the fixed deposit (time 
deposit) interest given by bank. So, its earnings for the year 
are $10 million, giving it a total of $110 million in equity 
at year end.

In the following year, let’s assume that this company shuts 
down its business and deposits its income ($110 million) 
in the bank to earn interest. At year end, let’s say it has 
earned $5 million in interest.

ROE 
Net Profit

(Beginning Equity + Ending Equity)
2

$ 10 million
($100 million + $110 million)/2

0.095 or 9.5%

=

=

=
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As you may have noticed, though the company is still making 
money from its equity, while only getting interest from a fixed 
deposit (time deposit) in the bank, the ROE has been reduced 
substantially from 9.5% to a mere 4.4%. I hope this shows you why 
I emphasise the importance of ROE. A high ROE is important. 
The higher a company’s ROE compared to that of its peers in 
the same industry, the better the company is. You do not want a 
company which does nothing but only get time deposit interest 
from the bank.

ROE indicates the amount of returns a company is generating on 
the owners’ investment. ROE is also referred to as the stockholders’ 
returns on investment. Knowing the ROE will help you ignore 
exaggerated comments made by CEOs in their annual reports, 
such as that they have “achieved outstanding record earnings” 
or “attained good earnings.” Achieving earnings each year for a 
cash rich company is an easy task. Why? As you have seen in the 
previous example, if management deposits the money in a bank 
to yield an interest of 4 % annually, they would be able to report 
“earnings” because of the interest earned. Are shareholders better 
off? The answer is no.

ROE 
Net Profit

(Beginning Equity + Ending Equity)
2

$5 million
($110 million + $115 million)/2

0.044 or 4.4%

=

=

=
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I consider ROE as an important ratio to evaluate how well the 
management is making use of the assets of the company in 
generating returns for its shareholders. ROE considers retained 
earnings from previous years. It tells investors how efficiently their 
capital is being reinvested. Remember, the goal of every business is 
to maximise returns on investment. Every investment must make 
the best use of shareholders’ money. If a company grows, you should 
expect a higher ROE. The higher the ROE, the higher the rate the 
company is increasing its shareholders’ equity, which is supposed 
to lead to an equal increase in stock price. Thus, ROE is important.

One point to remember, as I mentioned earlier, do not look at 
ROE for a single year. Averaging ROE over the past 10 years will 
give you a better idea of a company’s historical growth. If I find a 
company that generates not only 15% ROE, but is also to maintain 
it consistently, I will shortlist it.

Why 15% and not 5%? Firstly, there is inflation. Inflation is the 
overall rise in prices of goods and services resulting in a decrease 
in purchasing power. For example, suppose this year you buy a 
can of Coke for $1 and the yearly inflation is 5%. Theoretically, 
5% inflation means that next year, the drink will cost 5% more or, 
$1.05. So, if your income does not increase by at least the rate of 
inflation, you cannot afford to buy as many cans of Coke as you 
used to be able to. Hence, your investment must beat the inflation 
rate. In addition to this, you must beat the interest rate of fixed 
deposits offered by the bank.

Because investing in stocks means taking a risk, you should 
compensate for having to take this risk by going for more than you 
can get from putting your money as fixed deposit. I believe that 
15% is a fair figure. If you cannot get 15%, 10% is better than 5%. 
The increase of 15% in ROE may not guarantee that stock price 
will increase by 15% or more as the performance of stocks depends 
on market sentiment. However, over the long term, stock price 
should go up in parallel to the fundamental value of the stock. If 
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you think 15% is too low, you may aim for a higher percentage, say, 
20% ROE, although it is difficult to find a company that could 
maintain such high growth rate consistently over 10 years.

In order to have high ROE, following are few of the conditions:

1. The company must be good at growing its business with 
high earnings.

2. The company pays dividends. Dividend payout reduces the 
equity of shareholders and enables the company easier to 
post high ROE. Remember the Mary and John example? 
If Mary keeps distributing yearly earning as dividend, it 
may not be good even though it looks good on ROE figure. 
I will prefer to get Mary to use whatever she has earned to 
make more money for me. Mary could get 20% of return 
from the shareholders’ fund. Mary gained $2 from $10 
making it to be $12; next, another 20% from $12 which 
made it to be $14.4; on third year, another 20% from $14.4 
making it to be $17.28. As you can see, instead of taking 
the money out as dividend, we keep the money for Mary to 
continue to make 20% from the fund each year. Company, 
which is growing at a rapid rate, normally does not pay 
high dividends. I will discuss about dividend later.

3. Company may manipulate ROE through share buybacks. 
It uses cash to buy back its shares and therefore reduces 
outstanding shares as well as the assets on the balance sheet 
(because cash is an asset). Thus, ROE has gone up because 
there is less outstanding equity. Unless it buys its shares 
consistently over the years to jack up the ROE, the average 
ROE (10 years record), which I have suggested, will be 
helpful for you to judge if the company is manipulating the 
ROE figure just to attract investors’ attention. Depending 
on the approach, share buyback may be good for investors. 
If the stocks are good, and there are more buyers than 
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sellers, stock prices will go up. I will discuss share buyback 
in detail later too.

4. Alternatively, the company manipulates ROE with 
restructuring charges or sales of assets for one-time gain. 
This is what I label as an “artificial boost” to ROE. So, be 
aware of this trick. Again, a look at the historical records 
will help you identify this manipulation.

Following are some of the Bursa Malaysia main board companies 
with high ROE between 1998 and 2002 when I first published my 
book in 2004. I then compiled their ROE between 2008 and 2017:

Do not republish the table without author’s permission

Companies Average Yearly ROE 
(1998-2002)

Average Yearly ROE 
(2008-2017)

BAT 120.7% 164.3% 
Nestle 50.2% 71.86% 
Dialog 35.9% 18.17% 
Carlsberg 30.8% 44.01% 
Guinness (Heineken)  30.0% 51.81% 
Unisem 28.1% 6.42% 
Berjaya Sports Toto 27.6% 68.73% 
Amway 25.7% 41.1% 
Eng Teknologi 23.7% Delisted 
JT International 21.7% Delisted 
Mitrajaya 21.2% 13.56% 
PETRONAS Dagangan 20.7% 15.02% 
TSH Resources 20.4% 9.6% 
MOX 20.2% Delisted 
Powertek 20.2% Delisted 
Malako� 20.2% 7.43% (delisted in 2007 and 

relisted in 2015) 
Tanjong 20.1% Delisted 
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Note: These data are for information only and they are not intended 
to influence you to make any investment decisions; you should 
make your own decisions, based on research and your personal 
financial circumstances.

Understanding Earnings per Share (EPS) and EPS 
Growth Rate

Company must generate profit. Means, it must have earnings. 
Earnings per share (EPS) indicate profitability of a company. 
EPS is a company’s profit allocated to each outstanding share. Its 
formula:

4.5  

EPS
Net Profit

Outstanding Shares=

Outstanding shares are the number of shares that are currently 
owned by investors. These shares include shares owned by founders, 
employees of the company as well as public. Shares that the 
company has repurchased (via share buyback) are not considered 
outstanding shares.

EPS tells us how much of the company’s profit belongs to each 
share. If Company ABC reports net earnings (after tax) of $10 
million with 2 million shares outstanding, the basic EPS would be 
$10 million earnings ÷ 2 million outstanding shares = $5 per share. 
The figure is important because it allows you to value a stock based 
on the price to earnings ratio (or P/E ratio for short) later.

Is it possible for a company to have negative EPS? Yes, negative 
EPS is “loss per share (LPS)”. In this case, the company has 
lost money. If a company has negative EPS or LPS, put it aside. 
Prioritise your time to analyse companies which have profits.

EPS does not excite me. Strong Earnings per Share Growth Rate 
(EPS GR) does. It indicates how much its earning has grown 
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over years. Buy a stock not because somebody tells you that the 
stock price will go up, buy it because the company has shown long 
historical record of profit going up. Growth rate is important.

Let’s assume at the end of year 1, Company A has an EPS of $0.20 
and Company B has an EPS of $1. From the outset, you may find 
stock B is better since it has a higher EPS. What matters is the 
growth rate. In second year, if stock A has an EPS of $0.30 and 
stock B has an EPS of $1.05, it is obvious stock A is growing faster 
than stock B in terms of EPS growth rate. Stock A has grown 
its EPS by 50% [($0.30 - $0.20) ÷ $0.20 = 0.50 = 50%] whereas 
stock B has only managed a growth of 5% [($1.05 - $1.00) ÷ $1.00 
= 0.05 = 5%]. If stock A can maintain such a high growth rate 
consistently, its EPS will eventually surpass stock B’s EPS. You 
must also accept the fact that when EPS is high, stock price is 
normally high as well. If you are looking for a growing company, 
stock A is a better choice.

I look at past records to check if EPS is growing. For me, EPS 
growth rate for the past 5 to 10 years with an average value of 15% 
is great. Not many companies are able to maintain such a high 
growth rate consistently over a long period of time. I am looking 
for consistency. I invest in companies whose EPS growth rates are 
high over an extended period. I refer to these companies as growth 
stocks. I like these stocks because of their ability to sustain growth 
in profits over time, year after year. If this consistency continues, I 
minimise my risk of investment. You may adjust the rate to be 10% 
or lower depending on what you want.

By the way, I have received readers’ question about negative EPS 
growth rate. Yes, it is possible to have negative growth rate, if the 
company made less income compared to a year before. One thing 
worth pointing out, negative growth rate may not necessarily 
mean the company is losing money. Look at following 4 examples.
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Example 1:

Year 2018 EPS = $1

Year 2019 EPS = $0.8

EPS Growth Rate = ($0.8 - $1) ÷ $1 = -20%

Example 2:

Year 2018 EPS = $1

Year 2019 EPS = -$0.5

EPS Growth Rate = (-$0.5 - $1) ÷ $1 = -150%

Both examples show negative EPS growth rate. However, in 
example 1, the company had profit in both year 1 and year 2, just 
that less profit in year 2. In example 2, the company had profit in 
year 1 but lost money in year 2.

Example 3:

Year 2018 EPS = -$0.5

Year 2019 EPS = -$0.2

EPS Growth Rate = [-$0.2 – (-$0.5)] ÷ $0.5 = 60%

In above example, the company has a positive growth rate because 
it reduced its loss in second year. However, it has been losing money 
since year 1. Because it has positive EPS growth rate, does it mean 
it is a good company? Not really because it still suffers losses.
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Example 4:

Year 2018 EPS = -$0.5

Year 2019 EPS = $0.2

EPS Growth Rate = [$0.2 – (-$0.5)] ÷ $0.5 = 140%

In example 4, while the growth rate is impressive with 140% 
growth rate, the company has just recovered from loss. You need to 
find out what the company has done to make such an impressive 
EPS growth rate.

Consecutive few years of negative ESP growth rate does not mean 
the company does not have any profit. It could indicate its profit 
is getting lesser from the previous years. Therefore, its stock price 
should have followed the downward trend too. In other words, to 
ensure stock price to go up, it is not just about profit, it is about 
positive profit growth rate. Within a same industry, if a company 
is growing slower or having stagnant growth, you may want to 
consider investing in its peer which is growing.

Following are some of the Bursa Malaysia companies with high 
average yearly EPS growth rate between 1993 and 2002. I relooked 
at their rates between 2007/08 and 2017.
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Note: These data are for information only and they are not 
intended to influence you to make any investment decisions; you 
should make your own decisions, based on the research, personal 
and financial circumstances. In fact, EPS is only part of the factors 
in analysing a stock.

What is interesting is that what went well between 1993 and 2002 
may no longer valid for the other 10-year period between 2007/8 
and 2017. Except Dialog which EPS is still growing (though 
slowed down), the rest of the selected 14 stocks are either delisted, 
showing no growth or have slowed down. While EPS growth rate 
enables you to look at how a company has performed, it does not 
guarantee the same company will grow at high rate again in the 
next 10 years. Therefore, in addition to EPS growth rate, you must 
also consider other financial parameters which I will cover next.

One easy way to know whether a company has been overvalued is 
to look at its EPS growth rate and its stock price. If a stock price 
went up by 100%, but its EPS rose by only 20%, it is quite obvious 

Companies Average Yearly EPS GR 
(1993-2002) 

Average Yearly EPS GR 
(2007/08-2017) 

Dialog 51.3% 19.61% 
Megan Media 40.4% Delisted 
Berjaya Sports Toto 33.1% -3.05% 
Malako� 28.5% 2.55% (delisted in 2007 and 

relisted in 2015) 
Gamuda 28.3% 11.25% 
Kris 28.2% Delisted 
YTL Corp 26.2% 2.03% 
PETRONAS Gas 22.3% 15.43 
Ayamas Food 16.6% Delisted 
OYL 15.8% Delisted 
EON 15.4% Delisted 
CSA 14.6% Delisted 
Mitrajaya 12.8% 20.09% 
BAT 11.2% -2.87% 

Do not republish the table without author’s permission
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that the stock is overvalued. The rise of Top Glove price between 
December 2017 and July 2018 was the classic case – something 
must be adjusted eventually – either its EPS catches up or its share 
price must drop. Finally, Top Glove share price dropped by close to 
25% within the first 2 weeks of January 2019.

4.6  Cash and Debt

I have covered ROE and EPS growth rate in previous sections, 
but I must point out that high ROE and EPS growth rates are 
not good enough. Assuming we have two companies with similar 
ROE and EPS growth rates, which one should you choose? Some 
suggest you should look at cash flow. Cash flow is important. It is 
the flow of money in and out of a company: outflow of cash is the 
money paid out every month as salaries, to suppliers or creditors; 
inflow is the money received from customers, lenders or investors. 
Cash is one of the major “lubricants” of any business activity. A 
company may be a growing company or a profitable company, but 
if it does not have any cash to pay its bills, then it is in trouble.

So how much cash should a company keep? Generally, the more 
cash on hand, the better it is. Not only does decent cash hoard give 
management the ability to pay dividends and repurchase shares, 
cash can also be used when times are bad. Some of the companies 
have debt, yet at the same time, they have large hoard of cash in the 
bank. However, having too much cash sitting idle there may not be 
a good sign. As a shareholder, you should know how the company 
plans to utilise its cash:

1. Is it going to acquire a competitor?

2. Is it going to expanding its business?

3. Is it going to distribute its cash as dividend?

4. Is it going to use the money to buy back its shares?



HOW TO PICK GOOD UNDERVALUED STOCK 

73

5. Or is it going to put it a bank to earn the annual 3% to 4% 
interest of time deposit?

The first 4 items are good, not the last one though. If a company 
wants to keep its cash in the bank earn interest, it might as well 
distribute it as dividend to shareholders.

Having good cash flow alone does not really indicate the overall 
financial wellbeing of a company. It only gives a good indication 
of what the company is doing with its cash and from where this 
cash is being generated. My point is, debt is more important than 
cash flow when it comes to stock selection because a company 
may appear to have no problems in cash flow if it has borrowed 
money from banks. Yes, some companies rely on money borrowed 
from the bank to run their day to day operations.

Remember, when a company has debts to settle, it must pay interest 
to bank. This expense will eat into its earnings. Hence, company 
with high ROE and EPS growth rates with a healthy cash flow 
and minimum debt is always better than those with a similar ROE 
but with huge debts to settle. If a company is cash rich without 
debt, you will have less risk. Based on my observation, during 
recession when interest rate is increasing, company with high debt 
tends to have its earning falling faster than revenue because it is 
overburdened with interest payment. It is part of the fixed cost that 
cannot be covered by sales.

Debt/Equity Ratio, D/E
Total Debt

Shareholders Equity=
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Debt to Equity Ratio (D/E) is a measure of a company’s financial 
leverage calculated by dividing debt with shareholder equity. D/E 
indicates what proportion of equity and debt the company is using 
to finance its assets. Debt is subtracted from assets to calculate 
equity.

Debt ratio is useful in determining whether a company has a strong 
financial position to survive in tough times. Because a company 
must pay interest on time, it must have enough money to meet its 
payment commitment. A high D/E ratio generally means that a 
company has been aggressive in financing its growth, but that it 
has also been accruing debts. This heavy leverage approach may 
result in volatile earnings because of additional interest expense. 
For instance, the company generates $10 million of gross profit, 
but it pays $9 million of interest to bank. Means, it has only $1 
million left. During recession, when interest rate goes higher, it 
will struggle paying bank interest. Hence, many companies, which 
have huge debt, go bankrupt during tough time. Assuming you 
have 10 companies in your stock investment portfolio, during 
an economic downturn, the 2 with a good balance sheet tend to 
outlast the other 8 with heavy debt.

Debt itself may not be bad. Debt can be good. The rule of thumb is, 
good debt produces cash flow while bad debt does not. Good debt 
is the money borrowed and spent directly on revenue generating 
assets or activities. If a company uses debt to increase net profits 
by an amount greater than the interest cost of the debt, then the 
company will deliver a higher ROE to shareholders. If it does not, 
the debt erodes the company’s profitability.

If a company borrows $100 million to expand its business with 
$20 million of return (20%), and assuming the bank charges 5% 
of interest, it generates 20% - 5% = 15% of return. In this case, it 
makes sense to do so. Other examples: a manufacturing company 
may borrow to build production line which helps to increase 
production volume; a pharmaceutical company may borrow to 
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purchase research and development high technology equipment 
for its scientists to develop new drugs; a property company may 
get loan from bank to purchase large piece of undervalued land, 
reserving it for future development. The debt is used to expand 
their core business.

What is bad debt? Bad debt is money spent to pay off old debt 
or to make the owner richer such as to increase his take-home 
pay, or buy a private plane for his personal use, or even to prop up 
the company’s image, for instance to develop a new company logo. 
Bad debt is also loan used to venture into non-core business. For 
example, a food and beverage company takes debt to venture into 
its non-core business like selling winter clothes.

By the way, debt is a debt, whether it is short or long-term debt. 
The so called 5-year or 10-year debt will eventually become short 
term debt when it is close to maturity (deadline to repay).

One more thing, if the company takes loan from a bank to pay 
dividend, something is not right too. Dividend is supposed to be 
given only if the company has made sufficient profit. If a company 
is not doing well yet it resorts to borrowing to pay dividend, be 
cautious. It could be the management or founders are trying to 
enrich themselves. Being one of the majority shareholders, some 
management or founders want to get as much as possible (from 
dividend to the extent of borrowing) before ditching the company.

People have asked me whether company that is deep in debt would 
be better company after a debt-restructuring exercise. Seriously, I 
do not know because I cannot predict the future. I prefer to look at 
whether a company has managed to bring in profits and clear most 
of its debt, if not all. Again, I go for proven track records (ROE, 
EPS GR, etc.), not predictions of what can or might be in the 
future. I will make sure my stocks have a low D/E ratio compared 
with their competitors within the same industry. Rule of thumb, 
a D/E ratio that is lower than 0.5 is acceptable for me. A ratio 
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of 0.5 indicates every $1 the company borrows is supported by 
having at least $2 in equity. Another way of looking at it, every 
$1 the company borrows, it has $2 of equity. Regardless of how 
the analysis is, debt should not to be more than the shareholder 
equity at any time. Because of the nature of certain industries, 
you will find that some have high D/E ratios while others have 
lower ratios. Therefore, D/E of 0.5 is just a guideline, not a fixed 
rule. For comparative purposes, as with all other ratios, D/E ratio 
should also be compared with peers within the same industry.

•	 My guideline on D/E ratio of 0.5 is not applicable for 
bank. Bank borrows money at a lower rate and then lends 
it to its customer at a higher rate. It makes a profit on the 
difference between the two. Bank normally carries greater 
debt because the money it borrows is also the money it 
lends. In other words, the major product that banks sell 
is debt. Hence, simply using debt to equity for bank to 
measure its financial risk does not do justice to bank. In 
fact, bank is required by authority to maintain certain 
minimum capital requirements and reserves as a cushion 
against loan losses.

•	 Airlines, large high technology manufacturing or 
construction companies have high level of debt financing. 
These stocks fall under are capital-intensive industries 
which I normally shy away unless they show great historical 
records.

•	 Utility company tends to carry large debt too. Depending 
on the nature of the business, debt could be a concern. If 
the company monopolise the market where it has long 
term contract, it is acceptable to carry debt. Otherwise, it is 
risky because of competition.
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Regardless of industry, if a company can generate higher earnings 
by getting a loan, then its debt is good. Imagine a company 
cannot finance its expansion with its limited funds, it will miss 
real growth opportunity. Too much debt can hurt a business if 
the company does not manage the debt well. Too little debt may 
keep a company from growing. It is about balance. This, of course, 
depends on how experienced the management is.

4.7  Net Profit Margin

Assuming you want to buy one of the two companies. One of my 
companies, Company A, is making $1 net profit for every $4 of 
revenue; the other company, Company B, is making $2 net profit 
for every $4 revenue. If both companies are sold at the same price, 
which company would you buy?

You should buy Company B because it gives a better net profit 
margin. Net profit margin is an indicator of profitability. It is 
calculated as net profit (after tax) divided by revenue.

For instance, if profit is $100 million and revenue is $200 million, 
profit margin will be 50% ($100 ÷ $200). Profit margin tells you 
how much profit a company makes for every $1 it generates in 
revenue. In this example, a 50% profit margin means that for every 
$1 in revenue, a profit of $0.50 is earned. To get a better indication 
of historical profit margins, investors should analyse past records 
of a company over its past 10 years. 

Profit Margin
Net Profit
Revenue=
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The higher the profit margin, the better the company financial 
health is. High profit margin allows for pricing flexibility and 
a cushion against downturn or recession. I find it useful when 
comparing stocks within the same industry to look at their profit 
margin.

If a company has better and better profit margin, it could mean one 
of the few things:

1. The company is getting more efficient. It probably 
produces the same product or services with less resources 
and therefore reducing associated expenses.

2. The company no longer put in lots of capital expenses. 
What left is the monthly or yearly running costs (operating 
expenses) which may be lower compared to the one-time 
capital expenses. For instance, the company has built 
a factory and purchased machines at $1 million on year 
1. On year 2 onward, it pays only about $100,000 as the 
maintenance expense. Its expense has gone down and 
therefore its profit margin is improving.

3. It may also mean that the company has sustainable 
competitive advantages. The company is not facing 
competition and therefore it is able to maintain its selling 

Gross profit margin Revenue-Cost of Goods
Revenue

Gross Profit
Revenue= =

Net profit margin 

Revenue-Cost of Goods-
operating express-interest-taxes

Revenue
Net Income

Revenue= =

You may come across “gross profit margin” and “net profit margin”.

Between the two, I prefer net profit margins. It paints a clearer 
picture on profit.
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price or even increase it. Its customers still purchase its 
products or use its services even if it increases product price.

In short, excellent companies are thrifty and good in controlling 
expenses and hence increase their profit margin. They seek to 
maximise returns by running their operations efficiently and being 
the best at what they do. These companies will not buy themselves 
glamorous 50-storey office towers that have indoor waterfalls and 
gold-plated toilet seats. They will also not reward management 
with fat salaries which do not commensurate with performance or 
buy private jets without good reason, or change the company name 
to something flashy. Company with thrifty policy maintain its cost 
low to have higher profit margin.

4.8  Valuing a Stock

After identifying a good stock, you need to decide the buying 
price. Now, I will talk about stock valuation. Let’s assume you 
run a manufacturing business producing running shoes. You 
want to buy a new set of machine to automate a portion of your 
manufacturing processes. You would try to quantify the benefits 
that the new machine would provide. Let’s assume it would save 
you $1,000 a day, $30,000 a month and about $365,000 a year. 
You would then look at similar machines available in the market 
and compare prices before you make your decision: one may be 
selling for $500,000 but another could be going for $620,000. You 
would ask many questions before coming to a decision: Does the 
more expensive machine have more features? How reliable will the 
machine be? How about after-sales service support? How much 
will the maintenance of the machine cost?

What you are doing is to find out if the machine is worth the 
investment. The same concept applies over here. You have found 
a stock with an ROE and EPS growth rate of 15%; the company 
concerned has a generous cash flow and minimum debt, but should 
you buy at a price the market is asking for? Or should you look at 
other stocks?
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You do not buy any stock at any price. You do not buy a stock just 
because you feel its price is low. What I am preaching is value 
investing. The higher the price you pay for stock, the lower the rate 
of potential return. The price you pay is the ultimate determinant 
of the rate of return earned on any asset you purchase. However, 
buying a stock simply because it is cheap is also not the right 
approach. Cheap company may have something fundamentally 
wrong. In July 2014, Malaysia Airlines (MAS) was selling at 20 
sen (MYR 0.2 = USD 0.06) per unit. Would you buy it and hold 
it for long term?

The idea is to find a company whose prospect you really believe 
in (based on ROE, EPS growth rate, D/E, etc.) and then use a 
valuation technique as a reality check to make sure your purchase 
price is acceptable. In other words, you must know the maximum 
price you should pay. Try to make your valuation estimation 
realistic. You are trying to avoid overpaying to minimise the risk. 
Although paying too high a price for stock is not wise, the risk is 
even higher when the stock is of a low quality.

Pick any stock, within a year, the difference of the highest and the 
lowest price could be more than 15%. Take Nestle in Malaysia as 
example. Within a year of 2018, its lowest price was about RM103 
whereas its highest price was about RM153, which was close to 
48% difference. If you bought Nestle at its lowest price point of 
RM103, you would have made 48% of paper profit when its price 
rose to RM153. In addition to paper gain, you got another 3.9% 
gain via dividend. In total, you have made close to 52% gain. Thus, 
buying a good stock at the right entry price is important.  
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4.8.1 Comparing Average Price to Earnings Ratio (P/E)

Low stock price does not mean the stock is undervalued nor does 
high stock price indicate the stock is expensive. For instance, if 
you have only $2000, for Stock A which price is only $0.2 per 
unit, you can have 10,000 units. For Stock B which price is $2, 
with the same amount of $2000 capital, you can have 1,000 units. 
Stock A is not necessary cheap whereas Stock B may not be 
expensive. To know whether the stock is cheap or expensive, you 
look at Price to Earnings Ratio (P/E). It helps you knowing how 
much you are really paying for a stock.

The price/earnings ratio, commonly identified as P/E, PE or PER. 
I will stick to P/E in this book. P/E is computed by dividing share 
price by its EPS.

For example, if share price is $8 and EPS is $0.40, its P/E is $8 
÷ $0.4 = 20

P/E gives you a quick idea of how many times the price is a 
multiple of the company earnings. P/E normally rises in tandem 
with stock price, meaning that when stock price rises, its P/E 
rises too, and vice versa. In other words, stock purchased at a P/E 
of 30 means that its share price is 30 times larger than its current 
earning capacity. That is, assuming the EPS remains unchanged 
(EPS growth rate is 0% every year), it would take 30 years for the 
earnings to equal the buying price. For instance, if P/E is 30 and 
EPS is $1 yearly, theoretically, you will need 30 years to get back 
your capital of $30.

Price over earnings per share, P/E 
Market Price per Share

Earnings per Share=
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Different analysts have different interpretations of P/E. Let’s 
look at an example. Company A and Company B are in the same 
industry and they have P/E of 5 and 20 respectively. This means 
that:

•	 The market values Company A at $5 for every $1 of its 
earnings;

•	 The market values Company B at $20 for every $1 of its 
earnings.

One analyst may find that Company A is more attractive since 
it costs less for the same earnings of $1. A second analyst may 
reason that Company B is more attractive because a higher P/E 
means that the stock is more valuable in that the company has 
a potential to deliver high growth returns. So, low or high P/E, 
which is better?

If a stock has passed the tests of ROE, EPS growth rate and 
D/E, the lower the P/E, the better the stock is. In the above 
example, Company A is better.

In year 2003 while KLCI was below 1,000, an analyst might say 
that a stock was overvalued with P/E of 20. However, in year 
2013 when KLCI was more than 1,500, the same analyst said 
that the same stock was undervalued with P/E of 20. Something 
was wrong. Same company, same analyst, same P/E value and the 
only difference was KLCI. Just because the market was going up 
during a bull run, the analyst changed his opinion which might 
have misled his clients.

Bear in mind, P/E is reliable only if:

1. The EPS is stable. It does not fluctuate by a lot. If year 1, 
EPS was $1. Then, it rose to $5 on year 2 before dropping 
to -$2 (making loss) in year 3. Something unusual was 
taking place. You must find out the reason.
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Hence, EPS must be within a positive range, which shows 
the company is not losing money. When a company is 
losing money or not earning money, its EPS has a negative 
value. There are varying opinions on how to deal with this 
situation. Some say P/E should be negative; others give 
it a value of zero (0) whereas the majority may say that 
P/E does not exist. I would not consider looking at a 
company which does not have earnings (means, losing 
money) until it posts a sustainable positive EPS. Doing 
so has helped me eliminated unprofitable companies from 
my target list.

Some people say that comparing P/E of companies is useful only 
if they are in the similar industry. For example, utility companies 
typically have low P/E because they have slow growth but they 
are in a stable industry. In contrast, some people believe that 
technology industry is characterised by phenomenal growth rates 
and therefore deserve higher PE. While it makes more sense to 
evaluate a company with its peers in the same industry, we should 
use the same yardsticks for any company including technology 
company. Regardless of industry, the lower the PE, the better it 
is. I can never convince myself to buy a stock with P/E value 
of 40 just because it is a technology or glove company. Many 
Malaysian speculators were willing to pay high price to buy 
glove company, which they classify as high growth evergreen 
business, even its PE is above 35 in year 2018.

Some analysts provide a P/E range calculated using the highest 
and lowest value for a given year or period. I think this is fair. 
As with all other numbers (ROE, EPS growth rate, etc.), it is 
more valuable to look at P/E over time (past 10 years). Average 
P/E allows you to relate the current P/E to the range of P/E 
experienced by the shares in the past. Ideal stock must have a P/E 
that is at least below mid-range. For instance, the average highest 

Remember that P/E =  2.
Market Price per share

Earnings per share
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P/E of a company for the past 10 years is 30 while its average 
lowest is 10:

Average P/E   
Average Highest PE +  Average Lowest PE

2

30 + 10
2

20

=

=

=

If this stock is sold at a P/E of 22, I would not buy it. I may 
consider buying it only when the P/E is lower than 20. This is 
not a definite number, but it provides me with a good baseline 
to evaluate the stock. For me, even P/E value of 20 is considered 
high. I prefer company with P/E value not more than 15. Again, 
lower is better.

I have received many e-mails asking how to calculate average P/E. 
Below is an example. Let’s say Company A has these P/E values:

Year 2016: Highest P/E = 20; Lowest P/E = 10

Year 2017: Highest P/E = 40; Lowest P/E = 30

Year 2018: Highest P/E = 30; Lowest P/E = 20
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