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A MATTER OF OPINION

James B. Cloonan is chairman of AAII.

In the July AAII Journal, I expressed the
hope that more members would con-
sider managing their own portfolios—at
least in U.S. equities—rather than de-
pending on mutual funds. While I admit-
ted that some investors are better off in
funds, I think many AAII members can
make the switch, save the costs, and
(unless they can pick the top-performing
mutual funds each year) improve returns.
To help those who wish to make the
switch, I will use this column over the
coming months to discuss different ap-
proaches to stock portfolio management.

I am beginning with the simplest of
investment approaches—a portfolio
based on clear-cut quantitative decision
rules, with only occasional adjustment.
The Beginner’s Portfolio, which we have
been running for the past 3½ years, is a
perfect example of this type of approach,
and I am reviewing it here.

The rules for the Beginner’s Portfolio
are very specific, and very little is left to
judgment. In addition, in order for the
time consumed in portfolio management
to be minimum, adjustments are made
only quarterly.

I should reiterate that the rules have
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been revised to include consideration of
the price-to-sales ratio, as mentioned
last month. In keeping track of the
Beginner’s Portfolio over the coming
months, I will note the difference brought
about by the new criterion to see its
impact.

The Beginner’s Portfolio is a real port-
folio, and it is up 14.7% through the first
half of 1996 (this includes transaction
costs), which is better than the S&P 500
over the same time period. The portfolio
has also outperformed the S&P 500 over
its 3½-year life. While the life of the
portfolio is too short to be making wild
claims, it does indicate that an investor
does not have to be a rocket scientist (as
the saying goes) to manage an effective
portfolio.

The Beginner’s Portfolio is only one
example of approaches that follow rather
direct quantitative rules. While we set up
the portfolio with an eye to the investor
who could only spend minimal time—
about four to six hours a quarter—this or
any other quantitative approach can be
managed on a more frequent basis. Since
corporate reporting data is only quar-
terly in most cases, there is little reason

to review stocks more frequently. If an
individual is able to spend additional
time, however, the portfolio could be
checked each month for the stocks that
had earnings reports the previous month.

To manage this type of portfolio, a com-
puter screening program will be neces-
sary. AAII’s Stock Investor will do the job, as
can most of the other programs available
on the market.

In the next issue we will look at the
characteristics of this kind of portfolio
and develop a categorization of invest-
ment styles.

Beginner's Portfolio Rules

Stock purchases must meet these criteria:
• Price-to-book-value ratio is less than

0.70. (This figure will change gradually
with overall market value.)

• Market capitalization is between $13
million and $100 million (will also
change).

• The firm’s last quarter and last 12 months’
earnings from continuing operations
were positive.

• No financial stocks or limited partner-
ships will be purchased.

• The share price is greater than $4.
• In order to reduce turnover by avoiding

stocks that are forever marginal, do not
re-buy a stock you have sold within two
years.

• Note first item under stock order rules
concerning spreads when buying
shares.

• From remaining stocks, choose those
with the lowest price-to-sales ratio in
order until you have used up available
funds. Do not go above a price-to-sales
ratio of 0.54.

Stocks are sold if any of the following
occurs:
• Last 12 months’ earnings are negative.
• The price-to-book-value ratio goes

above two times the buy criteria.
• Market capitalization goes above twice

the initial criteria.

Stock Order Rules
• If the quoted bid-asked spread is more

than 8% (asked price minus bid price,
divided by asked price), eliminate the
stock from consideration. Better to
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stretch other criteria, if necessary, than
pay high spreads.

• Market orders are not used. Instead,
orders are placed between the bid and
ask prices unless the difference be-
tween the two is 4% or less, in which
case purchases are placed at the offer
price and sales are placed at the bid
price.

• Unfilled orders on exchange-listed
stocks should be adjusted after a few
days. In the over-the-counter market, it
seems better to place day orders. If
unfilled, place order again in a few
days with a slight adjustment. In NYSE
and Amex stocks, use good-til-can-
celled (GTC) orders so you keep your
place in line. If the market isn’t close to
your price, adjust in a few days with a

new GTC order.
• If price changes cause a stock to be-

come ineligible (due to changes in
price-to-book-value ratio or market
capitalization) when only part of the
order has been filled, keep what is
already purchased and cancel balance
of order.

Portfolio Management Rules
• Decisions are made only at the end of

each quarter. In order to react to the
majority of earnings reports as early as
possible, consider doing the quarterly
reviews early in February, May, Au-
gust, and November. Be consistent.

• Best judgment is used for tenders or
mergers, but all criteria must be
obeyed.

• At end of quarter, if receipts from stocks
sold exceed requirements for new pur-
chases, keep the excess receipts—up
to 5% of portfolio value—in cash until
next quarter. If the excess receipts are
greater than 5% of the total portfolio
value, distribute the amount above 5%
to smaller holdings that still qualify as
buys. Buy in efficient quantities. If over
10% of portfolio is in cash, move the
market cap screen up a bit (for in-
stance, from $60 million to $64 million)
to find new qualifying stocks.

• Divide your portfolio so that you have
at least 10 stocks. For portfolios over
$100,000, investing in 15 to 20 stocks
is efficient. You will not need more than
20 stocks until your portfolio exceeds
$1 million.

Want to know what’s available in the universe of computer products for investors?  Whether you
use a DOS, Windows, or Macintosh system, the Individual Investor’s Interactive Guide to Computerized Investing
gives you instant access to descriptive information on over 750 financially related software products,
information-based services, and Internet sites.

The Essential
On-Screen Guide for

Computerized Investors!

Find the investment software programs and information services
you need!
• Search for products you would like to know more about.
• Consult the highly defined and detailed hierarchical table of

contents to find products in a specific category.
• Software products include those that perform stock analysis,

bond analysis, financial planning, and technical analysis.
• Financial information services include those that provide analyst

reports, charting, company news, financial statement data, fun-
damental and technical screening, and on-line brokerage.

Read about the programs, then try them out!
The Interactive Guide contains over 90 demos from a variety of vendors
that you can install directly from the CD-ROM.

System Requirements:
Windows: 386 or better processor; Microsoft Windows 3.1,
Windows 95, Windows NT 3.5 or later; 4 MB of RAM; 15 MB free
hard disk space; CD-ROM drive.
DOS: 386 or better processor; DOS version 3.3 or later; 2 MB of
RAM; 5 MB free hard disk space; CD-ROM drive; mouse.
Macintosh: Macintosh 68020-68040: 2 MB of RAM. Power Macintosh:
4.5 MB of RAM. All Macs: 5 MB free hard disk space; CD-ROM drive.

Price: $14.95 (non-member $19.95)

To order, call AAII at (800) 428-2244 or (312) 280-0170 and ask
for Member Services. Orders can also be placed by mail using the
enclosed postpaid envelope, by fax at (312) 280-9883, or by E-
mail at AAIIMembr@aol.com. Please specify “Computerized
Investing Package” when ordering the Interactive CD-ROM and
Computerized Investing Guide together.

AAII’s “Individual Investor’s Guide to Computerized Investing” is the
perfect complement to the new Interactive CD-ROM. The book
outlines the unique features that are valuable when deciding
on a software package for a particular use and critiques the
most popular programs. Programs are rated on their perfor-
mance, usefulness, documentation, ease of use, and value. The
Guide is priced at $19.00 for AAII members ($24.95 for non-
members).

AAII is offering the Computerized Investing Guide and the
Interactive CD-ROM to AAII members at a special price of
$29.00 ($39.95 for non-members), a substantial savings over
the cost of each product individually.
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Your Search . . .

Special

Package Rate!
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