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A MATTER oF OPINION

The purpose of the portfolio was to study processes and to
show that a consistent approach could be followed without
great time requirements—and the results show promise.

A Closer Look at the
Beginner’s Portfolio:
Interesting Side Benefits

By James B. Cloonan

We began the Beginner's Portfolio
24 years ago not to prove any one
theory of investing, but to show that a
consistent approach could be foliowed
without great time requirements. We
also wanted to examine and share the
problems and procedures of manag-
ing a portfolio of small stocks.

Our approach was based on histori-
cal evidence that small-capitalization
stocks (these are now more commonly
called micro-cap stocks) and stocks
with low price-te-bock ratios outper-
formed the market over the long run. It
was also based on the belief that a
portfolio could be managed by mak-
ing adjustments only once a quarter.

Based on practical experience in the
handling of our portfolio (it is a real
portfolio), we have adjusted the guide-
lines; the rules provided below repre-
sent our latest ideas for managing such
a portfolio. As you know (from my pre-
vious reports) the portfolio had a re-
turn of 32.2% in 1993 and 2.0% in 1994.
It is ahead 5.4% through the first four
months of 1995.

The purpose of the portfolio was to
study processes and not to be an advi-

sory letter. Because of this, we have
not listed the stocks as we purchased
them, although any one with a data-
base could have screened using our
rules and come up with approximately
the same selections.

At this time, 1 thought it would give
a feeling of reality to the process if we
showed the stocks bought, sold, and
currently held. They are presented in
the tables on the following pages.

One interesting point to note is the
side-benefit to the way stocks are sold
in the portfolio. Most stocks are sold
because they had negative earnings;
the only winners that are sold are those
that have gone up enough to double
the size or price/book criteria. As a
result, losses are taken and most prof-
its continue to run.

This provides a beneficial tax ef-
fect—realizing losses but deferring
most gains. As you can see from the
table, although the portfolio is ahead
about $215,000, taxes have been de-
ferred on $120,000. 1 would estimate
over the long term that the retumn on
the portfolio will be derived from about
40% short-term gains and dividends
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and 60% long-term capital gains, with
the gains deferred two to three years
on average.

We did not tax manage the portfolio,
but individuals might want to adjust
the timing of sales a bit to make losses
short-term and gains long-term. How-
ever, | emphasize the words “a bit": A
slight variation makes sense, but don’t
defeat the approach by focusing too
much on tax consequences.

Beginner's Portfolio Rules

Stock purchases must meet these crite-

ria:

¢ Price-to-book-value ratio is less than
0.65. (This figure will change gradu-
ally with overall market value.)

= Market capitalization is between $11
million and $60 million (will also
change).

e The firm's last quarter and last 12
months’ eamnings from continuing op-
erations were positive.

» No financial stocks or limited part-
nerships will be purchased.

¢ The share price is greater than $4.

» In order to reduce tumover by avoid-
ing stocks that are forever marginal,
do not re-buy a stock you have sold
within two years.

« Note firstitem understock orderrules
concerning spreads when buying
shares.

Stocks are sold if any of the following

OCCUrs:

e Last 12 months' earnings are nega-
tive.

» The price-to-book-value ratio goes
above two times the buy criteria.

» Market capitalization goes above
twice the initial criteria.

« Sell part of holding if it exceeds two
times the average holding, and funds
are needed to buy other stocks that
meet the purchase criteria.

Stock Order Rules

¢ If the quoted bid-asked spread is
more than 8% (asked price minus bid
price, divided by asked price), elimi-
nate the stock from consideration.
Better to stretch other criteria, if nec-
essary, than pay high spreads.
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The Beginner's Portfolio
Realized Capital Gains

Symbal Campany (Exchange) & ® (3
AALR Advanced Logic Research (M) 0920 19,080 {8,160)
ABLNA AL Induseries C1 A (99 16601 20,295 {1699
ALR Altied Research Corp. (AM) §4,880 $9,120 £4.240)
BERS Ben Frankin Retadl (NM) 26,156 HATS 1,675
BRCK Brock Candy Cl A (NPY 45,803 22,560 W44
cuc Culbro Corp, (NY) 21 487 22,825 {538)
DTSt Dateon Systems {NM) 13 A48 14,970 3,536
EDO £DO Corp. (NY) 47,654 4,884 5750
EBC Hdec Corp. (M) 48,100 20470 74630
FBD Fibrsbowrd Corp. (AM) 66,523 2 575 45,848
M Foudaranys Superrarket (AM) 19099 20,875 o.776)
GMM Greenman Brothers (&M V677 19,268 (62
AL Mampton Industries (RM) M J63 18,090 3,673
KHAR Kahler Corp. 39 79,680 20670 9,000
LDIC LB Corp. (NM) $1,190 22,560 () Froy.
LUR Lurfa (1) & Sons (N 20937 238 {268}
MSM Hocts Holdings (AM) £2.660 10243 .55%
NUCHM Muclear Metals (NM) 23,732 22,320 1512
Yy Co MNYCOR (NM) kg5 22080 LRE= )
ORBT Orbit Inteenationat M) 21,203 W I3 (2.970)
R Perini Corp. (AM) 34,485 42,138 7 459
RMCI famsay Meaith Care (NM) 27520 20370 7350
REXN Rexon (M) 30,130 20,748 9,365
SCRB Sea Contamers €J 3 4490 20974 24,650 {L.676)
8 SIECG Industries (AS) k8038 H.500 BB
CHH Specialty Chemieal (AM) 7577 13,900 .93
TOD Todd Shipyards B9 25,662 20,775 4,887
NV Unitet Video (AM) 2,763 4,849 3.086}
USCL LiSA Classic 089 37,390 25,548 1542
VLGEA Viltage Super Market (NM) £8,690 19,370 {680)

760,030 680,565 19,468

eyto-Evchanges: AM = Amaricen Siock Diconge Y = Now York Sreck Exchonge N =Nosdog-Neatonef #harkes S = Mo Semodt Cop

» Market orders are not used. Instead,
orders are placed between the bid
and ask prices unless the difference
between 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
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stocks should be adjusted after a
few days. in the over-the-counter
market,

» 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 bal-
ance of order.

Portfolic 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 quar-
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terly reviews early in February, May,
August, and November. Be consis-
tent.

» 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 purchases, keep the excess re-
ceipts—up to 5% of portfolio value—
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in cash until next quarter. If the ex-
cess receipts are greater than 5% of
the total portfolio value, distribute
the amount above 5% to smallerhold-
ings 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 instance,
from $60 million to $64 million) to
find new qualifying stocks.

I = ]
The Beginner's Portfolio
Uawealized Capital Gains

Ficker Sales Cost
Syrmibol Company (Exchange¥) 9 @
M Arrow Automotive Industries (M) 26,875 25400
AN Alba-Waldensian (AM) 25,470 19943
ALGH Ategheny & Western Enengy (M) 4075 19:870
ASTR Aserozystems (XM} 33,375 23,485
CAO Carclina Freight {(NY) 26588 2,300 2]
Cis Concord Fabrics C1 A {(AM) 26,400 18600 7,806
CHIO Continental Materials (AM) 9,400 9,375 138
ERSA Diagnostic Retrioval Ci A (AM) 24,750 2873 2477
BYA Dyrarnics Corp, (NY} 34,560 19,213 15,287
Ecology & Emvironment (AM) 16,000 18,513 2.513)
FSCR Pedera) Serew Warks (NM) 19,250 14810 7440
GBCT GBC Technologies (NM) 13,475 17,660 [4.185)
HBHA Liberty Momes (I A NM) 2038 23810 .87
MARSA Marsh Supsemarkars € A (NH) 19,028 il [2,085)
METHS Methode Blestranizs O B (M) 2 608 21,060 540
MOGA Moog Inc, €I A (AM) 34,800 20,285 14575
NOLD Noknd Cn, (NP 23238 17420 5819
OHCA Gricle Homes C A 5V 14,700 21,338 {6,538}
OLGR Ogear Co, (M) 24,506 9,270 4,730
FWERR Providence & Worcester Rad (M) 2425 19.560 2,868
58S Salem Corp. (AM) 59,188 20,188 31,000
SCRB $aa Containers {NY) 24,350 20,725 £25
SEWY Suaway Food Town (N4) 29,600 20,060 2,940
SNSTA Sonesta int1 Hatels €} A (NM) 33,500 20,4620 12,860
SWH Spaghett: Warehouse (NY) 17325 19,899 {1574
TCH T Invernationst QM) 19.250 $9.758 (598
X Trans-ux (AM) 3,288 BTN QA3
TNZA ‘Yranzoriz Co, CI A (AN 2,873 19,650 3,225
WSOB Watsco Jac C1 B (AM} 29.200 24875 4,338

712,360 592,511 119,849

eyto Exchanges AP Americon Stock Sxhange MY = New Yook Stock Exchonge M =sNosdag NotianotMorker N = Niasdog Smalt Gap

+ At end of quarter, if receipts from
stocks sales are insufficient to buy all
newly qualifying stocks, buy in order
of lowest price-to-book-value ratioin
amounts equal to the average hold-
ing. Also, if any existing holding is
twice the average, sell shares until
the holding is down to average and
use the receipts to buy qualifying

stocks.
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