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The Impact of Winter’s
Volatility on the
Shadow Stock’s Rules

Volatile market conditions in December and
January caused fluctuations in the market-
cap breakpoint used to identify Shadow
Stocks, but not enough to warrant altering it.
Plus, two stocks were sold from the portfolio.

BY JOHN BAJKOWSKI

The stock market bounced back strongly to start
2019, giving investors the best two-month start to a year
since 1991. Small-company stocks have been especially
strong performers this year, with the Vanguard Small-Cap
Index fund (NAESX) up 17.2% versus the 11.5% gain for the
large-cap Vanguard 500 Index fund (VFINX). The Model
Shadow Stock Portfolio was up 20.3% year to date
through the end of February (Figure 1).

John Bajkowski is the president of AAIl.

Find out more at www.aaii.com/authors/john-
bajkowski. Wayne A. Thorp, CFA, AAll’s senior
financial analyst, provided research.

the first two months of the year. Market capitalization is
simply the number of shares a company has issued mul-
tiplied by the share price. It is a common measure of com-
pany size and represents the market consensus of a com-
pany’s worth.

Stocks in the energy (+14.0%), industrial (+18.6%) and
financial (+14.6%) sectors bounced back strongly in 2019,
while more defensive sectors such as consumer staples
(+7.6%), health care (+6.1%) and utilities (+7.7%) are lag-
ging the market.

Since its inception in 1993, the AAIl Model Shadow
Stock Portfolio has a compound annual average return of
14.8% versus the Vanguard 500 Index fund's gain of 9.3%
per year on average over the same period. Over the same
period, the Vanguard Small-Cap Index fund posted an av-
erage annual gain 0f10.0%.

AAll.com Refresh

We are listening to our members and are in the pro-
cess of updating our website to add requested features and

FIGURE 1

Generally, the fortunes of large-company stocks
are tied more to global economic events, while
small-company stocks tend to be more domesti-
cally focused. The companies that make up the
S&P 500 index obtain around 40% of their revenue
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outside the U.S. Smaller companies also tend to be
slightly weaker financially than larger companies,
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often exhibiting slimmer profit margins. These
characteristics make them more sensitive to inter-
est rates and economic cycles. While there are con-
cerns over a weakening domestic economy;, it still
looks healthier than that of many other nations. As
investor sentiment improved from very pessimistic
levels at the end of 2018, shares of small-company
stocks bounced back strongly.

The performance of growth- versus value-
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oriented stocks was mixed during the first two
months of the year. Large-cap growth stocks were
up 11.9% versus the 11.0% gain for large-cap value
stocks, but the pattern is reversed in the mid- and
small-cap segments, with mid-cap growth stocks
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up 14.3% compared to a gain of 16.1% for mid-cap
value stocks. Small-cap value stocks were up 17.0%,
while small-cap growth stocks were up 14.0% for

Year-to- Annual Return (%) Ann’l
Date 1- 3- 10-  Since Std Dev
Portfolio Return (%) Year Year Year Inception (%)
Model Shadow Stock Portfolio 20.3 0.2 12.0 215 148 199
Vanguard 500 Index (VFINX) 115 45 151 165 93 111
Vanguard Small Cap Index (NAESX) 17.2 6.3 156 17.8 10.0 14.7
Data as of 2/28/2019.
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make it easier to navigate. One notable change is renaming
the Model Portfolios section to Shadow Stocks. The Model
Shadow Stock Portfolio can now be accessed directly from
the site’s main menu as well as from the Premium Services
drop-down menu. Shadow Stocks is a core AAIl member
benefit that helps to illustrate how individuals can trans-
late academic research into an investable portfolio.

The Shadow Stocks area on the website will continue
to present the current Model Shadow Stock Portfolio (Ac-
tual Portfolio), a listing of stocks currently meeting the
strategy’s buy criteria (Passing Companies List), along with
guidance on how to follow the strategy (User’s Guide and
FAQs), as shown in Figure 2. The area will undergo a visual
refresh over the next few months that should make it easi-
er to keep abreast of the portfolio activity and news.

TABLE 1

Quarterly Portfolio Activity

Whenever we begin our quarterly review, the size and
valuation criteria are studied to determine if any adjust-
ment is warranted. With the large market swings over the
last several months, we were curious to see how these fac-
tors might have changed.

The primary Model Shadow Stock Portfolio selection
criteria target the intersection of the smallest 10% of do-
mestic stocks as measured by market cap along with the
“cheapest” 10% of domestic stocks as measured by the
price-to-book-value (P/B) ratio. These decile breakpoints
are determined by examining domestic companies that
are listed on the New York Stock Exchange (NYSE) and
change over time.

Table 1 provides a history of the size and value maxi-
mums used to manage the Model Shadow Stock Portfo-

Size and Value Maximums Used

Maximum Value

Maximum Values

lio. The initial $55 million market-cap maximum for in-
clusion in the Model Shadow Stock Portfolio has grown
to $400 million. The price-to-book-value ratio has fluc-
tuated as well. It was lowest during 2001 and 2002, at
0.60, and is currently at its highest level of 1.00.

At the end of 2018, the NYSE market-cap cutoff for
the lowest decile had dropped to $276 million from
$387 million at the end of 2017. It stood at $330 million

of Lowest When Adding
(10th) Decile to Shadow Stock
NYSE Stocks Portfolio Annual Return (%)
Price-to- Price-to- Model  Vanguard
Market Book- Market Book- Shadow 500

Period Cap  Value Cap Value Stock Index
Ending ($ Mil)  (X) ($ Mil) (X) Portfolio  (VFINX)
Jun 1993 60 0.85 55 0.61 — —
Dec 1993 66 0.99 55 0.61 32.3 9.9
Dec 1994 60 0.87 60 0.65 2.0 1.2
Dec 1995 81 095 60 0.65 20.7 37.4
Dec 1996 93 1.01 100 0.70 22.3 22.9
Dec 1997 123 113 125 0.85 44.3 33.2
Dec 1998 100 0.82 125 0.85 (8.9) 28.6
Dec1999 95 0.65 125 085  (0.0) 21.1
Dec2000 90 050 125 085  (7.7)  (9.1)
Dec 2001 115 0.73 125 0.60 214  (12.0)
Dec 2002 130 0.68 125 0.60 10.8  (22.1)
Dec 2003 243 1.02 125 0.70 73.1 28.5
Dec 2004 300 1.20 200 0.80 43.7 10.8
Dec 2005 310 1.09 200 0.80 17.9 4.8
Dec 2006 380 1.19 200 0.80 29.4 15.6
Dec 2007 303 0.84 200 0.85 (1.8) 54
Dec 2008 127 052 200 0.80 (50.8) (37.0)
Dec 2009 230 0.79 200 0.80 72.3 26.5
Dec 2010 287 0.93 200 0.80 454 14.9
Dec 2011 238 0.76 200 0.80 6.3 2.0
Dec 2012 266  0.85 240 0.80 33.3 15.8
Dec2013 385 1.06 300 0.80 61.0 32.2
Dec 2014 326 0.94 300 0.80 (5.8) 135
Dec 2015 249  0.77 300 1.00 (15.2) 1.3
Dec 2016 370 1.04 400 1.00 29.8 11.8
Dec 2017 387 1.00 400 1.00 14.0 21.7
Dec2018 276 0.72 400 1.00  (244)  (45)
Feb2019YTD 330 0.86 400 1.00 20.3 11.5

at the end of February. The price-to-book-value cutoff
for the lowest decile had dropped to 0.72 at the end of
2018 from 1.00 at the end of 2017. It has since bounced
back to 0.86 at the end of February. With the market re-
bound, we did not adjust the valuation or size cutoffs
for the Model Shadow Stock Portfolio for our quarterly
review.

Portfolio Changes

Table 2 lists the stocks currently in the Model Shad-
ow Stock Portfolio and Table 3 on page 36 summarizes
the changes made during the quarterly portfolio review.

Two stocks were sold from the portfolio after con-
ducting the quarterly review—Aceto Corp. (ACET) and
Seneca Foods Corp. (SENEA). The proceeds from these
two sales, as well as the cash held in the portfolio, were
not enough to invest an average position size amount in
even one replacement stock.

It is the policy of the Model Shadow Stock Portfo-
lio not to underweight or overweight new positions.
Instead, we typically hold excess cash until there is
enough to buy a new stock with a position size roughly
equivalent to the average position size in the portfolio.

However, if you are looking for stock ideas to invest
excess funds, the list of Shadow Stocks that currently
qualify represent a good starting point. As of the end of

Source: Kenneth R. French, AAll's Stock Investor Pro/Thomson Reuters. Data as of

2/26/2019.
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TABLE 2
Model Shadow Stock Portfolio

Current 52-Week Market P/E P/B Div

Price High Low Cap Ratio Ratio  Yield
Company (Ticker) ($) ($) ($) ($ Mil) (X) (X) (%) Notes
Amira Nature Foods Ltd. (ANFI) 1.03 4.43 0.30 496 nmf 0.44 0.0 earnings probation (2H 2018)
Beazer Homes USA, Inc. (BZH) 1212 17.46 8.16 3995 4.2 0.61 0.0 qualifies as of 2/28/2019
Big 5 Sporting Goods Corp. (BGFV)  4.03 9.75 2.25 829 nmf* 048 5.0
Container Store Group Inc. (TCS) 6.83 12.42 4.21 3243 247 1.31 0.0
CPI Aerostructures, Inc. (CVU) 6.96 11.75 5.83 81.0 109 0.79 0.0 qualifies as of 2/28/2019
CSS Industries Inc. (CSS) 6.89 19.30 6.45 621  nmf 0.28 11.6 earnings probation (Q2 2019)
Delta Apparel, Inc. (DLA) 23.64 2499 16.11 167.0 178 113 0.0
Ducommun Incorporated (DCO) 4243 4562 27.87 479.8 102.6 1.89 0.0
Ennis, Inc. (EBF) 21.20 2298 17.36 5554 133 193 4.2
Flexsteel Industries, Inc. (FLXS) 2489 40.87 21.47 196.2 26.5 0.81 3.5 qualifies as of 2/28/2019
Hallador Energy Co. (HNRG) 5.37 7.98 4.75 163.0 17.3 0.64 3.0 qualifies as of 2/28/2019
Hooker Furniture Corp. (HOFT) 31.40 4985 24.85 376.2 104 147 1.9
Kimball Electronics Inc. (KE) 1550 2090 13.51 402.3 9.8 114 0.0
New Home Company Inc. (NWHM)  5.48  12.00 478 116.5 nmf* 046 0.0
Olympic Steel, Inc. (ZEUS) 19.42 2427 13.72 2135 6.6 072 04
PC Connection, Inc. (CNXN) 40.24 4305 2449 1,0709 16.7 2.04 0.0 approaching size limit
PCM Inc. (PCMI) 3359 34.59 6.90 398.3 18.2 2.76 0.0 approaching value limit
RCM Technologies Inc. (RCMT) 4.60 6.47 2.54 57.3 157 229 0.0
RCI Hospitality Holdings (RICK) 23.39 34.84 18.50 229.3 154 143 05
Renewable Energy Group (REGI) 26.57 3252 10.65 1,003.0 3.0 1.27 0.0 approaching size limit
REX American Resources (REX) 79.71  90.00 61.71 5100 147 129 0.0
Rocky Brands Inc. (RCKY) 2995 3345 18.93 2206 193 148 1.6
Strattec Security Corp. (STRT) 3098 4040 28.12 114.8 nmf* 070 1.8
Townsquare Media Inc. (TSQ) 5.71 9.79 3.95 107.0 nmf* 030 53
Universal Stainless & Alloy (USAP) 18.38  31.20  14.11 164.9 143 0.68 0.0 qualifies as of 2/28/2019
Vishay Precision Group (VPG) 3486 45.00 26.34 472.3 199 219 0.0
VSE Corporation (VSEC) 3535 56.03 26.96 391.0 118 120 0.9

na = not available

nmf = no meaningful figure

*“Trailing four-quarter GAAP earnings negative, but adjusted earnings positive.
Source: AAIl's Stock Investor Pro/Refinitiv. Data as of 2/28/2019.

Approaching Size Limit: Stocks are sold if their market capital-
ization goes above three times the initial maximum criterion and
there is a stock to replace it. The current market capitalization
maximum for initial screening is $400 million. Stocks are marked
“approaching size limit” if their current market cap exceeds 2%
times the initial criterion, or $1 billion.

Approaching Value Limit: Stocks are sold once their price-to-
book-value ratio goes above three times the initial criterion and
there is a stock to replace it. The current initial price-to-book
ceiling is 1.00. Stocks are marked “approaching value limit” if
their current price-to-book-value ratio exceeds 2% times the
initial criterion, or 2.50.

Earnings Probation: If last 12 months’ earnings are negative, the
stock is put on probation; if a subsequent quarter has negative
earnings prior to 12-month earnings becoming positive, the
stock is sold. When available, adjusted (non-GAAP) earnings
are used to put stocks on probation or sell them. Otherwise,
earnings from continuing operations are used. The date is the
fiscal quarter during which the company first reported negative
trailing 12-month earnings.

Qualifies as of: Stock still qualified as a buy when the screen
was run with current data. Stocks that don’t currently qualify as
a buy are held until they meet one of the sell rules.

See the Shadow Stocks area of AAll.com for more information.
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TABLE 3
First-Quarter 2019 Transactions

Company (Ticker) Reason

Aceto Corporation (AGET) filed for bankruptcy protection
Seneca Foods Corp. (SENEA)  negative earnings

the Model Shadow Stock Portfolio. The list of passing com-
panies is published in the Shadow Stocks section of the
AAII website in a table labeled as Passing Companies List.
Five of the 20 passing companies are currently held in the
Model Shadow Stock Port-

folio—Beazer Homes USA FIGURE2

share turned negative. On February 1, the company report-
ed a quarterly loss—adjusted to account for discontinued
operations—of $2.07 per share. If a Shadow Stock that is
on earnings probation reports a subsequent quarterly loss,
itis sold from the portfolio.

Stocks Approaching Size & Value Limits

Stocks are sold during our quarterly review if their mar-
ket capitalization goes above three times the initial maxi-
mum criterion of $400 million and there is suitable stock
available for purchase. As noted in Table 2, PC Connection
Inc. (CNXN) and Renewable
Energy Group Inc. (REGI)

Inc. (BZH), CPI Aerostruc-

tures Inc. (CVU), Flexsteel [m===pum

merican
Association of

AAlI
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Industries Inc. (FLXS), Hal- ivesiars
lador Energy Co. (HNRG)
and Universal Stainless
& Alloy Products (USAP).
They are designated as
“qualifies as of 2/28/2019"
in the notes column of Table
2. Note that on our website,
the “currently qualifies”
label for the actual Model
Shadow Stock Portfolio ta-
ble is revised daily and dy-
namically updated.

Shadow Stocks

AAIl Shadow Stock Portfolio

Actual Portfolio

High | Low
Company (Ticker) ) | $)

Amira Nature Foods Ltd (ANE| 157 439 030

Beazer Homes USA, Inc. (ZH) 1152 1745 816

Big 5 Sporting Goods Corporation
BGFV)

37 e7s 225

Container Store Group Inc (ICS) 729 1242 421 2470

CPI Aerostructures, Inc. (CVU; 693 1175 583 1090

CSS Industres Inc (CSS) 660 1855 645

Aceto Corp. (ACET)

Aceto filed for Chapter 11 bankruptcy protection from
its creditors, leaving its equity stock worthless. The com-
pany indicated that it intended to sell its operating units
under the supervision of the bankruptcy courts in New
York and New Jersey. So far, Aceto has announced plans
to sell its pharmaceutical ingredients and performance
chemicals segments and the nutritionals portion of Aceto’s
human health segment for $338,000. The sale is intended
to constitute a “stalking horse” bid that is subject to higher
and better bids by third parties in accordance with bidding
procedures to be approved by the bankruptcy court.

This is the second time in 26 years we have had a bank-
ruptcy in the portfolio, since companies generally get sold
because of negative earningslong before they go bankrupt.
Jackson Hewitt Tax Service was held in the Model Shadow
Stock Portfolio when it filed for bankruptcy in 2011.

Seneca Foods Corp. (SENEA)

Seneca has been on earnings probation since it an-
nounced its first-quarter 2019 earnings on August 1, 2018.
Atthat time, the company’s trailing 12-month earnings per
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Shadow Stock Holdings as of 2128/2019

are approaching the mar-
ket capitalization cut-off of
$1.2 billion. PC Connection
had month-end market cap
of $1.070 billion, while Re-
newable Energy Group had
month-end market cap of
$1.003 billion.

We also look at the
price-to-book-value ratio
during the quarterly review
and sell any companies
if the ratio exceeds three
times the initial price-to-
book-value limit of 1.00.
Currently, PCM Inc. (PCMI),
with a price-to-book-value
ratio of 2.76, is approaching the price-to-book-value ratio
limit of 3.00.
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Following Shadow Stocks

The next quarterly review of the AAII Model Shadow
Stock Portfolio will take place around the end of May 2019,
after most of the Shadow Stock holdings have announced
their quarterly earnings. Any changes to the portfolio will
be announced at the time they are made on our website
and in a special Model Portfolios Update email (sign up at
www.aaii.com/email).
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