A MATTER oF OPINION

Quialitative approaches require investor judgment, and to
make excess returns, your judgment needs to be more
correct than that of the overall market.

A Review of the
Qualitative Approaches
to Stock Management

By James B. Cloonan

Over the past months | have been
reviewing the various approaches to
portfolio management in the hope that
I could rescue some “mutual-
fundaholics” and get them to manage
their own stock portfolios.

In my July 1996 column, | discussed
the rationale for doing it yourself, while
admitting that some investors are bet-
ter off using mutual funds. Since then, |
have reviewed the various styles of
management and ways of categorizing
style beyond the simple value vs.
growth division. | suggested that one
useful way of dividing portfolio man-
agement methods was on the basis of
the kinds of information necessary for
the decision model. For this purpose, |
divided portfolio management into
quantitative and qualitative ap-
proaches.

My last two columns discussed quan-
titative approaches. While | believe that
there are basic quantitative approaches
that are simple, take little time, and
will beat both the market and the vast
majority of mutual funds by a meaning-
ful amount, | pointed out in the article
last November that to beat the market

by a significant amount, it would re-
quire going beyond the numbers in a
database.

If it is possible to outperform the
market significantly, it can only be done
based on qualitative approaches, by
someone able to evaluate qualitative
factors.

A qualitative factor is one that:
= Cannot be quantified,
= Can only be quantified on a subjec-

tive basis, or
« Can be quantified, but quantitative

information is not generally available.

The ability of corporate management
to cope with unforeseen adversity can-
not be quantified. The value of residual
customer goodwill toward a product or
the value of patents and research can
be quantified but only on a subjective
basis. The true economic value of land
or plant being carried at some account-
ing value can be quantified, but the
information will be difficult to find.

All of these examples relate to quali-
tative values that might be used in
stock selection. There is no limit to the
possible factors that might influence
the earnings and stock price of a given
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company.

The potential excess yields to come
from correct analysis of qualitative fac-
tors depends not only on the analyst’s
ability to find the factors, but on the
assumption that others don’t consider
the same things or they evaluate them
differently.

While there are an almost infinite
number of qualitative factors that might
impact a stock, we can focus on a few
approaches that qualitative analysts
have used. Some of them may combine
both qualitative and quantitative fac-
tors:

Price overreaction to news. Earnings
disappointment is the most common
source of bad news, but lawsuits, loss of
contracts, labor problems, management
problems, and a host of others occurs.
The ability to interpret the ultimate
impact of the news, particularly if the
analysis disagrees with the general
opinion, can be very rewarding.

Story Stocks. These are stocks where
something dramatic is happening—new
products, new applications, new mar-
kets, etc. You will not be the only one
with knowledge of the story, but if you
have a better interpretation of the re-
sults than the general market, you can
win big. It might only be a better esti-
mate of probabilities. For example, if a
small pharmaceutical company has a
drug in the testing phase, the current
price is determined by the market’s
estimate of the potential profits if the
drug succeeds and the probability of
success. If your estimate of either factor
is different and you are right, you will
receive excess profits over the long run.

Quantitative values are inaccurate. One
of the problems | mentioned with re-
spect to quantitative approaches is that
the data may be flawed. The most com-
mon problem is the difference between
real economic value and accounting
value. The latter is used in the price
relative to book value evaluation. What
is a manufacturing plant worth—its de-
preciated cost? Its replacement cost?
Its market value? Maybe nothing if the
product is outdated and the plant can’t
be effectively converted. The same
kinds of questions can be asked about
inventory, patents, real estate, research,
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etc. An interesting example is a maga-
zine that carries unfulfilled subscrip-
tions as a liability. In fact, if the com-
pany stopped publication, other maga-
zines would be happy to do the fulfill-
ment and pay a fee for each name.
Out-of-favor stocks. Because of their
cyclical nature or because of changes in
business conditions, the stocks of some
companies go through periods of weak-
ness. If the company is fundamentally
sound, it is likely to come back. Buying
such stocks can provide above-aver-
age returns for the long-term holder. A
word of caution here. Some companies
will get weaker and weaker and disap-
pear. This approach is best for large
companies—those that are “too big to
fail” because someone will come along
to save them. Actually, this approach is
the basis of the “dogs of the Dow” strat-
egy but can be expanded past the Dow
30 to the S&P 100 and beyond. This
kind of opportunity might also be un-
covered by some of the quantitative
approaches discussed previously.

There are many more ways to find
opportunities that the market has
missed. There are, however, some prob-
lems for the qualitative analyst. Many
of the judgments to be made are risky.
Even the smartest analyst will miss of-
ten. Itis not just a matter of good judg-
ment, but of probabilities. If someone
offered to let you flip a coin and gave
you 3-to-1 odds, itwould be good judg-
ment to take the bet. But you could still
lose. In the case of most qualitative
analysis, diversification is particularly
important.

Another major problem is where to
get the information necessary for doing
qualitative analysis. The primary re-
search route is visiting the company,
competitors, and customers and dig-
ging up information.

Most of us do not have the time for
this, but sometimes it is possible be-
cause we come in contact with the com-
pany, its products, or its customers.
The more plausible approach is to use
secondary data. This can come from

newspapers, TV, magazines, and advi-
sory services. Remember that this in-
formation is for further sifting, not for
blind action. Remember too that the
larger the circulation of the source, the
less likely that there will be an over-
looked opportunity.

| have used this approach for some
time and have found the most useful
information on local TV, in the smaller
advisory services, and from friends.
These resources provide inputs for fur-
ther analysis. | do not suggest acting on
cocktail chatter, but a remark by some-
one who should know can provide the
beginning of an analysis.

The qualitative approach is not for
everyone. If you have time and want to
try it, | suggest not only diversifying
among several companies, but using
this approach for only part of your port-
folio.

In the next column, I'll summarize the
approaches and discuss the
practicalities of day-to-day portfolio

management.

et _ -
A Practical Approach to Designing
the Right Portfolio

Want to invest, but have no idea where to start? Or do you have invest-

ments scattered everywhere with no plan in mind? Portfolio Building
Basics, a new booklet from AAII, written by Maria Crawford Scott, editor
of the AAII Journal, provides you with a framework for constructing and
maintaining a portfolio suited to your personal circumstances.

Whether you are starting from scratch or already have some investments,
Portfolio Building Basics teaches you how to create a portfolio based on
your investment profile. Once you determine your investment profile, you
can implement your strategy and focus on monitoring your portfolio. The
booklet will help you check your progress, showing you how to measure
your portfolio’s performance and fine-tune it, if necessary. Using real-world
examples, Portfolio Building Basics explores issues related to maintaining
an investment portfolio in your working years as well as in your retirement
years.

The Portfolio Building Basics booklet is available to AAIl members for
$12; $15 for non-members. To order, call AAII at (800) 428-2244 or (312) 280-
0170. Orders can also be placed by mail using the enclosed postpaid
envelope, by fax at (312) 280-9883, or by E-mail at AAlIMembr@aol.com.

PORTFOLIO
BUILDING
BASICS

How to apply essential
concepts to real world
situations ...
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