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Methods of Stock Selection

by

L. D. Alford


In a previous article titled “Investing Basics,” I discussed the following ten investment principals:

1.  Buy stocks, bonds, and mutual funds for long term investing. 

2.  Maintain a balance between risk and safety.  

3.  Develop an overall long-term plan to accumulate and diversify investments.

4.  Buy stocks of companies that you know have reasonable profits, assets, and cash, whose business you understand, products you trust, positive records, and particularly that have position in the global market place.
5.  Don’t keep losers that do not maintain positive fundamentals.

6.  Dollar cost average.

7.  Dividend reinvest if available.

8.  Decrease your investment costs.

9.  Generally, unless you understand the advantages and risks, don’t buy stocks on margin, but if you do, don’t exceed 10% margin.

10.  It is difficult to time the market, but if a stock has reached your target price or you have reached your share and value goals and want to diversify, it may be wise to take profits.


In this article, I will focus on principal number four:

4.  Buy stocks of companies that you know have reasonable profits, assets, and cash, whose business you understand, products you trust, positive records, and particularly that have position in the global market place.
How do you know that a company’s stock will increase in value?  That is the basic problem--you don’t.  The characteristics listed above as well as stable management and companies that are number one or two in their markets are indicators of stocks that will likely gain in value over time, but no one can absolutely predict the future value of a stock.  I mentioned before that you should look at the inverse for most of the characteristics of a good risk: in other words, don’t buy stocks of companies whose business you don’t understand, whose products you don’t use, that don’t have good reputations, or that are only local or only meet local needs.  And I said for the more quantitative measures like management, profit, assets, cash, and market position, you can ask your broker or research the company yourself.  This information is sufficient to determine good stocks to purchase, but there are other methods of choosing stocks that can help tease out the best of the best to fill your portfolio.

In 1999, John White and Morgan Miles, wrote a paper titled, “Last Years Winners as this Year’s Picks,” published in the Journal of Financial and Strategic Decisions that evaluated the following year performance of mutual funds that were the top performers for the prior year.  They found that although funds that were the year’s top performers were generally not the top performers in the next year, they nearly always outperformed most other funds and the market average.  Since it is nearly impossible for even the experts to predict the next years top performing mutual funds, they concluded that an excellent investment strategy for mutual funds was to purchase the prior year’s top performers and switch the mutual funds each year based on the top funds in the previous year.  This method should generally result in a predictably strong return.  If you invest in mutual funds, I highly recommend this strategy to you.  More than any other method, it will result in predictably high rates of return.
Out of this mutual fund strategy comes two key methods for selecting individual stocks for investing.  The first method can be termed the mutual fund portfolio method.  First, from the Wall Street Journal or other source determine the top five, by return, mutual funds for the year.  Second, request a prospectus from each of the five and determine the top stock holdings, by number of shares, for each mutual fund.  Third, find the stocks held in common by these funds.  Those stocks held in common are the stocks that you want to target for analysis.  The following table demonstrates this strategy.

	
	Mutual fund

#1
	Mutual fund

#2
	Mutual fund

#3
	Mutual fund

#4
	Mutual fund

#5

	#1 Stock held
	ABC
	BCD
	NOP
	ABC
	BCD

	#2 Stock held
	XYZ
	ABC
	BCD
	XYZ
	CDE

	#3 Stock held
	MNO
	HIJ
	XYZ
	EFG
	FGH

	#4 Stock held
	PQR
	QRS
	RST
	STU
	TUV

	#5 Stock held
	HIJ
	IJK
	JKL
	KLM
	MNO


Table 1, A hypothetical example of mutual fund stock holdings        

The stocks held in common in this example are:  
	Stock
	Number of times appearing

	ABC
	3

	BCD
	3

	XYZ
	3

	MNO
	2

	HIJ
	2


Table 2, Hypothetical example of common stocks held by a selection of mutual funds 
These are the stocks that collectively made up the major portion of the portfolios of these highly performing mutual funds, and these are the stocks to take to the next level of inquiry.  I will discuss this in a moment.

The second and my favorite method of obtaining a list of highly performing stocks can be termed the long term stock performance method.  Yearly, the Wall Street Journal reports the top performing stocks for one, three, five, and ten years.  Other sources for this information are available.  A table in the Wall Street Journal lists these stocks by percent increase and in the indicated categories similar to the following hypothetical table:

	Stock
	Percent increase

	1 year
	

	ABC
	300%

	CDE
	200%

	XYZ
	100%

	DEF
	75%

	HIJ
	50%

	3 years
	

	EFG
	100%

	MNO
	80%

	BCD
	60%

	ABC
	55%

	FGH
	50%

	5 years
	

	GHI
	75%

	IJK
	70%

	BCD
	65%

	HIJ
	60%

	JKL
	55%

	10 years
	

	MNO
	70%

	XYZ
	65%

	KLM
	60%

	ABC
	55%

	LMN
	50%


Table 3, Hypothetical example of a table of best stock returns for 1, 3, 5, and 10 years
Stocks are selected for further research based on the number of times they appear on this chart.  Just as Table 2 for the stocks held in common for top performing mutual funds was developed, likewise a table is created for stocks found of the top performing chart by number of times listed. 

	Stock
	Number of times appearing

	ABC
	3

	BCD
	2

	XYZ
	2

	MNO
	2

	HIJ
	2


Table 4, Hypothetical example of stocks appearing more than once on a table of best returns for 1, 3, 5, and 10 years.
Typically, four to eight stocks can be found more than once on the chart and one is usually listed three times.


The results in tables 2 and 4 are used to focus potential stock purchases, but these results must not be followed blindly.  The next step is to research these stocks for their future potential.  Noting the results of Miles and White’s research on mutual funds and the prior performance of the indicated stocks, if the result of your research is positive, these stocks should show good future performance.  My experience using both of these methods to determine stocks for investing has provided better than market returns.  I will give an example for this year using the second method.  


The Wall Street Journal’s report listed eight stocks more than one time.  This list was refined through stock research to four top stocks:  Omnivision (OVTI), Marvel (MVL), Chios (CHS), and Imclone (IMCL).  Of these stocks, Omnivision, Marvel, and Imclone hit a 52 week low in August.  Chios was near its 52 week high.  This is when I placed a lower than market “good until cancel” order for shares in Omnivision, Marvel, and Imclone.  This example shows another aspect of this strategy, that is, stocks should be purchased when they are at least in the bottom half of their 52 week point spread.  Following this recommendation will help prevent buying high.


Last year, I purchased Activision (ACTV) and Best Buy (BBY) using the above method.  The result, one year later, is that Activision has split twice and has a gain of 75%+ while Best Buy has a gain of 150%+.
Conclusion


Selecting stocks for investment can be difficult, but using common stock holdings of top performing mutual funds or using stocks with the highest historical gains can help willow the field to a few very good stocks.  These methods for determining individual stocks for purchase require careful analysis of the results prior to purchase and must be part of your overall strategy for portfolio development.  This method of determining stocks for a portfolio can be a fantastic method of enhancing your overall return.
- The End -

