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Motley Fool’s Ratio Procedure

Since inception in December 1999 BHGP has maintained a mechanically invested portfolio based on the Motley Fool’s RP4 (or “Ratio Procedure” or “Foolish Four”) technique.  The RP4 is a variant of Michael O’Higgin’s “Dogs of the Dow” technique that prescribes purchasing equal dollar amounts of the 5 highest dividend-yield companies in the 30 Dow Industrials (or alternatively the highest 10).

The RP4 modifies the “Dogs” strategy as follows:  Instead of dividend yield (or annual dividend per share divided by price per share), the RP4 is based on dividend yield divided by the square root of the price per share.  (Mathematical equivalent: the ratio of the 12-month dividend per share to the 3/2 root of the price, thus “Ratio” Procedure.)  Further, the technique prescribes equal dollar amount purchases of not the top five RP-figure companies, but excludes the top “rated” company, buying equal dollar amounts of numbers 2 through 5.

Selecting a New Universe

One complaint about applying the RP4 technique to the 30 Dow Industrials is that not all 30 even pay dividends (note MacDonald’s and Microsoft).  Among the other 28 the dividend yield ranges from ½ of 1% or less (Wal-Mart, IBM, Intel, Home Depot) to 4% or more (Philip Morris, General Motors, Eastman Kodak).  Not exactly a homogeneous universe; a screen based on total annual dividends paid out might produce a more applicable group of companies for dividend-yield sorting. 

In the table that follows you will find two groups of companies: the 30 Dow Industrials and the 30 highest total annual dividend paying companies in the US equity market.  Sorted by total 12-month dividend, notice that 13 of the Dow-30 are amongst the “total dividend 30.”  In fact the top 3 total dividend payers, and 7 of the top 10, are Dow-30 companies.  Of the bottom 20 in this universe of top dividend payers only 6 are Dow-30 companies, 1 is in the Dow Utilities index group, and the other 13 are simply large established companies that each paid out from $1.1 - $2.6 billion in dividends in 2001.  Market cap-wise these non-Dow companies hold their own ranging from Dow Chemical (different Dow!) at $33.8 billion to Pfizer at $270 billion (second on this list only to General Electric at a distant $382 billion).  It appears this new universe does not dilute the Dow-30.  Comparisons:  The total market cap of the 30 Dow Industrials is $3.36 trillion; the Total Dividend 30 cumulative market cap is $3.41 trillion.  The total dividend paid by the Dow-30 is $47 billion; the Total Dividend 30 paid $70 billion in dividends in 2001.
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GE

General Electric Company

Industrial

0303 - Conglomerates

$6,356

$382,421

$38.50

0.27

1.7%

0.16

0.16

0.16

0.16

XOM

Exxon Mobil Corporation

Industrial

0606 - Oil & Gas - Integrated

$6,207

$256,265

$37.40

0.39

2.4%

0.23

0.23

0.22

0.22

MO

Philip Morris Companies

Industrial

0524 - Tobacco

$4,762

$102,595

$47.17

0.67

4.6%

0.58

0.53

0.53

0.53

VZ

Verizon Communications

None

0915 - Communications Services

$4,198

$127,464

$47.00

0.48

3.3%

0.39

0.39

0.39

0.39

BAC

Bank of America Corp.

None

0724 - Money Center Banks

$3,603

$98,189

$61.38

0.47

3.7%

0.56

0.56

0.56

0.56

SBC

SBC Communications Inc.

Industrial

0915 - Communications Services

$3,475

$125,672

$37.38

0.45

2.8%

0.26

0.26

0.26

0.25

MRK

Merck & Co., Inc.

Industrial

0809 - Major Drugs

$3,031

$154,666

$67.75

0.24

2.0%

0.35

0.34

0.34

0.29

C

Citigroup Inc.

Industrial

0724 - Money Center Banks

$2,901

$242,412

$47.90

0.17

1.2%

0.16

0.14

0.14

0.14

CVX

ChevronTexaco Corporation

None

0606 - Oil & Gas - Integrated

$2,673

$90,112

$85.01

0.32

3.0%

0.63

0.63

0.63

0.63

JPM

J.P. Morgan Chase & Co.

Industrial

0724 - Money Center Banks

$2,624

$74,508

$37.72

0.58

3.5%

0.34

0.34

0.34

0.32

PFE

Pfizer Inc.

None

0809 - Major Drugs

$2,623

$270,298

$43.31

0.15

1.0%

0.11

0.11

0.11

0.09

F

Ford Motor Company

None

0412 - Auto & Truck Manufacturers

$2,191

$34,225

$18.94

1.46

6.4%

0.30

0.30

0.30

0.30

BMY

Bristol-Myers Squibb Co.

None

0809 - Major Drugs

$2,118

$104,079

$53.76

0.28

2.0%

0.28

0.28

0.28

0.25

JNJ

Johnson & Johnson

Industrial

0809 - Major Drugs

$2,057

$176,451

$58.25

0.15

1.2%

0.18

0.18

0.16

0.16

PG

Procter & Gamble Co.

Industrial

0521 - Personal & Household Products

$1,856

$100,396

$77.46

0.21

1.9%

0.38

0.35

0.35

0.35

KO

Coca-Cola Company

Industrial

0506 - Beverages (Non-Alcoholic)

$1,765

$116,836

$46.96

0.22

1.5%

0.18

0.18

0.18

0.17

WFC

Wells Fargo & Company

None

0724 - Money Center Banks

$1,679

$73,214

$42.80

0.35

2.3%

0.26

0.24

0.24

0.24

DD

E.I. DuPont de Nemours

Industrial

0106 - Chemicals - Plastics and Rubbers

$1,457

$46,085

$44.34

0.47

3.2%

0.35

0.35

0.35

0.35

BLS

BellSouth Corporation

None

0915 - Communications Services

$1,423

$72,188

$38.50

0.32

2.0%

0.19

0.19

0.19

0.19

USB

U.S. Bancorp

None

0724 - Money Center Banks

$1,400

$37,062

$18.98

0.88

3.8%

0.19

0.19

0.19

0.16

FBF

FleetBoston Financial

None

0724 - Money Center Banks

$1,398

$39,847

$36.75

0.58

3.5%

0.33

0.33

0.33

0.30

ABT

Abbott Laboratories

None

0809 - Major Drugs

$1,270

$85,342

$55.00

0.20

1.5%

0.21

0.21

0.21

0.19

AHP

American Home Products

None

0809 - Major Drugs

$1,210

$79,233

$60.10

0.20

1.5%

0.23

0.23

0.23

0.23

LLY

Eli Lilly & Co.

None

0809 - Major Drugs

$1,207

$89,044

$82.67

0.15

1.4%

0.28

0.28

0.28

0.28

WMT

Wal-Mart Stores, Inc.

Industrial

0951 - Retail (Department & Discount)

$1,207

$246,300

$55.15

0.07

0.5%

0.07

0.07

0.07

0.06

WB

Wachovia Corporation

None

0724 - Money Center Banks

$1,193

$33,872

$30.95

0.70

3.5%

0.24

0.24

0.24

0.48

FNM

Fannie Mae

None

0703 - Consumer Financial Services

$1,185

$79,142

$78.60

0.17

1.5%

0.30

0.30

0.30

0.28

DOW

Dow Chemical Company

None

0106 - Chemicals - Plastics and Rubbers

$1,133

$33,855

$37.50

0.55

3.4%

0.34

0.34

0.29

0.29

SO

Southern Company

Utility

1203 - Electric Utilities

$1,127

$15,622

$22.75

1.56

7.2%

0.34

0.34

0.67

0.34

GM

General Motors Corp.

Industrial

0412 - Auto & Truck Manufacturers

$1,104

$27,385

$49.70

0.57

4.0%

0.50

0.50

0.50

0.50

MMM

Minnesota Mining & Mfg.

Industrial

0303 - Conglomerates

$940

$45,087

$114.58

0.19

2.1%

0.60

0.60

0.60

0.58

IBM

Int'l Business Machines

Industrial

1006 - Computer Hardware

$940

$200,179

$115.59

0.04

0.5%

0.14

0.14

0.13

0.13

HWP

Hewlett-Packard Company

Industrial

1006 - Computer Hardware

$619

$42,573

$21.99

0.31

1.5%

0.08

0.08

0.08

0.08

HON

Honeywell International

Industrial

0303 - Conglomerates

$615

$26,953

$33.14

0.40

2.3%

0.19

0.19

0.19

0.19

T

AT&T Corporation

Industrial

0915 - Communications Services

$591

$61,810

$17.49

0.22

1.0%

0.04

0.04

0.04

0.04

BA

Boeing Company

Industrial

0203 - Aerospace and Defense

$562

$28,234

$35.10

0.33

2.0%

0.17

0.17

0.17

0.17

INTC

Intel Corporation

Industrial

1033 - Semiconductors

$538

$219,410

$32.66

0.04

0.3%

0.04

0.00

0.04

0.00

EK

Eastman Kodak Company

Industrial

0427 - Photography

$513

$8,806

$30.27

1.06

5.8%

0.44

0.44

0.44

0.44

AA

Alcoa, Inc.

Industrial

0124 - Metal Mining

$499

$33,033

$38.60

0.24

1.5%

0.15

0.15

0.15

0.13

IP

International Paper Co.

Industrial

0518 - Office Supplies

$471

$19,292

$39.95

0.40

2.4%

0.25

0.25

0.25

0.25

CAT

Caterpillar Inc.

Industrial

0206 - Construction & Agricultural Machinery

$470

$16,279

$47.42

0.42

2.9%

0.35

0.34

0.34

0.34

DIS

Walt Disney Company

Industrial

0906 - Broadcasting & Cable TV

$437

$42,803

$20.47

0.23

1.0%

0.00

0.00

0.21

0.00

UTX

United Technologies

Industrial

0303 - Conglomerates

$433

$28,294

$60.20

0.20

1.5%

0.23

0.23

0.23

0.23

AXP

American Express Company

Industrial

0703 - Consumer Financial Services

$423

$43,573

$32.91

0.17

1.0%

0.08

0.08

0.08

0.08

HD

Home Depot, Inc.

Industrial

0960 - Retail (Home Improvement)

$373

$109,021

$46.65

0.05

0.3%

0.04

0.04

0.04

0.04

MCD

McDonald's Corporation

Industrial

0942 - Restaurants

$0

$34,519

$26.84

0.00

0.0%

0.00

0.00

0.00

0.00

MSFT

Microsoft Corporation

Industrial

1036 - Software & Programming

$0

$346,606

$64.21

0.00

0.0%

0.00

0.00

0.00

0.00

The StockInvestor-pro screen used to produce the Total Dividend 30 is shown here.  Two primary exclusions were made:  no ADR/ADS stocks and no Over The Counter stocks.  Also Daimler-Chrylser (DCX) was specifically excluded due to the complications in recovering German taxes withheld on the dividends paid out by that company.  (Their website has extensive information on how to recover foreign taxes … definitely did not seem worth the effort!)  ADR/ADS means American Depository Receipts or Securities.  This is a way for a non-U.S. company to trade their shares on the American exchanges.  Some extremely high dividend yields, some South American companies … this group did not seem to carry the security of American GAAP and other regulatory controls.  “Over The Counter” stocks are traded the same as issues on the three main U.S. stock exchanges (New York, NASDAQ, American) but have either been de-listed for some financial reason or have not yet successfully applied for listing on one of the big three.  For these reasons it seemed prudent to exclude them from this universe of stocks.

Implementation

Is there any implicit complication in changing over from the Dow Industrials universe to the Total Dividend 30?  Following the RP4 prescription, compare current holdings to the newly sorted RP4, sell any holdings not on the new list, and buy new companies not currently held.  

Two personal examples:

Soon after initiating my first RP4 portfolio Sears was dropped from the Dow Industrials.  When it came time to roll over the portfolio the next year I sold Sears by default and bought a previously un-held company.

Rolling over the Dow 30 RP4 this month into a Top Dividend 30 RP4, one company remained (Philip Morris) from the previous year.  Three were sold (Dupont, Kodak, and GM) and three new companies were bought (Dow Chemical, Southern Company, and US Bancorp).  In the first 6 days since rollover, the new RP4 portfolio is up 2.6% versus an increase of 0.6% for the benchmark SPY shares.  (On top of this differential, this new RP4 will pay nearly 5% in annual dividends, versus SPY’s 1.25% annual dividend.)

Looking Forward:  In neither case did the change in composition of the universe of companies present any complications.  BHGP’s RP4 portfolio of DD, GM, EK, and CAT is due for rollover on January 5th, 2002.  At today’s closing prices, the RP4 were SO, USB, MO, and DOW (the same four I rolled into December 14th).  The excluded top RP company remains Ford (by a nearly 2-to-1 margin over SO).  At the low end, J.P. Morgan Chase, General Motors, and perhaps Fleet Boston Financial appear close enough to give Dow Chemical a run for the fourth spot.

I hope this report is clear in its description of BHGP’s new direction in RP4 mechanical investing.  As always feel free to contact me with questions or for general discussion of these ideas.

Humbly Submitted,




Mike Overstreet







Mike Overstreet
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