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Sell-Trigger Concept

Almost since our inception, BHGP meetings have included discussions on “when to sell a stock.”  The July 2001 meeting was no exception, and with the addition of two new partners the discussion gained some focus and momentum.   For completeness herein: The sell-trigger concept can be described as any methodical approach to determining when to sell a stock.

I have developed several models of limit-triggered stock sales and applied them to historic data for our current (and past: QLGC) holdings.  The results are at least interesting, perhaps compelling.

Goals

The primary goals of the sell trigger are to limit downside risks (losses), maintain realized gains, and not restrict upside potential (future, unrealized gains).  It is also generally agreed that removing the emotional aspect from a sell decision is desirable.   The primary goals are not exactly mutually exclusive, but they do work against one another.  Normal market volatility makes it difficult to discriminate “noise” from a bona fide move in the market’s valuation of a company.  One challenge in creating a sell trigger is to allow for enough volatility so a stock’s price can grow without being “stopped out” prematurely, but at the same time not allowing the price to drop too far, reducing gains or increasing losses.

Another point to consider is practicability.  Whatever method we decide upon should either be automatic or at least relatively easy to maintain.

Models Considered

The discussion at the July meeting lead to two basic models: the straight percentage limit and the fixed-dollar limit.  (In time we will almost surely modify or enhance whatever model we begin using.  I think it important to begin using some model almost immediately, not waiting until we perfect the concept.)  All models employ a “ratcheted” high since purchase.  Whenever a new high is reached the sell-trigger limit price is pulled up commensurately, according to the model.  

The straight percentage models are simply a percentage below the ratcheted high.  Models ranged in 5% increments from 25% to 50% below the high.

The fixed-dollar model uses ½ the basis paid for the stock in dollars and sets a limit that far below the ratcheted high.

[Note: None of the models employs a time factor, and the fixed-dollar model makes no accommodation for scale.  In the first case, one might be more tolerant of volatility just after purchase, and one might not be willing to wait an unlimited time for an upward movement even if the stock isn’t declining.  In the second case, consider a stock bought at $20/share.  As the price moves up a “floor” is set at $10 below the highest value reached since purchase.  This might prove too “tight” a limit once the stock has risen 10 times to $200/share.  Proposed (and open for discussion) is a transition from a fixed dollar limit to a 20% limit once the ratcheted high reaches 2 ½ times the original basis price.  At any rate, we know the first implementation won’t be perfect or complete.] 

Pros/Cons

A 50% limit below the high is loose enough to allow a volatile price to grow.  The price can move down significantly without tripping the sell trigger.  On the other hand, once a genuine price drop starts it won’t be picked up until over half the highest achieved valuation is lost.  By comparison, a 25% limit will retain more realized gains, but normally volatile small caps – the ones with the huge growth potential! – often move down that much or more before continuing upward.  It’s hard to protect gains without cutting off potential future growth.

A fixed-dollar limit has the advantage of growing relatively “tighter” as the stock price grows.  In the example above the “percentage” limit changes from an initial 50% ($10 / $20) to a mere 5% ($10 / $200).  This may be too tight.  The proposed dollar-to-percentage shift would keep us from stopping out prematurely on a big winner…

Regarding ease of maintenance … Historic price data is available in daily, weekly, and monthly renditions.  The analysis I’ve done here is all based on weekly data.  As a side note, it appears that using weekly highs for comparison to sell limits desensitizes the models to normal price volatility.  This keeps the method from delivering false sell triggers when the stock really isn’t going anywhere.  On the other hand, a bona fide downward move can be “masked” and missed for a week or more (depending on how close the price is to the limit when the dive starts).  Again, no method will be perfect in all cases.  There is something about the “weekly assessment” that recommends itself to me.

Side Note: F4 Stocks

I have been careful not to use variants of the word “mechanical” in describing sell-trigger “methodology.”  The reason is the standard use of the term in investing lingo, i.e. Mechanical Investing (MI).  In our case, the Foolish Four is the variant of Dogs of the Dow mechanical investing we have employed.  (Year One we saw a $159 loss in that portfolio; Year Two to date boasts a $397 gain.  Both figures are versus the market ala SPY shares.)  This particular MI formula dictates holding a stock for a year and a day to avoid short-term capital gains taxes.  As such I don’t see limit-triggered sales methodologies applying to F4 investments – that strategy has a built-in sell trigger.

Case Studies

Current and Past Holdings

Current holdings of BHGP: AMRI, DFXI, ELON, GBBK, KVHI, and MAPS.  Prior holdings include only QLGC.  Of these only DFXI is in the black (currently 114% above what we paid for it).  [image: image1.wmf]DFXI Stop-Loss Graphic
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Skipping to the chase, MAPS would have yielded a 28.5% profit had the recommended limit-trigger been in place. [image: image2.wmf]MAPS Stop-Loss Graphic

Weekly data: Sept 00 - July 01

(cost: $28.84/share)

$-

$10.00

$20.00

$30.00

$40.00

$50.00

$60.00

$70.00

9/4/00

10/4/00

11/4/00

12/4/00

1/4/01

2/4/01

3/4/01

4/4/01

5/4/01

6/4/01

7/4/01

high

low

close

recent high

25% stop-loss

30% stop-loss

35% stop-loss

40% stop-loss

45% stop-loss

50% stop-loss

cost x 2

cost

1/2-basis


AMRI and GBBK have both been uninteresting disappointments.  Aside from AMRI’s first two weeks, neither stock managed new highs and both sit well below BHGP’s purchase price (40% and 25% below, respectively). [image: image3.wmf]AMRI Stop-Loss Graphic
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 [image: image4.wmf]GBBK Stop-Loss Graphic

Weekly data: Mar 01 - July 01
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The remaining three stocks are each interesting in different ways.  KVHI jumped nearly 20% right out of the blocks but gave those gains (and a lot more) right back.  It took six more volatile months, but the old high was matched and exceeded by roughly another 20%; 2 months later that 40% gain was a 40% deficit.  Today it sits 30% below the original purchase price.  An interesting trip, but basically a dog.
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Saving the most complicated for last, QLGC is the only non-Dow stock we’ve bought and sold.  After hitting new highs each of the first three weeks we held it, QLGC dropped below the original purchase price the next week and never regained that price.  Three points marked on the graph indicate: a “near-miss” that would have dictated a sell at a 25% loss; the actual limit crossing (dictating a sell at a 50% loss the following Monday); the sell point after the limit-crossing.  In reality we noticed negative press on this security and sold at a 40% loss.
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Lastly there’s the ongoing saga of ELON…  This one cries out for two charts; one showing the entire price history since our initial purchase and one showing just the recent performance (since our secondary purchase).

The first case is one of buying at an all-time high and watching the price fall precipitously in the next month to less than 25% of the original purchase price.  Without a sell strategy we watched helplessly, not wanting to believe our eyes.  The recommended limit-trigger would have resulted in a sell at $28.11 for a 73% loss.  ELON did recover to roughly 75% of what we paid for it but then went into a 10-month slump that left it valued at less than 15 cents on the dollar of our original investment.  Just before that low we bought more… 
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The second chapter in this story begins with a secondary purchase at $19.23/share.  Since then the price has been over $30, has exceeded the original limit-trigger sell price ($28.11) each of the last four weeks,  and currently sits at $24.85, a 29% gain over the recent purchase price.  Not “Tale of Two Cities,” but not un-interesting, either…
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Tabulated comparisons of Limit-Trigger Models

Several times now I’ve mentioned “the recommended limit trigger.”  Herein is the data that supports that recommendation.  In order of presentation above, the tabulated results of the seven case studies:
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Note: In the ELON secondary-purchase calculations none of the modeled limits have been triggered, so nothing is tabulated.

Reiterating an assertion from Pros/Cons in the opening section: “no method will be perfect in all cases.”  We are striving to strike a balance between minimizing losses, allowing for growth, and retaining gains.  We’re also looking for a methodology that is (relatively) easily implemented.  And we don’t mind minimizing commissions.  All that said… In consideration of the data above, in four of the seven cases studied the ½-basis limit has been triggered and provides a significant benefit in 2 of those 4 cases; 1 case, ELON, is bimodal (bad and worse) and is also arguably an extreme and unusual case given the steepness of the drop; in the fourth case the disadvantage is comparatively minimal.

Cash-result Comparison

The following chart compares our current financial status with what would have been had the ½-basis limit-trigger been in place from the inception of BHGP.   The bottom line is an 11% improvement over our current performance (our current 5% premium over the market benchmark would have been 16%).

	Ticker
	Description
	Actual
	½-basis

	AMRI
	Limit not tripped.
	$295
	$295

	DFXI
	Limit not tripped.
	$1480.25
	$1480.25

	ELON
	Trigger tripped 6 weeks after purchase.

Would have sold at $28.11 (assume no secondary purchase of $115.38).

“Actual” reflects 25% gain since secondary purchase.
	$246.80
	$220.82



	GBBK
	Limit not tripped.
	$485.10
	$485.10

	KVHI
	Trigger tripped 39 weeks after purchase.

Would have sold at $6.56.
	$180
	$189.80

	MAPS
	Trigger tripped 18 weeks after purchase.

Would have sold at $37.50.
	$216.80
	$593



	QLGC
	Trigger tripped 12 weeks after purchase.

Would have sold at $51.69.  (“Actual” reflects cash proceeds from sale.)

Actual trade result $36.84 better than proposed ½-basis limit. 
	$288.29
	$251.45

	
	Current value deficit due to not having a ½-basis stop-loss trigger implemented:  $323.18 or 11% of non-DOW holdings.
	$2903.95
	$3263.97
($36.84)


Recommendation

I recommend we implement the ½-basis limit trigger.  Calculated each weekend, a weekly high falling below the current limit will trigger a sell order for execution the next market opening.  I can present a detailed methodology at the August 14th meeting.

In the next section is the current display showing the sell/hold status of our six non-Dow stocks.  I also recommend we sell MAPS and KVHI immediately upon adoption of the ½-basis limit trigger.

Tracking Sheet for Current Holdings

The following is the front sheet from an excel workbook I have constructed to facilitate the implementation of the recommended sell strategy.  Behind this cover page are individual workbook pages for each of the charted stocks (in this case six additional pages).  Data is simply copied and pasted from the Internet to the bottom of each of those sheets.  The display page (shown) automatically indexes to the most recent date and updates accordingly.  As demonstrated in the bottom-two chart headers, the conditional formatting employed makes a sell condition hard to miss!  (Notice the yellow cells with red text and borders.)
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Closing Note

Thank you for taking the time to review this work.  I am strongly convinced that this is an appropriate methodology for BHGP.  I hope this isn’t overwhelming, and I look forward to answering any questions and discussing this work in detail at the next meeting.

Please feel free to question my conclusions, and don’t hesitate to suggest further study if there’s an area I’ve missed or a completely different model we might also consider.

Finally, I also have data related to personal holdings that also support the proposed methodology.  It’s available for the asking; I’ll also bring it to the August meeting.

Humbly Submitted,




Mike Overstreet
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