Creating a Buy Criteria, a Watch List & a Sell Criteria

Remember the four principles of NAIC: 1) invest a fixed amount regularly; 2) reinvest all earnings; 3) invest in only good quality growth companies; and 4) diversify.

Principles one, two and four are fairly easy to follow – and we are doing them in our club right now.

It is the 3rd principle that is the most important and one where other clubs fail. By creating a “Buy Criteria” and a “Watch List” we keep the focus on the 3rd principle and complete our long range goal of doubling our money in five years as outlined in our Bylaws.

The On-Line Premium Service (OPS) we subscribe to has over 12,000 companies updated daily. A Buy Criteria and a Watch List will give focus to this universe. Of these companies “fewer than 10 percent would probably make the cut as far as your quality standards are concerned. And perhaps only 10 percent of those might be available at the right time at any given time – and even this could be an overestimate.” (Traub, Take Stock, pg. 61)

“Let me take a moment or two to tell you about the qualities that you don’t want. That way you will be able to eliminate a whole lot of companies right off the bat.” (Traub, Take Stock pg. 65, including the four bullets to follow)

· Not old enough. You don’t want to bother with a company that hasn’t had at least five years of public trading on one of the major exchanges (NYSE, AMEX, NASDAQ)

· Not big enough. You’re better off skipping companies that have not yet achieved $100 million in annual sales. Put the attractive minnows (greater than $50 million and less than $100 million) on your watch list when they are small.

· Not earning yet. Companies with no earnings are not a good bet for reasons that you now know. Wait for start-ups to start making money – and then wait for them to make it for a while longer.

· Not familiar to you. You should reduce your risk further by eliminating from your consideration that sell products or services that you either don’t know about or have no interest in learning about.

“You are interested in finding companies that are at least five years into their explosive growth period, businesses that have completed their adolescence, but have not gone past their prime into decline.” (Traub, Take Stock, pg. 70) Past their prime is a vague term but we could say any company larger than $50 or maybe $75 billion in annual sales as a starting point.

Have Genie or Monir run a screen that does the following:

1) has to be on one of the three major exchanges;

2) has to have $75 million in annual sales;

3) has to have EPS figures for the last five years;

4) has to have less than $50 billion in annual sales (@ $50b lose approx. 30 companies; @ $75b lose approx. 15 companies).

How many remain?  This becomes our universe. 

How do we translate this into a Buy Criteria?

Let’s use Lynn Ostrem’s Buy and Sell Criteria for her club, Crow River as a starting point.

Criteria for Buying Stocks:  Our goal is to create a portfolio that consists of high quality stocks.  There will be many criteria used in the final determination of a stock purchase.  However, we will strive to meet the NAIC criteria, which is:

   1)    Minimum of five years of financial history; 
   2)    Earnings are growing at or better than the rate of sales;
   3)    Total debt – preferably 33% or less of total assets, or less than industry average; 
   4)    P/E ratio equal to or less than its five-year average;
   5)    Upside potential of 3:1 or better;
   6)    Past performance and current events indicate the stock will provide an average 
          total annual return of, at least, 14.9% over the next three or five years.

Criteria for a Watch List: (The Watch List is NOT part of the Crow River policy but is extrapolated from it and from the I-club chat room.)

   1)    Minimum of five years of financial history; 
   2)    Earnings are growing at or better than the rate of sales;
   3)    Total debt – preferably 33% or less of total assets, or less than industry average; 
   4)    However, it may fail one or more of the Buy Criteria from above (#4, #5, or #6):

a) has a P/E Ratio GREATER than its five year average;

b) has a Upside potential of 3:1 or less;

c) has a potential total annual return of LESS than 14.9% over the next five years.

Criteria for Selling Stocks:  No single reason shall be a determining factor for selling a stock.  However, the following reasons will be used for discussion:

  1)     Adverse change in management;
  2)     Declining profit margin;
  3)     Deteriorating financial condition;
  4)     Competition affecting profits;
  5)     Dependence on a single product;
  6)     To balance the portfolio or to purchase a better stock.

