Portfolio Management Goals
For CY2006
By Kevin Gillogly

This article is an attempt to give a broad overview of what I believe the Portfolio Manager should do for our club. HDIC is still fairly new at portfolio management. But we should be spending most of our time managing our $16,000 portfolio than worrying about what to purchase with our combined $650 monthly contribution. 

1. What is HDIC’s Investment Goal?

Our goal as a club is get an investment return of 15% or greater – if we follow the NAIC (now Better Investing) principles. However, if the market is down it is probably sufficient to just outperform the broad market (the S&P500). So perhaps our goal should to try and outperform the broad market in both good times and not so good times.

2. Tracking Our Investment Performance

There are two methods to track investment performance: 1) historic performance (using Bivio or PRK now called Better Investing Portfolio Manager) or our projected performance (on the SSG and at Manifest). Rather than reinventing the wheel we should use the existing software (Bivio, Portfolio Manger or Stock Analyst or Manifest) to track our performance.
2a. Historic Performance (using Bivio or Portfolio Manager)
Bivio tracks historical performance (as does Portfolio Manager). There are two ways in Bivio to calculate portfolio performance: 1) calculate our returns since we made a purchase. (See “Accounting/ Reports/ Investment Performance”); and 2) calculate our returns based on the assumption that if we just took the money received and immediately put it into a mutual fund that is linked to an index how would that result compare to our stock picking skills. (See “Accounting / Reports/ Performance Benchmark”) The second way is the more mathematically precise method. Both methods allow you to customize the dates used. All reports can be downloaded in Excel. Note: using the “Performance Benchmark” is a quick and easy way to track how we are doing against the broad market index.
2b. Projected Performance (using the SSG or Manifest)
Manifest Investing, Stock Analyst and Toolkit5 all track projected future returns. Manifest uses Value Line data – with no outliers for judgment. Stock Analyst takes our group judgment on all SSGs and displays things the U/D ratio, Total Return and growth estimates. Stock Analyst can also display this information in graphic form showing diversity by sector and size. Toolkit 5 collects our judgments as well and has the added benefit of giving a weighted average U/D ratio and Total Return for the entire portfolio.
3. Remember Better Investing’s Rule of Five

The Rule of Five states for every five stocks you own three will do as expected (read 3:1 U/D ratio, 15% total return per year for five years), one will do much better and one will be do much worse. The key is to limit the loser rather than seek out another winner. Why? Because if you have $100 and lose $50 (a 50% loss) you will need a 100% gain ($50) to recover from your loss. So loss prevention is paramount.
4. Portfolio Monitoring
Monitoring our portfolio is as simple as taking defensive action followed by offensive action every month. It requires us to update all of our companies (from both our portfolio and our Pounce Pile) at least quarterly.

4a. Defensive Action

Defensive action is trying to limit our losers. This is the most part of monitoring our portfolio. (Refer back to the Rule of Five) Defensive action means focusing on the fundamentals of a company. The fundamentals are: Pre-Tax Profit Margin (PTP), Sales, and EPS. If the fundamentals go south we should leave without looking back. Manifest uses the Quality ranking. So if the Quality ranking drops we should be prepared to sell the company regardless of the price. If the company has declining fundamentals then we should begin to look for a suitable replacement from our list of companies on our Pounce Pile.

4b. Offensive Action

Offensive action is trying to find better candidates for purchase than we already own. Offensive action means focusing on the valuation (PE, Relative Value, and PEG Ratio) of a company. Manifest uses the PAR (Projected Average Return) ranking. So if the PAR rating drops this could mean a decline in future returns and we should be prepared to replace the company with another quality company that has a better PAR rating. If the company is overvalued then we should begin to look for a suitable replacement from our Pounce Pile (because we are ready pounce).

5. Sell is NOT a four letter word!
Sell has four letters but it is not a four letter word. It is ok to sell a company – if it lacks quality or if it is overvalued and we have a suitable replacement. Going back to the Rule of Five, where one of five will be a loser that translates into a 20% ratio (1 out of 5). That means we could be selling around 20% of our portfolio every year. Now if we have good quality companies maybe we can sell less than 20% of the portfolio every year.
6. Turnover in HDIC’s Portfolio
There is no official Better Investing guideline on how much we should sell every year but a well managed portfolio should have some sales every year. Perhaps a reasonable goal would be to have between 10% and 20% turnover our holdings every year. 
7. Developing a Sell Policy
Just like we need to learn when to buy a stock we also need to learn when to sell one too. So if we set as one of our portfolio management goals in CY2006 to be a turnover rate between 10% and 20% we will get a chance to practice selling stocks – along with our usual buying of stocks.
8. Invest in Well Managed Growth Companies (BI’s 3rd Principle)

All of these previous seven points are nothing more than the 3rd principle of Better Investing in action: Select Well Managed Growth Companies. The 3rd principle IMO is the most important principle of Better Investing. The 1st, 2nd and 4th principles are mechanical and even a trained monkey could accomplish.
