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1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 YTD* Inception**

Shadow Stock Portfolio 32.3% 2.0% 20.7% 22.3% 44.3% (8.9%) (0.0%) (7.7%) 21.4% 10.9% 73.1% 43.7% 18.0% 29.4% (1.8%) (50.8%) 72.3% 45.4% 6.3% 33.3% 61.0% (5.8%) (15.2%) 10.1% 15.3%

Vanguard S&P 500 (VFINX) 9.9% 1.2% 37.5% 22.9% 33.2% 28.6% 21.1% (9.1%) (12.0%) (22.2%) 28.5% 10.8% 4.8% 15.6% 5.4% (37.0%) 26.5% 14.9% 2.0% 15.8% 32.2% 13.5% 1.3% 5.8% 8.9%

Vanguard Small Cap (NAESX) 18.7% (0.5%) 28.7% 18.1% 24.6% (2.6%) 23.1% (2.7%) 3.1% (20.0%) 45.6% 19.8% 7.4% 15.6% 1.2% (36.0%) 36.1% 27.7% (2.8%) 18.0% 37.7% 7.4% (3.8%) 6.8% 9.7%

*as of 10/31/2016 **from 1/1/1993 to 10/31/2016
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Primary Size Consideration:
Market Capitalization
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Performance by Market Cap
% of

Annual Standard No. Total

Return Deviation Annual Ret Above of Largest Market

Decile (%) (%) Return Decile 1 Firms Stock Cap

1‐Largest 9.3 19.0 0.07 ‐‐ 193      $629.01 bil 66.2

2 10.5 21.6 0.01 0.22 209      $21.81 bil 13.1

3 11.0 23.5 (0.03) 0.31 208      $9.61 bil 6.9

4 10.8 25.7 (0.03) 0.25 240      $5.20 bil 4.9

5 11.4 26.3 (0.03) 0.27 240      $3.19 bil 3.0

6 11.3 27.3 0.02 0.33 258      $2.08 bil 2.2

7 11.4 29.2 0.01 0.30 350      $1.40 bil 1.9

8 11.5 33.2 0.00 0.30 392      $844.5 mil 1.2

9 11.4 37.4 0.06 0.32 494      $448.1 mil 0.8

10‐Smallest 13.5 42.7 0.14 0.40 796      $209.4 mil 0.4

Large Cap, S&P 500 10.0 20.0 0.02 500      $629.01 bil 80.0

Mid Cap, Deciles 3‐5 11.0 24.6 (0.03) 680      $9.61 bil 14.3

Small Cap, Deciles 6‐8 11.4 28.9 0.01 1,000  $2.08 bil 5.2

Micro Cap, Deciles 9‐10 12.0 39.0 0.08 1,290  $448.1 mil 1.1

Treasury Bills 3.4 3.1 0.91

Inflation 2.9 4.1 0.64

Source: Morningstar & CRSP

1926 to 2015

Serial Correlation
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Invest Where YOU Have the 
Advantage
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Primary Size Consideration:
Market Capitalization

• Market Cap <= $400 million
–Lowest 10% of NYSE-listed stocks
–Current cut-off established in 

September 2016
•Original cut-off: $55 million in 1993
•Highest cut-off: $400 million since 
2016
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Secondary Size Consideration: 
Liquidity

• Market Cap >= $30 million
– Current minimum set in December 2013

•Original minimum of $10 million in 1993
• No OTC stocks (bulletin board or 

pink sheets)
• Share price >= $4
• Use limit orders to control 

buy/sell prices
• Average daily trading volume >= 

10x position you are seeking
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Primary Value Consideration: 
Price-to-Book-Value Ratio
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Primary Value Consideration: 
Price-to-Book-Value Ratio
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Primary Value Consideration: 
Price-to-Book-Value Ratio

• Price-to-book-value ratio <= 1.0
–Bottom 10% of NYSE stocks
–Current maximum set in June 2015

•Original cut-off of 0.61 in 1993
•Lowest cut-off of 1.0 between 
August 2000 & October 2003

–S&P 500 P/B currently 2.69
•Year Ago 2.81 (Barron’s)
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Secondary Value Consideration: 
Price-to-Sales Ratio

• Price-to-sales ratio <= 1.2
•Established a filter in August 
1996
–Original cut-off of 0.54 in August 
1996

–Highest cut-off of 1.2 since 
November 2003
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Momentum Consideration: 
Relative Price Strength

• “Of all the 
potential 
embarrassments 
to market 
efficiency, 
momentum is the 
primary one.”—
Eugene Fama

• “Growth and value investing are joined 
at the hip.”—Warren Buffett
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Momentum Consideration: 
Relative Price Strength

• Relative Strength 26-week > 50th

percentile of stock universe
–Added in September 2016
–Looking for stocks that rank in the top 

50% in terms of 26-week price 
performance compared to the S&P 500

–ONLY used on buy side, not a sell 
criterion

16

Levels of Key Factors Over Time
Minimum

Relative

Market Price‐to‐ Market Price‐to‐ Price‐to‐ Strength

Period Cap Book‐Value Cap Book‐Value Sales 26‐Week

Ending ($ Mil) (X) ($ Mil) (X) (X) (%)

Jun 1993 60 0.72 55 0.61 ‐‐ ‐‐

Dec 1993 66 0.97 55 0.61 ‐‐ ‐‐

Dec 1994 60 0.75 60 0.65 ‐‐ ‐‐

Dec 1995 81 0.95 60 0.65 ‐‐ ‐‐

Dec 1996 93 1.06 100 0.70 0.54 ‐‐

Dec 1997 123 1.15 125 0.85 0.54 ‐‐

Dec 1998 100 0.85 125 0.85 1.00 ‐‐

Dec 1999 95 0.70 125 0.85 1.00 ‐‐

Dec 2000 90 0.51 125 0.85 1.00 ‐‐

Dec 2001 115 0.64 125 0.60 1.00 ‐‐

Dec 2002 130 0.62 125 0.60 1.00 ‐‐

Dec 2003 243 1.02 125 0.70 1.20 ‐‐

Dec 2004 300 1.15 200 0.80 1.20 ‐‐

Dec 2005 310 1.04 200 0.80 1.20 ‐‐

Dec 2006 338 1.11 200 0.80 1.20 ‐‐

Dec 2007 250 0.88 200 0.85 1.20 ‐‐

Dec 2008 91 0.38 200 0.80 1.20 ‐‐

Dec 2009 153 0.79 200 0.80 1.20 ‐‐

Dec 2010 191 0.90 200 0.80 1.20 ‐‐

Dec 2011 122 0.72 200 0.80 1.20 ‐‐

Dec 2012 141 0.81 240 0.80 1.20 ‐‐

Dec 2013 331 0.91 300 0.80 1.20 ‐‐

Dec 2014 301 0.82 300 0.80 1.20 ‐‐

Dec 2015 209 0.66 300 1.00 1.20 ‐‐

Nov 2016 275 0.80 400 1.00 1.20 50%

*Source: AAII's Stock Investor Pro; Thomson Reuters

Maximum Value for Shadow 

Stock Candidates

Maximum Value of 

Lowest (10th) NYSE 
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Shadow Stock Financial 
Considerations

• Adjusted EPS 12m from 
continuing operations > $0
–Not GAAP data; use consensus 

estimates if available
–When available, consensus estimates 

must also be positive for current quarter 
and year

• Avoid any stock that was sold from 
the portfolio in the last two years

18

Adjusted 12m EPS: ($0.01) + 
$0.00 + $0.10 + $0.17 = $0.26
GAAP 12m Cont EPS: ($0.49) + 
($0.10) + $0.02 + $0.08 = ($0.49)
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Shadow Stock Financial 
Considerations

• Avoid foreign stocks
• Avoid financial stocks, leasing & 

rental companies, REITs & limited 
partnerships

• Avoid company’s that have not filed 
a quarterly SEC report (10-Q) in last 
six months
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Building Your Shadow Stock 
Portfolio: Placing Trades

• Average daily trading volume > 
10x number of shares you want 
to buy
–You may need to slowly move in & out 

of positions
–Be willing to build positions slowly by 

placing partial orders
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Building Your Shadow Stock 
Portfolio: Placing Trades

• Cancel open orders if price move 
pushes price/book or market cap 
beyond buy limits
–Keep shares you already have
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Use Limit Orders for 
Buy & Sell Trades

• Bid/ask spread > 2%: Place limit 
orders between the bid and ask price 
to keep the transaction cost low

• Bid/ask spread < 2%: Place limit 
orders at the ask for a buy and at 
the bid for sell
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Use Limit Orders for 
Buy & Sell Trades

• NASDAQ: Use day orders that expire at 
end of day if not filled

• NYSE & Amex: Use good-till-cancelled 
orders to keep your place in the specialist 
book

• Adjust limit price if market is not close to 
desired price after a few days
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• Bid-ask spread: (ask – bid) ÷ ask
–($11.63 - $11.59) ÷ $11.63 = 
0.0035 or 0.35%
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• Avg. Daily Volume: 41,544
–41,544 ÷ 10 = 4,154 shares 
maximum supported position

–4,154 × $11.63 = $48,311 
maximum dollar position 
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Portfolio Construction

• Aim for expense ratio under 1.50%
–Commissions ÷ total investment

• 10-stock portfolio minimum number 
of holdings
–$25k minimum investment

• 15 to 20 stocks: $100k to $1 million
• 25+ stocks: Over $1 million
• Invest equal dollar amounts in each 

security
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Knowing When to Sell

28

Rules to Overcome Emotion
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Shadow Stock Portfolio
Sell Rules

• Price-to-book-value ratio > 3x current buy 
factor
– 3 × 1.0 = 3.0

• Market cap > 3x current buy factor
– 3 × $400 mil = $1.2 billion

• Adjusted EPS 12m < $0
– Stock placed on probation the first quarter 

trailing EPS goes negative
– If subsequent quarter has negative EPS while 

trailing EPS still also negative, stock is sold
• If subsequent quarterly EPS is positive but 

trailing EPS is negative, stock remains on 
probation
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Shadow Stock Portfolio
Management Rules

• Decisions are made at the end of the quarter 
once the earnings results have been 
announced
– Typically in February, May, August & November

• Use best judgment for mergers/tenders, but 
still follow rules

• If sales proceeds not enough to buy desired 
number of companies
– Best to focus on transaction cost

• Give preference to stocks with lower bid-ask 
spreads

– Invest average portfolio position instead of 
underweighting
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Shadow Stock Portfolio
Management Rules

• Sales proceeds > average 
position
– Invest average portfolio position in 

qualified stocks
–Excess cash held for future purchases

32

Keep a Long-Term Perspective
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Keys to Shadow Stock Success

• Time
• Interest
• Discipline
• Minimize turnover

34

AAII Resources
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• Home 
page for 
AAII 
Model 
Portfolios

36

• “Using 
AAII 
Portfolios” 
section 
has link to 
PDF 
version of 
latest 
Model 
Portfolio 
pamphlet 
or view as 
a Web-
based 
guide
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• Home 
page for 
AAII 
Shadow 
Stock 
Portfolio

38

• “Actual 
Portfolio” 
section 
updated 
monthly & 
lists 
current 
portfolio 
holdings

• Current 
price/book 
& market 
cap

• Special 
notes (e.g. 
currently 
qualifies, 
earnings 
probation)
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• Transaction 
History link 
leads to a 
list of Model 
Shadow 
Stock 
Portfolio 
transactions 
dating back 
to 2003
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• Passing Companies 
section is updated 
monthly and lists all 
stocks currently 
passing initial buy rules

• You will need to 
monitor any stocks 
purchased from this list 
since they may not be 
part of our model 
portfolio
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• Current Model 
Shadow Stock 
Portfolio rules 
can always be 
found in this 
section

• Rules are 
divided into 
sections dealing 
with initial buy 
criteria, sell 
criteria, 
guidelines for 
placing orders, 
and overall 
portfolio 
management 
rules
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• Past AAII Journal 
articles dealing 
with Model 
Shadow Stock 
Portfolios are 
presented in the 
Commentaries 
section

• Helpful articles to 
gain an overview 
of the issues that 
come up in 
managing a 
micro-cap 
portfolio and how 
the rules evolve 
as market 
conditions change
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• Historical Return link 
brings up 
performance chart

• Year-to-Year 
Performance link 
brings up table of 
annual performance
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• FAQs 
(Frequently 
Asked 
Questions)
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• Members 
subscribing to 
the “AAII Model 
Portfolio 
Update” receive 
a monthly e-
mail with the 
latest portfolio 
changes and 
current 
performance
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AAII Model Portfolio Update
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Stock Investor Pro

(800) 428-2244 - www.aaii.com/stock-investor-pro
Systems: Windows Vista, 7, 8 and 10
Price: $198/year (AAII Member); $247/year (Non-

Member)
Weekly & Monthly online updates

• System used by AAII to build and maintain 
Shadow Stock Portfolio

• Includes Shadow Stock Screen (*IISSP) for 
performing initial screen

• Has screening and analysis tools to monitor 
portfolio for quantitative sell process
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Stock Investor Pro
• *IISSP (Individual Investor’s Shadow 

Stock Portfolio) screen is built into Stock 
Investor Pro

• Screen contains Shadow Stock buy criteria

Data as of 
11/8/2016
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Stock Investor Pro
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Stock Investor Pro
• You can also create a sell screen that you 

can run against a portfolio of Shadow 
Stocks to see if there are any potential sell 
candidates
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Thank You!

Email your comments or 
questions to wayne@aaii.com


