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Don’s strategy to pick profitable stocks

Lee XinEn

Associate Professor Fong Wai Mun
of the NUS Business School’s fi-
nance department believes most in-
vestors donot focus enough on prof-
itability — even though it might
seem like a very obvious approach
toinvesting.

He said that while older investors
are often specifically interested in
high dividendyields, given the regu-
lar payouts, he wanted to devise a
strategy that accumulates wealth in
asustainable fashion.

To that end, he came up with the
“Profitable Dividend Yield”, or PDY
strategy, and simulated its returns
in a portfolio that combines stocks
that possess both high gross profita-
bility and high dividend yield.

The PDY strategy builds on previ-
ous research in the United States,
showing that highly profitable
stocks can sustain future profitabili-
ty better than less profitable stocks.

The PDY approach means an in-
vestor can build a portfolio compris-
ing profitable companies that also
pay high dividends.

Prof Fong’s simulations con-
firmed the PDY portfolioisapower-
ful driver of long-term wealth.

He found that even allocating a
small portion of a traditional 60/40
portfolioto PDY stocksled to mean-
ingfully higher wealth over a
20-year horizon.

In other words, investors with
the patience toride out market cy-
cles with the PDY strategy can ex-
pect to outperform the classic
long-term portfolio, comprising
60 per cent in a diversified stock
market index like the S&P 500,
and 40 per cent in long-term gov-
ernment bonds.

Based on Prof Fong’s research
tracking US stocks for 50 years,
from 1963 to 2013, the PDY portfo-
lio had an annual historical excess
return of 1 per cent compared with
the US Treasury bill rate.

His research won him the prestig-
ious 2015 Brandes Institute Re-
search Prize, awarded for innova-
tive application of behavioural fi-
nance principlestoaddressthe issue
oflong-term wealth accumulation.

Prof Fong used US research, as it
has a longer history, which makes

for better statistical reliability.
However, he believes the results
would be similar in Singapore, as
“human nature is the same every-
where”.

For investors interested in look-
ing at profitability, Prof Fong mea-
sures profitability ina way which di-
verges from what stockbrokers usu-
ally describe as profit.

He said that while stockbrokers
usually refer to “net earnings”, the
most common measure of profita-
bility, his research draws on gross
profit - the cost of revenue subtract-
ing the cost of goods sold.

He described his measure of prof-
itability as a “cleaner and truer mea-
sure of economic profitability”.

Prof Fong said that while the
PDY strategy sounds like a combi-
nation of value and growth strate-
gy investing, there are some subtle
differences.

“Profitable stocks are growth
stocks, in that they have relatively
lowbook-to-market price ratio. But
they are good growth stocks com-
pared to traditional growth stocks,
which are perceived to be bad be-
cause they have lower average re-

turns. Profitable stocks are growth
stocks with high average returns,
soyou could call them good growth
stocks,” he said.

“The PDY benefits from good
growth stocks and defensive high-
dividendyield stocks,” he added.

Prof Fong walks the talk as he sub-
scribes to his own strategy and in-
vestsin PDY stocks.

“To begin with, I love high-divi-
dend stocks for the steady income
they provide. Moreover, steady in-
come from such stocks encourages
me to stay on course for the long
term despite the inevitable
short-term setbacks.”

For investors looking to identify
“PDY” stocks, Prof Fong suggests
his own method of investment re-
search - using the SGX stock
screen to sort stocks according to
profitability and dividend yields.

“Typically, the same names will
come out — Reits, banks, Singtel,
M1,” he said, adding that the strate-
gy would best suit those with an in-
vestment horizon of 20 to 30 years.

For those with less income, he
suggests investing in unit trusts or
exchange-traded funds, which

-

would require investors to check if
the stocks held by the funds are
profitable.

When asked how his strategy
differs from street advice, Prof
Fong said financial advisers are
more likely to give advice based on
risk appetite.
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“Youdon’t need rocket science to
understand the intuition of this
strategy. Dividends form an impor-
tant part of total returns and divi-
dends are sustainable if firms are
consistently profitable.”
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