How Many Stocks in a Portfolio?

This is a compilation as articles from books and websites with general information on the number of stocks recommended in a portfolio.
MoneyCentral.msn.com - Portfolio 109 - How Many Investments Should You Have?

"When it comes to stocks, various studies have suggested that you can adequately diversify a portfolio with 15 - 30 stocks.  In his 1930's classic, "The Intelligent Investor", Benjamin Graham said that the magic number was somewhere between 10 and 30 names.  In the late 1960's, John Evans and Stephen Archer concluded that 10 stocks were enough.  And in the 1970's, Burton Malkiel said 20 stocks will do in "A Random Walk Down Wall Street". 

Morningstar - How Many Stocks Diversify Unsystematic Risk?

Once you own a certain number of stocks, you have eliminated all the unsystematic risk.  When you have reached this point, there is no need to own any more stocks to diversify your risk of concentration, that is, the unique risks associated with any one stock.  So how many stocks do you need to own to reach that point?

Let's hear from the experts.  In their book Investment Analysis and Portfolio Management, Frank Reilly and Keith Brown reported that in one set of studies for randomly selected stocks, "…about 90% of the maximum benefit of diversification was derived from portfolios of 12 to 18 stocks.  It is also important to note that if you own more than 18 stocks, you will have achieved almost full diversification, but now you will just have to keep track of more stocks in your portfolio for not much marginal benefit.
Schwab Research - How Many Stocks Should Be in Your Portfolio?

One respected study attributed the typical individual stock's volatility to three sources: 

    15% was due to market risk, 10% was due to industry risk, and 75% was due to individual stock risk.  Fortunately, individual stock volatility tends to cancel out as stocks are added to a portfolio.  The portfolio risk drops as portfolio size increases and becomes more market-like.  Clearly, a portfolio of only a few stocks is extremely risky!  From my experience, most individual investors would assume 18 stocks are enough to be adequately diversified.  (They go on to recommend a portfolio of 40 stocks saying that if you can't manage that, you should be into mutual funds - this from a company that sells mutual funds!)
About.Com.Stocks - How Many Stocks Should You Own?

There is no absolute answer to that question - every investor will come up with an answer that suits his or her particular situation.  However, many investors find holding about 15-20 individual stocks spread over five to seven different industries gives them a well-diversified portfolio. Don't get hung up on meeting an arbitrary number for filling out your portfolio of stocks.  The important consideration is to find a balance that meets your financial goals and works with your risk tolerance.  As long as your portfolio is diversified by industry and asset class, you are taking the right steps toward building a sound financial future.

Jim Cramer in Real Money, pg. 77

You need at least 5 stocks to be diversified.  But we don't want to be so diversified that we are mutual funds ourselves.  That's why I think 10 - 12 positions is the maximum for hobbyist investors, but being "overly' diversified is almost never a bad thing.

It's "buy and homework" not "buy and hold" that matters.

Charles Carlson in Buying Stocks Without A Broker, pg. 59.

"All of us are familiar with the notion of diversification across investments and stocks, and this diversification is important, fortunately, adequate portfolio diversification can be achieved with a stock portfolio of 13 to 17 stocks from a variety of industries.

William O'Neill in The Successful Investor,  pg. 112-113

"Make no mistake, though: managing a more concentrated portfolio of common stocks takes discipline and skill.  Keeping your profit-to-loss ratio at 3 to 1 by cutting losses at 7 to 8 percent and frequently even less, taking some of your profits at 20 to 25 percent, and holding your few real winners longer requires you to stay on your toes.  There will be occasional times, though, when a loss will get away from you, and a stock suddenly drops 15 to 20 percent from your cost.  When this happens, it is even more urgent that you sell that stock. Abrupt, excessive breaks that lead to an abnormal loss can be signaling that a company might be getting into really serious trouble."
"I mention this because many people, once this happens to them, become psychologically frozen.  They decide they'll wait for the stock to rally back so they can sell it at where they should have sold it in the first place.  Or they'll think it's down so much it can't go any lower, or that the loss happened so fast or is so late they just don't want to take it.  Whatever the case, they[re not coming to grips with the realistic fact that the more a stock goes down, the more reason there is to correct the situation before it does even more serious damage."

 Comment on "book value" - As for book value, you'd be hard pressed to find a strong link between this accounting measure and stock performance.


Pg. 32 "The Successful Investor" - The legendary investor Gerald Loeb wrote his first book in 1935, right in the middle of the Depression.  So he knew widespread devastation first hand.  He concluded that broad diversification was a 'hedge for ignorance".  A sounder approach, in my opinion, is to own a smaller group of stocks, know them inside and out, and watch them so closely that, if something goes wrong, you waste no time in acting to correct the situation.

Let's take you, for instance.  Because you have so much invested in your stock - not only your money, but your pride, your ego and your emotions - you won't want to let it go.  And you'll come up with every excuse in the world before you do.  ……………..Rationalization of this kind is all too understandable.  It's human nature. But to be successful in the market, you've absolutely got to get over it.  You've got to suppress your emotions and let cold, hard objectivity and rules govern your decision making, because, again, the stock market doesn't care who you are or what you feel or hope for.  "You hope when you should fear, and fear when you should hope".
Pg. 25 - So what can you do to protect yourself against catastrophic losses that can and do happen to almost all investors?  I know of only one sure way, and that's to have a realistic plan of selling and taking profits on the way up, while a stock is still advancing and selling and cutting every loss very short when a stock starts off poorly and goes against you.  Specifically, you should consider selling a few of your stocks when they are up 20 to 25 percent from your purchase price and cutting every single loss at no more than 7 to 8 percent.  The sell price profit target, in other words, is roughly three times the mandatory loss recognition point.  

By maintaining this 3 to1 profit vs. loss ratio, you can be right on only 30 percent of your stock purchases and wrong on 70 percent and still not get into serious trouble.  Here's a simple example using $5000 of capital.

          Trade 1 

   

You buy 100 shares of a $50 stock        
$5000



…but it goes down 7 percent 


  -350 



…to $46.50, and you sell, leaving

$4650

          Trade 2



You buy 100 shares of a $46.50 stock
$4650



…but it goes down 7 percent


  -326

 

…to $43.24, and you sell, leaving

$4325
          Trade 3



You buy 100 shares of a $43.24 stock
$4324



…and this one goes up 20 percent

  +883

 

…to $51.89, and you sell, leaving

$5189

This strategy will hold you until you learn to buy stocks properly. Once you learn to buy stocks properly, you should be right on 1/2 to 2/3 of your trades.  

See Chapter 3, pg. 35 on How to Buy the Very Best Stocks at the Very Best Time from

"The Successful Investor" by William O'Neill

1.  Earnings per share in the latest quarter should be up at least 25 percent versus the same quarter a year ago and preferably much more.

2.  Earnings growth should be accelerating at some point in recent quarters compared with earlier rates of change.

3.  Annual earning for the last three years should be increasing at a rate of 25% per year or even more.

4.  Sales should be up 25% or more in one or more recent quarters or at least accelerating in their percentage change for the last three quarters.
5. The after-tax profit margin in the most recent quarter should be either at or at least close to a new high and among the very best in the company's industry.
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