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ON RBEING RTGHT IH SECTRITY ANALYSIS
Cogitator (THE ANALYSTS JOURJAL
By Bog First Quartar 1946 )
The most interesting and i-portant work of ths senior

analyst leads up to and includes the racommendatlon that
How can we tell

SR

one ur more common stocks e purchassd.

-

scommendytion nas been rizht or wronz?

whether such a r
This seems like a simple questlion, bubt a really satisfac-

"
tory answer 13 not so easy bto find. “hen a deparbaent store

in

buyer recommends the purchase of certain merchandise, he
can ba sold at

impliss that all -~ or nearly all -- of i
tho standaprd mark-up during thse currant gseason. In nost
gases the soundness of such roecommendations can be rosdlly
chocked by the segqusl. 4¥hexy g stock market analyst re-
commends the purchase of stoe at 70, .n the grounds that
7?:15’3/6
its technical action Indleaftes an HQW§ﬁ_AiS immineant, it
fie

agree that for the market analyst

e

should not be Loo 4ifficult £o check the "rightness™ of such

a proposal. Most of us would
to e proved right the stoel must advance, say, rfobl less than

four polints in not more than, say, 50 days.
Byt if a security anlyst should r@COfmand-the purchass
5{4£0Q& of United States ﬁtéel at 50, as"a good buy", whit eritsria
- $Tmc g of corresponding definiteness can we apply to tssb his wisdom?
JPLT ' Obvioualy we cannobt asglk that the stoc zo un four points in 60
it alvance 199 in n year? Op
Of thnt,

days. 3hall we resulro thab
that 1t ds 107 bettoer than "the seneral miuvleet™?
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regardlasslaf market actibm, the stock should mest cartain
requiremants with respect to dividends and earninzs, over,
say, a flve~-year perlod?

e have no scoring system for securlty analyata; and

hence no battin: averages. [Ferhaps thal is Just as wall.

Y=t it would be anomalous indeed if we were 50 devote our
lives to =making concrste recommen@atiaﬂs to clisnts without
beinz able to prove, elther to tham or to ourselves, whather
ﬁe waere right in ény siven case. The worth of a good analyst

wmcourtedly ahows itsell decislvely over the years in the
sum sotal rosults of nis recommendations, sven though precise
criterla for evaluabting them be lacking. But 1t is unllkely
that securlty analysis could develon professional stature in
the abasnce of roagonably delfinite and plausible tegts of

tha gowndness of individual or group rocosmendations. Lot

us try, sentatively, 5> foraulate such tesats.

Fa rebturn bt our assusntion that a securiiy analyst
13 now rocommonding that Inised States Steel common be
bousht at 30, If this iz 2 sound racommendation, not
only must 1t work out well In “he market, but 1L must be
bagsd on sound raaconing also,., For without such reasoning
we may have a rood market 51n but we cannot have a 7ood
gacurlty analysis, The rsasoning, however, may take various
forms, and 5he m2aning of the recommsndation 1tself will
vary wlth the roasoning nehingd 1t, ULet us 1llustrate by

faur altormabives!:
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1, Steel should be bought becauss Ilts futurs sarning
power is likely to average about %13 par share (see C.«.Golliﬁ's
article; THE ANALYSTS JOURNAL, July 1945, » 23). |

2, Steel should be baught hecause it is fundamentally
cheaper at 30 than ig the Dow-Jonss Industrial Average at 190,

3. Steel sgauld be bousght at 5O bacause next year's
earnings will show a substantlal increase.

&. gteel should be bought at 57 bscause that »rlce is
far below the top flgurs reached in the 1aa$,tw$ bull marksts.

Reason 1 imnlles that Steel will orove a sablsfactory long
sull investment. That does not mean necessarily that it will
averagze earningsg af.%13 over the next twenty-five years, butb
cortainly over the next {lve years. If thisg analysls oroves
corract, the purchaser will have both satisfactory earnings
and dividends and an undoubted opoortunity to sell out at a
cood advance. The correctness ol the amalyais and the con-
soquent recommendation can be aroved only over a Tlve-year
sepiod or lanzer.

Suppose that the same suzzsstlion, with simllar reasoning,
had been made in January 1937, when Steel was also selllng at
80% vViould thgh analysls have been right? Hoj sven thouzh the
stocr promotly advance 57 bo 126, For in no flve-year
ns -10d since 1935 have the earnings averassd &7 per shave, and
the 1937-4lL average was about U5 per shars. The rise to 126

within sixty days 41d not astanlish the rlchiness of this
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analysis, any more than the declins to 3% in ths following
twelve months would necessarilv havs provad 1t tolm wrong.

Tha racomqondation to buy United States Bteel becausse it
1s cheansr than the Jow~Jonss Industrial Average (rsason 2)
would represent a valid and standard fors of snalytleal argu-
ment, It may or may not be coupled wilth ths statsment that
Stasl Is attractivé in i1te own right, In the former cass,
it would be eﬁgal térracommendahign 1, »lug the assortion that
Steel is cheaper than other standard issuss, But the analyst
sronerly may rocommend Stesl common on a comparative basls
enly, without claimins that it 1s Infrinsiecally cheap., In
that cagse he will bs proved rignt 1 Tteel performs better

hian the'avarmge, evan though 1t =ay not do well by itsslf.

For erample, 17 Bteonl declinas to 70 within a year from now,
wiile rhe DoweJones Industrlals decline to 140, the comparative
recommendation should be called risht - provided {a) it was
originally eouched in comparativs terms, and (b) it was backed
by plausible analytlcal reasoning. Proviso (b) would seem
necessary in every cage whare a sinztle recammendatiﬁn is teste
ed, in order to mu%e sure that The rightness l1s not?ggviously
to mere luck,

Tsecommendations to buy a stoekr Tor the ma'‘n reason that
next yvear's carnings arc going bto be nigher {reason 3) are
among the most common In Wall Otrsst, They have ths advanbage
o' balng subject to rather simdle tesbts, Sueh a recommendation

will be right if both (1) the sarninzs increase and () the
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price advances - say, &t lesast 16% - within the noxt twelve
monthsa.

The objectlon to this type of recommendation is a sractical
ona. It 18 naive to beliasve that in the typlecal case the
mardet is unavars &f the orapects for improved esaranings next
year. If this 13 so, ;he favorable factor is likely to be
discounted, and the batting avarage of recommendatlions based
on this simple ap;rﬁach can gearcely be very impressive.

Steel should be bought at BQ because it-solé conslderadbly
higher in the last two bull markats (reason 1Y, Is this a
valld type of rﬁasoning for securlity analysis? Opinions may
dicfer on this point, dbut in any casgs woe can readly tell if
such a rocorendation proves right., The stock must ﬁdvance
substantially - say, 20% at least - in the current bull market.
CONCTIRTONS |

The precedins discussion leads to soms jensral concluslions,
whieh are put forward on a bontatlve basls snd as a starting
point for controvery:

(a) In most cases ths rightness of an anlyst's recounendation
can be tested by ths seguel, provided he Indicates the type

and basls of his rocommendation,

(p) Differsnt typss of recommendation - even thouzh they all
may call for the same actlon; for example, to buy Steel at B0 -
will be tested lor ri-htness in dlfferent ways.

(¢} “here a rocommendation is rade on a group basls, only the
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group result should be tested, Individual issues may be
expected to go counter to the group trend.

(4} Profssslonal standa?as.far security analysis require
that all rescommendations indicate clearly both the tyve of
recommendation made and the kind of analytical reasoning on
whiéh 1t is bvased.

Analysts recommend bonds and preferred ilssues as well asg
common stocks. The warranty behind sach guch suggestion is
thet the issue has quallty at least commensuréte to the yleld.
Sueh recommendations may be tested two ways: olther by the
review of the analysis of quality, or by the subssquent mariet
actlion of the issuss anoroved, oraeferably as compared with
a sultable grous index. Thio fleld of activity does not ralse
gerlous probvlens offtasting, oxcept whors very refincd results
~are roguirsd, |

Agsuming we can test the analyst's performance on in-
dividual roeommendations, we can develop a crude batiing aver-
age for his work, based solely on the percentage of times he
48 rizgnt out of total number of recoymendations made., How
nigh should thls a?eraﬁerbe for a good analyst? And is 1t
ﬁecessapy to pefine this test by distinguishing between "very
r1ght® or "very wrong' and Just " rightish” or "grongish'?

Theas are nuistlons for cthers Is answer.



