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Study Suggests Bias in Analvsts' Rosv Forecasts

By ANDREW EDWARDS
Ndzpeh 21, 2008, Fage Co

Despite an economy teetering on the brink of a recession -- i not already in one --
analysts are still painting a rosy picture of earmngs growth, according to a study done
by Penn State's Smeal College of Business.

The report questions analysts' inpartiality five years after then-Iew Yotk Attorney
General Eliot Spitzer forced analysts to pay £1.5 billion in damages after finding

evidence of bias,

"W all Street analvsts basically do two things: recommend stocks to buy and forecast
eartungs," said J. Eandall "Woolndge, professor of finance. "Previous studies suggest
thetr stock recommendations do not perform well, and now we show that their long-
term earmings-per-share growth-rate forecasts are excessive and upwardly biased.”

The report, which exarmned analysts' long-term (three to five vears) and one-vear per-
share eartings expectations from 1984 through 2006 found that companies' long-term
eattings growth surpassed analysts' expectations m only two instances, and those came
right after recessions.

Crrer the entire time peried, analysts' long-term forecast earmngs-per-share growth
averaged 14.7%0, compared wath actual growth of 2.1%0. Cne-year per-share earnings
expectations were slightly more accurate: The average forecast was for 135.8% growth
and the average actual growth rate was 9.8%.

"4 sigrificant factor in the upward bias m long-term eanmngs-rate forecasts 1z the
reluctance of analysts to forecast” profit declines, Ir. Woolndge said. The study found
that nearly one-third of all companies experienced profit drops over successtve three-
to-five-year periods, but analyvsts projected drops less than 1% of the time.

The study's authors sad, "Analysts are rewarded for biased forecasts by ther
emplovers, who want them to hype stocks so that the brokerage house can garner

trading comtmssions and win underveriting deals."

They also concluded that analysts are under pressure to hype stocks to generate
trading comtmssions, and they often don't follow stocks they don't like.

Write to Andrew Edwards at andrew edwards(@dowjones. com
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For Analysts, Things Are Always Looking Up

They're raising earnings estimates for U.S. companies at a record
pace

BvFRoben Farzad

For wezrs, the rzp on Wall Strest securities znalvsts was that they were shills, reflexieely producing
upbest resezrch on compsanies they cover to help thew smplovers win mvestment banking busmess. The
d"ﬂ_n.uh was well understood: Let mv bank tzke vour company public, or zdvise it on this zcquisition,

and—wink, wink—I will recommend vour stock through thick or thin. After the Intemet bubble burst, that
WEs =u1,p“'-'-:it change. In April 2003 the Securities & Exchange Commission rezched 2 setlement with
10 Wzl Strest fums m which they zgreed, zmong other things, to separste resezrch from mvestment
b;ul-ci.ug.

Seven wezrs on, Well Strest mnzlvsts remam 2 decidedly eptimistic lot. Sems sconemists lock zt the glebal
sconomy znd see troubles—the Europezn debt crisis, persistently high unemplevment worldwids, and
housing woss i the US. Stock snzlysts 25 = group sesm unfazed. Projectsd 2010 profit growth for
compzniss i the Stzndsrd & Poor's 300-stock ‘mdex has climbed seven percentage points this quarter, to
34 percent, data compiled by Bleembetg show. According to Sanford C. Bemstem (AE), that's the fastest
pace since 1980, when the Dow Jonss industrizl zverage was quotsd i the hundreds and Nancy Rezgan
was gettmg r:‘-z::lf;t order new window treztments for the Oval Office.

.—".mcng the :cmpauies mnzlysts expect to exesl: Intsl (INTL) is projected to post zn meorszse m nst moome

2 percent thiz wear. L’_Z zterpillar, 2 multmztionzl that gets much of its revenus sbroad, i3 expected to

oost s net meome by 47 percent this wemr, Anslyvsts have 2se hiked thew S&P 300 profit estimzte for

2011 to 593.33 z share, up from 352.43 =t the begmning of January, according to Bleomberg data. That
would be 2 record, surpassing the previous high reached i 2007

With such prospects, s not swprising that mors than helf of 5&P 300-listed sto oast -'-rJl buy
ratings. It is telling that the propertion has sssentislly held constant 2t both the m_rl-.:'-t_ O"t.,b-'-r 07 high
and March 2009 low, booksnds of 2 pericd that s=w stocks fall by more than half If the zualj;sts zre
correct, the market would sppesr to be attractively priced right now. Using the 383.33 per share figure, the
price-to-earnings ratio of the S&P 300 iz 2 modest 11 2 of June @. If, howsver, znalysts end up beng too
high by, szy, 20 pereent, the PE would jump to zlmest 14

If history iz zny guide, chanees zre good that the anzlysts zre wreng. According to 2 recent McKinzay
report by Marc Gosdhart, Rishi Rz, and Abhishek Saxens, "Anzly 5ts }1"-'- ‘besn persistently over-
optmistic for 23 wezrs.” = stretch thet szw them peg SMINgs Er.,v-th at 10 percent to 12 percent 2 year
when the zctuzl mmber was ultimately 6 percent. "On zverage,” the resezrchers note, "malysts’ forecasts
have besn zlmest 100 percent too high,” even after regulations wers -'-n_:’t-'-::l to weed out conflicts and
improve the rigor of their czloulstions. As the chart below shows, in most vezrs analysts have been forced
to lower their estimates zfter it became apparent they had set them teo high
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While = f=w znzlysts, like Dlsredith Whimey, have mazde thew nzmes on bemish calls, most zre
chronically bullish. Pzt of the problem is that despite 2l the reforms they remszin tee sligned with the
compsanies they cover. "Anzlysts still nesd to got the bulk of thew mformztion from compenies, which
have zn mesative to be evetr-optmuistic,” szyvs Stephen Bambridge, = professor at UCLA Law Scheel whe
specizlizes in the securities industry. "Meanwhile, anzlysts don't want to threaten that engeing zccess by
bemg too negative.” Bambridze says that with the ere of the overpsid, superstzr anslyst long over, toeday's
job description cells for resistmg the urge to be mn iconoclzst. "It's 2 matter of herd behavior,” he says.

So whats 2 more plzusible estimate of companiss’ szmmg powst] Leckmg zt fzcters meludmg the
. z, David Fosenberg, chief
sconemist 2t Toronte-based mvestment shop Gluskin Sheff + Asseciztes, szvs “dissppomtment leoms.”
Bemstem's Adam Parker szys every 10 percent drop m the velue of the sure lmoecks U5, corporats

=3 Ty

ezmings dewn by 2.3 percent to 3 percent. He sees the S&P 500 szming 536 2 share next vear.
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Az pezlities hit home, "It's only natursl that anzlvsts will have to revise dewn thew views,” szyvs Tedd
Szlameons, senior vice-president st Schzeffer's Investment Pesezrch. The markst may be mzkmg its own
downward sdjustment, zs the S&P 300 has zlresdy fzllen 14 percent from its high m Apnil. I pracedent
holds, analysts zre bound to cwrk their enthusizsm belztedly, tellme us next vesr what we reglly needed to
Emowr this vear.

The bottom line: Despite refbrms buended io bnprove Wall Sreet research, siock analizt sesm o be
promoting an overly rosy view of profit prospecis.

Blzomberg Buringsswesk Senior Wiiter Farzad covers Well Strest and mtsmationsl fmanes,

The Earnings Roller Coaster
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Panel A
Long-Term Forecasted Versus Actual EPS Growth Rates
Electric Utility Companies
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Long-Term Forecasted Versus Actual EPS Growth Rates
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Value Line 3-5 year EPS Growth Rate Forecasts

Average Number of Negative | Percent of Negative
Projected EPS EPS Growth EPS Growth
Growth rate Projections Projections
2,333 Companies 14.70% 43 1.80%
Value Line Investment Survey , June, 2012
Panel B

Historical Five-Year EPS Growth Rates for Value Line Companies

Average Number with Negative Percent with
Historical EPS | Historical EPS Growth | Negative Historical
Growth rate EPS Growth
2,219 Companies 3.90% 844 38.00%

Value Line Investment Survey , June, 2012




