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Unexpected Praise From the

they are on Wall Street, often getpre-

cious little respect from academics,
Perhaps the analysts’ biggest ignominy was
research conducted in the late 1970’s, whose
conclustons since have become part of the
ivory tower's canon. According to those dev-
astating studies, the average stock that has
no analyst following it actually outperforms
the average stock that does.

Securities analysts, therefore, are to be
excused if they initially scratch their heads
over a new study written by Brad Barber, a
professor at the University of California at

SECURITIES analysts, highly paid as

" Davlis, and three of his colleagues at Berke-

ley and Stanford. These professors not only
reached the opposite conclusion from that of
those earlier studies; they also discavered
that securities analysts are actually able to
pick stocks that outperform the market.

Is nothing sacred?

Using data from Zacks Investment Re-
search, the professors studied more than
360,000 recommendations made between
1985 and 1996 by more than 4,000 brokerage
tirm research analysts. The professors con-
structed a consensus recommendation for
each stock based on the average advice of
all analysts who followed it, They then con-
structed several portfolios from these con-
sensus recommendations. For example, one
portfolio had only the stocks with the strong-
est favorable consensus recommendations,
while another had just those with the weak-
est. ’

The results? Over the 11 years through
the end of 1996, the portfolio containing
stocks with the strongest consensus recom-
mendations gained an annualized 18.8 per-
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cent, beating the Wilshire 5000 by 4 percent-
age points per year. Even more impressive-
ly, it outperformed the portfolio containing
the stocks with the weakest recommenda-
tions by 13 percentage points a year,

It’s unlikely that this result is a fluke. For
example, the professors found that, without
exception, the most favorable consensus
recommendations outperformed the least in
each of the 11 years. And similar results
were reached in my own study of security
analysts who write investment newsletters.
According to my calculations, between 1980
and 1996, a portfolio of investment newslet-
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ters’ most-recommended stocks beatthe -
market by 3 percentage pointsayear, - i

Before you rush out to buy the consensus
recommendations, however, you néed to be ,
aware of two things, First, the professors . *

found that their pattérn was most pro-

. hounced for small- and mid-cap stocks. For -

the few hundred largest companies, like S
many in the Standard & Poor’s 500-stock in- .
dex, they found no significant difference in
the performance of the stocks that analysts
liked the most and those they liked least.

Second, none of the studies took transac-
tion costs into account. Such costs can easily
defeat the strategy, because the turnover
rate for following the highest consensus rec-
ommendations can be more than 300 per-
cent a year. B

But the negative effect of the transaction.
costs on this strategy's return should not un-.
duly disappoint investors, Allit means s
that the consensus of analyst recommenda-
tions can’t stand as the only factor you look
at when constructing Your portfolio. But
that doesn’t mean it can't play avaluable
supporting role, )

When you've decided to buy stocks, for ex-
ample, you've already committed to paying
a commission and a bid-ask spread anyway,
In such a case, the professors’ study sug-
gests that it would be worth your while to
take into account the consensus of analyst -
recommendations.

This advice applies even more strongly
when you have decided to sell some of your
stock holdings. This is because the least ta-
vorable consensus recommendations under-
perform the market by even more than the
most favorable ones. outperform.

Where can you find the consensus recoms-
mendations on particular stocks? They are
widely available on a number of Internet
sites, including cbs.marketwatch.com. Al-
ternately, you can subscribe to services like

Analyst Watch, published by Zacks
(www.zacks.com). ]



