7 RIA

Earnings results for the third quarter is fast approaching, and investors are getting excited for the
"beat the estimate” game where Wall Street continually lowers estimates so companies can beat
them. As | noted previously:

One of the reasons given for the push to new highs was the 'better than expected'
earnings reports coming in. As noted by FactSet:*"78% have reported actual EPS
above the mean EPS estimate...The percentage of companies reporting EPS
above the mean EPS estimate is above the 1-year (76%) average and above the 5-
year (72%) average.? The problem is the ?beat rate? was simply due to the consistent
'lowering of the bar' as shown in the chart below:

Bottom-up EPS Estimates: Revisions

S&P 500 CY 2019 & CY 2020 Bottom-Up EPS: 1-Year
(Source: FactSet)
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Beginning in mid-October last year, estimates for both 2019 and 2020 crashed.«This is
why | call it ‘Millennial Soccer.'sEarnings season is now a ‘game' where scores
aren?t kept, the media cheers, and everyone gets a 'participation trophy" just for
showing up.

You also can't turn on financial television, or read a financial website, without the continual droning
from a Wall Street analyst about why the markets are destined to go higher, or why you should be
buying XYZ stock. The mainstream press, most financial advisers, and the average investor,
unfortunately take this information as "fact,” and use it as a basis for portfolio investment decisions.

But why wouldn't you?
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After all,€arl Gugasianeof Dewey, Cheatham & Howe just ratedianchi Corp.sd&trong Buy."That
rating is surely something that you canstake to the bank,"right?

Maybe not.

For many years, | have counseled individuals to disregard mainstream analysts, Wall Street
recommendations, and even MorningStar ratings, due to the inherent conflict of interest between
the firms and theireparticular clientele. Here is the point:

e YOU, are NOT Wall Street's client.
¢ YOU are the CONSUMER of the products sold FOR Wall Street's clients.

Major brokerage firms are big business. | mean REALLY big business. As in $1.8 Trillion a
year in revenue big. The table below shows the annual revenue of 40 of the largest financial firms
in the S&P 500.

Company Ticker 12 Mo Sales Company Ticker 12 Mo Sales

($ Mmil) ($ Mmil)
Berkshire Hth-B BRK.B $251,440 Bank Of Ny Mell BK $19,841
Jpmergan Chase IPM §138,586 Hartford Fin Sv HIG §19,507
Bank Of Amer Cp BAC $114,058 Synchrony Fin SYF $19,158
Wells Fargo-New WFC $103,766 Lincoln Natl-In LNC $17,070
Cigna Corp cl $102,522 Principal Finl PFG $15,835
Citigroup Inc C $101,147 Marsh &Meclennan MMC $15,636
Metlife Inc MET $65,750 Loews Corp L $14,275
Prudential Finl PRU $59,966 Blackrock Inc BLK $13,880
Morgan Stanley Ms $51,516 Bb&T Corp BBT $13,663
Amer Intl Grp AlG $49,063 Discover Fin Sv DFS §13,586
Goldman Sachs GS $44 062 State St Corp STT $13,021
Allstate Corp ALL $42,080 Ameriprise Finl AMP $12,834
Amer Express Co AXP $41,820 Unum Group UNM §11,813
Progressive Cor PGR $35,282 Suntrust Bks STI $11,195
Chubb Ltd CB $34,322 Aon Flc AON $10,868
Capital One Fin COF $33,150 Schwab(Chas) SCHW $10,652
Travelers Cos TRV $31,024 Assurant Inc AlZ $9,568
Us Bancorp USE $26,933 Fifth Third Bk FITE $8,676
Chre Group Inc CBRE $22,404 Willis Twrs Wat WLTW $8,591
Aflac Inc AFL $21,871 Raymond Jas Fin RIF $7,900
Pnc Finl Sve Cp PNC $21,009 Citizens Fin Gp CFG $7,896

Total Revnue for 98 Firms In S&P 500 | 1,875,815
Total Revenue for Top 40 Firms In S&P 500 51,659,340
(The revenue of the 40 largest firms was in excess of $1.65 Trillion, or 88% of the

total revenue generated by all 98 financial firms comprising the S&P 500 financial
sector.)
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Like all businesses, these companies are driven by the needs of increasing corporate profitability,
on an annual basis, regardless of market conditions.

The Conflict Arises

When it comes to Wall Street profitability, the most lucrative transactions are not coming from
servicing "Mom and Pop" retail clients trying to save their way into retirement.

Wall Street is not "invested" along with you, but "uses you" to generate income.

This is why "buy and hold" investment strategies are so widely promoted. As long as your dollars
are invested the mutual funds, stocks, ETF's, etc, brokerage firms collect fees regardless of
what happens in the market. These strategies are certainly in their best interest - just not
necessarily yours.

However, those retail management fees are a "rounding error" compared to the really big money.

Wall Street's real clients are multi-million, and billion, dollar investment banking
transactions, such as public offerings, mergers, acquisitions and bond offerings which
generate hundreds of millions to billions of dollars in fees for Wall Street each year.

You know, companies like Uber, Lyft, Snapchat, Tesla and WeWork.

For Wall Street firms to "win" that very lucrative business, they must cater to their
prospective clients. Not surprisingly, it is difficult for a firm to gain investment banking business
from a company they have a "sell"erating on.This is why*buy" ratings are so prevalent versus
"hold" or "sell," as it keeps the client happy. | have compiled a chart of 4642 rated stocks
ranked by the number of "Buy",*Hold"-ot&ell.”

Average Broker Rating On 4642 Issues 3 REAL INVESTMENT ADVICE
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There are just 2.8% of all stocks with a "sell"srating.Do you believe that out of 4642 rated
companies, only 129 should be "sold?" You shouldn't. But for Wall Street, a "sell" rating is


https://realinvestmentadvice.com/wp-content/uploads/2019/09/Average-Broker-Ratings-092519.png

not good for business.

The conflict doesn't end just at Wall Street's pocketbook. Companies depend on their stock
prices rising as it is a huge part of executive compensation packages.

Corporations apply pressure on Wall Street firms, and their analysts, to ensure positive research
reports on their companies with the threat that they will take their business to another "friendlier”
firm. This is also why up to 40% of corporate earnings reports are*fudged"to produce better
outcomes.

As theeAssociated Press exposed in?Experts Worry That Phony Numbers Are Misleading
Investors:?

?Those record profits that companies are reporting may not be all they?re
cracked up to be. As the stock market climbs ever higher, professional investors are
warning that companies are presenting misleading versions of their results that ignore a
wide variety of normal costs of running a businessto make it seem like they?re doing
better than they really are. What?s worse, the financial analysts who are supposed to
fight corporate spin are often playing along.tnstead of challenging the companies,
they?re largely passing along the rosy numbers in reports recommending stocks
to investors.?

Where Do You Rank

Still think Wall Street might be looking out for you?

In a study by Lawrence Brown, Andrew Call, Michael Clement, and Nathan Sharp it is clear that
Wall Street analysts are not that interested in you. The study surveyed analysts from the major
Wall Street firms to try and understand what went on behind closed doors when research
reports were being put together.«In anmmterview with the researchers John Reeves and Llan
Moscovitz wrote:

"Countless studies have shown that the forecasts and stock recommendations of sell-
side analysts are of questionable value to investors. As it turns out, Wall Street sell-
side analysts aren't primarily interested in making accurate stock picks and
earnings forecasts. Despite the attention lavished on their forecasts and
recommendations, predictive accuracy just isn't their main job."

The chart below is from the survey conducted by the researchers which shows the main factors
that play into analysts compensation.e It is quite clear that what analysts arépaid“sto do is quite
different than what retail investorssthink"sthey do.
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Survey responses to the question:
How important are the following to your compensation?

% of respondents who answered

Responses Very Important  Not Important  Avg. Rating
(5or6) (Dort})
(1} Your industry knowledoe 72.18 1.03 4,95
(2} Your standing in analyst rankings =~ 66.85 4.97 4,73+
or broker voles
{3} Your professional integrity £3.99 3.60 4.69***
(4} Your accessibility andfor 63.54 2.21 L BT e
responsiveness
(5} Your relationship with 44.63 7.16 4.14***
management of the companies
you Tollow
(6) Your success at generaling 44.20 2017 a5

underwriting business or trading
COMMISsIons

(7} Your written reports 38.95 2.76 417"

(8)  The profitability of your stock 35.08 5.52 3.94 %>
recommendations

(3} The accuracy and timeliness of 2410 7.76 J.hgr
your earnings forecasls

Total possible N = 363

Calumn 1 (2 presents the percent of respondents indicating importance 1evel of 5 or 6 (D or 7). Columin 3 reports the averags rating

whiese highet value espond lo greater importance. Column 3 also repotis he resulls of a t-lest of tha null hypoll

BIBgE response fual to 3. the midpalnt of the range of potential rezponses, with =**, **. and ® indicating rejection af the 1

and 10% lewvals, respectively

"Sharp and Call told us that ordinary investors, who may be relying on analysts'
stock recommendations to make decisions, need to know that accuracy in these
areas is 'not a priority." One analyst told the researchers:

"The part to me that's shocking about the industry is that | came into the industry
thinking [success] would be based on how well my stock picks do. But a lot of it ends up
being "What are your broker votes?"

A 'broker vote'ts an internal processewhereby clients of the sell-side analysts' firms
assess the value of their research and decide which firms' services they wish to buy.
This process is crucial to analystsbecause good broker votes result in revenue for
their firm.«One analyst noted that broker vote&directly impact my compensation and
directly impact the compensation of my firm."™

The question really becomes thensIf the retail client is not the focus of the firm then who is?"e The
survey table below clearly answers that question.


https://realinvestmentadvice.com/wp-content/uploads/2017/11/Analyst-Survey-1-060413-1.jpg

Survey responses to the question:
How important are the following clients to your

employer? % of respondents who answered
Responses Very Important  Not Important  Avg. Rating
(borG) (Dorl)

(1)  Hedge Funds 81.49 2.21 5.267""
(2}  Mutual Funds 80.11 1.66 Da24rrr
(3} Defined-benelit pension funds 36.64 16.62 3.61"""
(4} Insurance firms 29.89 20.67 S L )
(5  Endowments and Toundations 2222 26.39 2.96

(6}  High net-worth individuals 18.23 41.61 241"
(7} Retail brokerage clients 13.30 51.52 1.89* "

Total possible N = 362

Column 1 (2} presents the peroent of respondents indicating importance level of 5 or § (0 of 1). Colursn 3 reporls tha average maling

wihase highet values correspond (o greater impottange, Column e resulls of a t-test ol the null hypothasis that the

th ***, ** and " indicaling rejection at the 1

j8 response is aqual to 3, 1he midpolnt of the range of potential rasponses, w

1 10% levels, respectively

Yep, there you are.
At the bottom of the list.

The incestuous relationship between companies, institutional clients, and Wall Street is the root
cause of the ongoing problems within the financial system.«lt is a closed loop that is portrayed to
be a fair and functional system; however, in reality, it has become a "money grab"that has
corrupted not only the system but the regulatory agencies that are supposed to oversee it.

Why You Need Independence

So, where can you go to get "real investment advice" and a true consideration of the value of
YOUR money?

Thankfully, starting at the turn of the century, the rise of independent, fee-only, financial
advisers, private investment analysts, research, and rating firms began to infiltrate the
system.e

Here is an example of the difference. As an independent money manager, | use valuation
analysis to determine what equities should be bought, sold or held in client's portfolios.
While there are many measures of valuation, two of my favorites are Price to Sales and the
Piotroski f-score among others. | then sorted the entire Zacks Research equity universe of 4867
issues and ranked them by these two measures.
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Valuation Ranking On 4867 Issues ’ REAL INVESTMENT ADVICE
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See the difference. Not surprisingly, there are far fewer "buy" rated, and far more "sell" rated,
companies than what is suggested by Wall Street analysts.

Here is something even more alarming. Just after the "dot.com” bust, | wrote a valuation article
qguoting Scott McNeely, who was the CEO of Sun Microsystems at the time. At its peak the stock
was trading at 10x its sales. (Price-to-Sales ratio) In aBloombergeinterview Scott made the following
point.

"At 10 times revenues, to give you a 10-year payback, | have to pay you 100% of
revenues for 10 straight years in dividends. That assumes | can get that by my
shareholders. That assumes | have zero cost of goods sold, which is very hard for a
computer company. That assumes zero expenses, which is really hard with 39,000
employees.That assumes | pay no taxes, which is very hard. And that assumes
you pay no taxes on your dividends, which is kind of illegal. And that assumes with
zero R&D for the next 10 years, | can maintain the current revenue run rate. Now,
having done that, would any of you like to buy my stock at $64? Do you realize
how ridiculous those basic assumptions are? You don?t need any transparency.
You don?t need any footnotes. What were you thinking?

How many of the following "Buy" rated companies do you own that are carrying price-to-sales
valuations in excess of 10x?

Mektar Therap HETR 27.82 Yertex Pharm YRTX 12.84
M arketaxess Hid METX 27.36 Mumina Inc ILMM 12.75
Yensign Inc YHSH 18.04 Adobe Syztems ADBE 12.43
Mastercard Inc MA 17.51 Alexandria Real ARE 12.28
Prologis Inc PLD 17.42 Extra Space Stg EXR 12.05
Realty Income 0 17.29 Equity Resident EQR 12.02
Cme Group Inc CME 16.60 Duke Realty Cp DRE 11.99
Viza Inc-A v 15 K4 Edwardz Lifezci Eurs 11 491
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So, what are you thinking?

As more and moresbaby boomers"shead into retirementthe need for firms that can do organic
research, analysis, and make investment decisions free from "conflict,” which are also in
the client's best interest, will continue to be in high demand in the years to come.

This is particularly the case when the next downturn occurs and the dangers of passive ETF
indexing and robo-advisorseare readily exposed.

Independent advice can help remove those emotional biases from the investing process that lead
to poor investment outcomes over time. There are a raft of advisers with the right team, tools, and
data, who can spend the time necessary to manage portfolios, monitor trends, adjust allocations,

and protect capital through risk management.

The next time someone tells you that you can't "risk manage" your portfolio and just have to
"ride things out,” just remember, you don't.
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