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An Industry Investment Thesis

e Over 90% of all research published is by
conflicted businesses. Only 10% of
recommendations are Sell.

e But even in rising markets, stocks go
down as well as up. We estimate over
40% of stocks usually go down over 1-2
year periods.

e The distribution of recommendations
has little correlation to market
experience in the long run.

e Conflicts impact the character of
research, not just the recommendation.

www.theanalyst.co.uk



1

The Curious Case of Sell
Recommendations

Over 90% of all research published globally
by the sell side and read by the buy side is
produced by banks and brokers with
conflicted business models.

We think we can convince you fairly quickly
why commercial reality means most equity
research could be considered unreliable.

e Between 1983 and 2008 in the US, 64%
of stocks underperformed the Russell
3000. 40% of stocks had a negative
return despite the index returning around
10% p.a.

e Academic studies show that over the
long term, the majority of single stocks
underperform the index.

And yet:

e Across a sample of banks and brokers
covering European stocks, the average
number of stocks with a sell
recommendation is around 10%.

e On stocks where the sell side provider
has a commercial relationship, this
average falls further. In fact, we
discovered that multiple providers have
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zero sell recommendations on their own corporate
clients, despite broad stock coverage and depth.

Two questions at this point may cause you to conclude
the model is therefore not fit for purpose.

e If, on average, more than 50% of stocks
underperform the index and 40% have negative
returns over the long run, what percentage of
stocks should have a sell recommendation?

e Why do you think stocks covered by investment
banks and brokers have such a low percentage of
sell recommendations?

We believe generic coverage simply isn’t enough and
research houses need to search for ideas with
flexibility and prioritise finding, and effectively
covering, the stocks that matter for clients.

Exhibit 1: Conflicted Sell Side Models Have 10% Sell
Recommendations

Retained

Coverage Buyor Sell corporates Sell
Broker1 1200 800 230 69% 30% 1% 19% 89% 11% 0%
Broker2 200 170 160 8% 16% % 7% 98% % 0%
Broker3 3500 2200 1600 48% 39% 14% 4B% 38% 35% 27%
Brokerd 3500 2200 300 54% 36% 10% 9% 56% 36% a%
\trs 1800 1100 400 49% 36% 14% 21% 45% 41% 14%
Broker 6 3800 2000 BOO 8% 46% 15% 16% 44% 53% %
AVERAGE 56% " 4% 10% 62% ” 30% 9%
The Analyst 60 60 [ A7% n/a 53% 0% n/a n/a n/a
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Obviously, investment banks will argue that the market
usually goes up, most stocks go up, and that their own
recommendations are not even absolute, but relative.

They may also say the investment time horizon of the
recommendation is shorter than our longer term market
data set. We don’t buy it.

One argument is around the semantics of a buy or sell
recommendation at the point the decision is made.
What even is a sell? Usually, conflicted broker
recommendation choices come in three flavours of
anticipated performance:

e The stock could go up, or down, absolutely with a
hurdle (e.g. 10-15%).

e The stock could go up, or down, relative to the
market.

e The stock could go up, or down, relative to the
sector in which it operates.
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Any relative recommendations are easy to
take to task; the reason most stocks
underperform the market longer-term is due
to the survival of the fittest and the impact
on market cap weighted indices and
benchmarks of the big winners.

An amateur statistician might say there is a
long, and fat, tail of bad returns. This means
with survivorship bias the worst performing
stocks shrink, leaving the index to
consolidate. For relative recommendations
across cycles there should therefore be
more sell recommendations than buys.

In our sample above (exhibit 1), the
providers using the absolute hurdle have the
lowest % of sell recommendations.

Of course, if the market goes up, most
stocks should go up - but do they?

We looked at the rolling one and two-year
returns (weekly) over the decade up to July
2024 to see how the distribution of single
stock returns looked for European stocks
(market cap >€1 billion). This is a period
when the Stoxx Europe 600 returned ~57%
(Source: Factset).

We found on average, for each rolling time
period, around half of stocks
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underperformed the index, and >40% of stocks lost
investors money in absolute terms.

Staggeringly, we found that at some point within each
two-year time horizon, on average ~15% of all stocks
don’t just fall in absolute terms - they at least HALVE!
(Source: Factset).

Exhibit 2: Rolling 1 and 2yr Time Periods Between
2014-2024 Show >40% of Stocks Delivering a Negative
Return in Europe

1yr Reliing Window 2yr Rolling Window

Positive alpha 53% 51%
Negative alpha 47% 49%
Positive absolute retumn 56% 58%
Megative absolute return 44% 42%
Doubling within 2yrs 9.3% 7.1%
Halving within 2yrs 14.5% 12.4%

The next argument back from our competitors will be
that they believe the stock market is going up and in
these conditions the mix of recommendations makes
sense — why have many sell recommendations if you
think it's a bull market? They may layer on more
arguments that sector and factor reasons near-term
should make stocks go up.

The problem here is that the low percentage of sell
recommendations has existed for over two decades. To

www.theanalyst.co.uk


https://people.bath.ac.uk/mnsrf/Teaching%202011/teaching%202010/teaching%202009-2010/IB/Literature/L6-analysts/Lin-McNichols.pdf

6

us, this debunks any argument that the sell
side recommendation mix is appropriate, or
even fit for purpose, relative to the
anticipated distribution of single stock
returns.

The further argument may be that the sell
side only covers stocks they think will
outperform and obviously they don’t cover
any expected underperformers. This might
be true to start with, but as the total
coverage count increases the argument
gets harder to believe. We know coverage
breadth (number of stocks covered) is a
main feature of the low priced offers being
marketed by investment banks’ research
houses today. In our experience, breadth is
one of the most common selling points
from conflicted providers to the institutional
buy side.

The anonymous European broker in our
table above managed to conjure up just 1%
sell recommendations on ¢.800 covered
stocks.

If we agree the distribution of
recommendations over time should
resemble the anticipated distribution of
returns, but doesn’t, then what does it
actually resemble? Certainly not a
functioning market grounded in logic that
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legitimately uses recommendations to try
and help its clients.

It simply looks like a list of the percentage
of firms that the conflicted sell side would
like as corporate clients.

Any research industry trying to help its buy
side clients make money through
recommendations should simply have a
distribution of buys and sells that, over
time, and across market cycles, resembles
the average distribution of single stock
returns. When the market has risen a lot, or
is expensive on a cross-cycle basis, or when
strategists of banks are negative, surely the
mix should shift towards sell, and vice
versa.

We understand why the investment banks
don’t make Short recommendations, but
surely, in our view, a few sells to reflect
reality must be available.

Underwriting conditions should ease
towards the end of a market cycle, which
means the percentage of sells, even on
banks’ own clients, should rise. There is no
evidence of this, and only independents can
possibly and appropriately vary the mix of
buys and sells based on business models
aligned to clients’ interests.
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Exhibit 3: Distribution against Market of Independent
Buy and Sell Recommendations from The Analyst Over
Time

Our ratings distribution as of 12 July 2024:

24%
21%
55%

%‘!!

Conflicted research models not only impact the
distribution of recommendations, but the character,
tone and content, of research conducted and the notes
themselves. Over and over again, corporate governance
red flags, unusual accounting, related-party
transactions, and/or deteriorating financial
performance, go unnoticed and unexamined. Both in
IPO research and in any research by sell siders with
corporate relationships.
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The buy side has to rely on the conflicted
sell side to help them on these stocks but
they are left unaware of obvious governance
risks in a prospectus.

What we are describing above may not be
news to market participants — of course the
buy side cynically understand the conflicts
of their sell side providers.

Of course they know their banks have
corporate relationships, and of course they
know corporates are using the stock market
to raise capital.

Before you call us naive though, permit an
independent firm to dwell on that character
of research a little longer with some further
guestions:

e Are your sell side providers looking at
accounting red flags?

e When you have an accounting question,
do you get a balanced view, or a
repetition of the corporate’s
explanation?

e Who is reading the last 50 pages of the
IPO prospectus for you?

e Does corporate governance matter?

e Does cash flow matter, or is it just about
the quarterly earnings?
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e Would a corporate client permit a
negative piece of research?

e Do the sell side independently check on
facilities, stores, and factories, or are
they escorted by management?

e Are 90%+ of companies fantastic with
stock prices set to go up?

This isn’t about short selling, its simply
about the fact that stocks can go down as
well as up.

Don’t take our word for it...

You can do this research yourself. For many
banks and brokers, if you go onto the equities
pages and dig through the legal tabs at the
bottom you will find the disclaimer pages for
their stocks under coverage. On it you will find
the mix of recommendations and the variation
in recommendations depending on if the
research provider has a relationship or not.
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We are an independent research house based in
London. We deliver high impact equity research to
some of the world’s leading institutional investors.
Email: info@theanalyst.co.uk

Phone: +44 (0)_207 498 6593
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Important Information and
Disclaimers

This report is intended only for use by persons to whom it has been directly
distributed by Analyst Alpha Generation Limited (“The Analyst”, “We”, “Our”,
“Us”), a limited company authorised and regulated by the Financial Conduct
Authority ("FCA") of the United Kingdom (firm reference number 972969) and
registered as an investment adviser in the United States of America by the
U.S. Securities and Exchange Commission (registration number 801-76777).

All content within this report (including text, trademarks, illustrations,
photographs, graphics, designs, arrangements etc.) are protected by
copyright and other protective laws. This report should not be passed on,
duplicated nor reproduced in whole or in part under any circumstances
without The Analyst’s express written consent. This report is not directed to,
or intended for distribution to or use by, any person or entity who is a citizen
or resident of or located in any locality, state, country or other jurisdiction
where such distribution, publication, availability or use would be contrary to
law or regulation which would subject The Analyst to any registration or
licensing requirement within such jurisdiction.

The information set out in this report is intended only for use by such
persons, and persons of any other description (including, without limitation,
persons who are “retail clients” for the purposes of the FCA Rules) must not
act or rely on this report. For the purposes of the SEC rules, this report is
intended for the benefit of “institutional non-retail investors”.

Information and opinions presented in this report have been obtained or
derived from sources believed by Us to be reliable, but We make no
representation as to their accuracy or completeness and accept no liability
for loss arising from the use of the material presented in this report, except
that We do not exclude or restrict any duty or liability either (i) that We have
to Our Clients under the regulatory system in the United Kingdom; or (ii) that
We are not otherwise permitted to exclude or restrict under any applicable
law or regulation.

Our report is issued solely for information purposes, and it does not
constitute an advertisement. The Analyst shall not be held liable for any
special, direct, indirect, consequential, or incidental damages or any
damages whatsoever, whether in an action of contract, negligence or other
tort, arising out of or in connection with the contents of this report.
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The Analyst assumes no responsibility for any errors or omissions, or for the
results obtained from the use of the content in this report. Whilst reasonable
care has been taken in the preparation of this report, this report and all
information and assumptions herein are given, made or expressed without
any responsibility.

Past performance should not be taken as an indication or guarantee of future
results. The price, value of, and income from, any of the financial
instruments can rise as well as fall and may be affected by changes in
economic, financial and political factors. All information is provided AS IS
with no warranties, and confers no rights.

This report may contain hyperlinks to websites. Other than in the case of
links to Our website, We have not reviewed the linked site and take no
responsibility for, and make no representations or warranties whatsoever as
to, the data and information contained therein. Such hyperlinks are provided
solely for convenience and information and the content of the linked site
does not in any way form part of this document. Accessing such website or
following such links shall be at Your own risk and We shall have no liability
arising out of, or in connection with, any such referenced website.

If any section of this disclaimer is determined to be unlawful and/or
unenforceable by any court or other competent authority, the other sections
of this disclaimer continue in effect.

This disclaimer will be governed by and construed in accordance with

English law, and any disputes relating to this report will be subject to the
exclusive jurisdiction of the courts of England and Wales.
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