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The Bull Resurfaces Just in Time
By VITO J. RACANELLI

In the first half, all 13 of the brokerages in Barron's stock-picking ranking beat the market.
Wedbush Morgan was the best sprinter, while Citigroup Global Markets led in the long-distance
race.

WALL STREET'S BROKERS HAVE gotten their revenge on the stock market. All it took was a rip-snorting 50% rally from March

lows to help them. In Barron's semi-annual ranking of brokerages' stock recommendations, the average firm bested the market in

every period measured, something that hadn't happened much since the bullish days of 2006. An unrelenting bear had bloodied the

participants in the previous showing, the worst since we began publishing the focus list rankings in 2004.

Happier days have returned for now. In the six months ended June 30, 2009, each of our 13 participants beat the market. While we

don't want to take anything away from the champs, the rally certainly gave every broker a leg up. Second, the two shorter periods

are marked by the emergence of two regional brokers as new kings of the hill.

Los-Angeles based Wedbush Morgan won the six-month contest, with a sizzling 23% return, going to first from worst in the

previous standings. Meanwhile, another regional, Seattle-based McAdams Wright Ragen, took the gold in the battle for the 12

months ended June, with a loss of 12.6%. (See nearby table.) The latter contest still carries the 2008 bear's claw marks.

Nevertheless, McAdams handily outperformed.

Every six months Barron's ranks the stock picks of America's brokerage outfits --

some of them investment banks that the average investor recognizes, like Morgan

Stanley, and others not so well known. Zacks Investment Research compiles the data

and scores the firms. The Chicago-based firm analyzes the firms' research and keeps a running tally of the focus lists, or best stock

ideas, of these brokers over various periods in the past five years. (For a more detailed description of the methodology see "Behind

the Lists" at the end of this article.)

Zacks analyst Tracey Ryniec notes that the winners of this contest derived much of their strength from stocks in the tech sector, up

a sizzling 60%-plus since March 9, and, to a lesser extent, financial and retail stocks.

The most recent period is also notable for the return of small-cap outperformance, something prevalent in the bull market of

2003-2007. In the six months period, the S&P 500 index -- capitalization weighted toward big- cap names -- rose just 3%, but the

unweighted return was 13%, meaning small- and mid-cap stocks did much better than their big brothers. That fact might also have

helped the regional brokers, some of whom focus on smaller stocks that big Wall Street brokers ignore.
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*Merrill Lynch changed its focus-list strategy in March 2007.    **Goldman Sachs changed its focus-list strategy at the end of the third quarter 2008.    NA=Not applicable because broker is a relatively recent entrant.            Sources: Zacks Investment Research; Bloomberg

Six Months  Change

Wedbush Morgan 23.43%

McAdams Wright Ragen 20.24

New Constucts 17.85

Morgan Keegan  16.93

Citigroup Global Markets  10.68

Goldman Sachs  9.73

Charles Schwab 8.48

Raymond James  6.77

Credit Suisse 6.48

Morgan Stanley 6.30

Wells Fargo 4.24

Bank of America-Merrill Lynch 3.93

Edward Jones 3.33

Average Broker Returns 10.65

S&P 500 - Total Returns  3.16

S&P 500 Equal Weight Total Return 13.04

Five Years Change

Morgan Keegan  15.27%

Citigroup Global Markets  8.41

Goldman Sachs  6.59

Morgan Stanley 5.06

Credit Suisse 3.53

Charles Schwab -2.20

Edward Jones -5.12

Wells Fargo -9.73

Raymond James  -20.42

Wedbush Morgan NA

McAdams Wright Ragen NA

New Constucts NA

Bank of America-Merrill Lynch* NA 

Average Broker Returns 0.15

S&P 500 - Total Returns -10.72

S&P 500 Equal Weight Total Return -4.75

Three Years Change

Citigroup Global Markets  -14.98%

Edward Jones -15.08

Morgan Stanley -16.30

Wells Fargo -19.90

Credit Suisse -20.08

Goldman Sachs  -21.43

Charles Schwab -25.31

Morgan Keegan  -26.06

Raymond James  -31.07

Wedbush Morgan NA

McAdams Wright Ragen NA

New Constucts NA

Bank of America-Merrill Lynch* NA

Average Broker Returns -21.13

S&P 500 - Total Returns -22.69

S&P 500 Equal Weight Total Return -23.00

One Year Change

McAdams Wright Ragen -12.63%

New Constucts -14.43

Citigroup Global Markets  -18.85

Edward Jones -19.05

Morgan Keegan  -24.17

Wells Fargo -24.62

Bank of America-Merrill Lynch -24.63

Morgan Stanley -24.96

Charles Schwab -26.46

Credit Suisse -27.23

Wedbush Morgan -27.89

Raymond James  -32.11

Goldman Sachs ** -32.78

Average Broker Returns -23.83

S&P 500 - Total Returns -26.21

S&P 500 Equal Weight Total Return -23.56

ergy Transfer Partners (ETP), with a dividend yield of
about 8.5%, has recently replaced EPD.

Morgan Keegan’s Elkan Scheidt, chairman of its focus-
list committee, notes his firm’s gold medal in the five-year
race was partly attributable to an underweight in tech
stocks, which suffered after the 2001-2003 bear market. It
also benefited from having economically sensitive sectors

represented in its up to 20-name focus list during the
2003-2007 bull. Moreover, Morgan Keegan’s traditional con-
centration on small- and mid-cap stocks boosted the first
part of the list in the five-year contest.

Of note on a broader scale, most of our winning stock-
pickers believe that the 2009 rally has been driven by the
green shoots of inventory replenishment and sharp cost

cutting, but that companies must show sales growth to
sustain the market rise.

Now that the average broker performance has again
beaten the S&P 500, don’t be surprised if our contestants
begin thumping their chests. Regular followers of the con-
test know most brokers go through hot and cold streaks, so
investors should look for long-term outperformance. n

Wall Street Brokers Strike Back
After a terrible showing in the second half of 2008, when all the brokers participating were beaten by the market, all 13 saw their focus lists beat the S&P 500 index in the first half of 2009.

Thanks
LPL Financial thanks our valued advisors and sponsors for supporting focus09, our national conference held
August 16–19 in San Diego. Through the collaborative efforts of thousands of people, we created an event that
lived up to its theme, ClientsFirst: Focus on Main Street, and will undoubtedly result in greater value to our
clients in the months and years to come.

for Making focus09 a Tremendous Success!
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bunker-busting bomb. The stock (ticker: SHLD) tanked
nearly 12% that day, to 65. It ended the week at about 66.

Analysts scurried to trim their estimates and to heap
gratuitous scorn on Lampert. Gary Balter of Credit
Suisse, for example, entitled his earnings note “Put A Fork
In It,” while dropping his estimate for the current fiscal
year, which ends next January, to 64 cents from $1.45. And
next year’s estimate sits at $1.03, making Sears’ forward
price/earnings ratio an absurd 63.

The second quarter was horrible in any number of re-
spects. Despite heavy cost-cutting, sales dropped even
faster. Sales at the old Sears U.S. stores fell a disastrous
12.5%, year over year. Comparable sales at stores open at
least a year slid 8.6% when Kmart and Sears Canada (in
which Sears has a 73% stake) were included.

The prospective closing of 28 stores cost the company
$61 million in severance and various reserves. With at
least 400 other poor-performing stores among Sears Hold-
ings’ 3,900, a lot more red ink from closings is coming.

Lampert and his hedge-fund partners are backed
into a blind alley that affords no escape. The cost-cutting
has been so extreme at Sears that it can no longer gener-
ate the cash flow to mount a turnaround. Nor can the
company borrow at the level necessary for a revival. Sears
seems faced with the sad prospect of continuing to lose
market share to more aggressive rivals such as Wal-Mart
Stores (WMT), Lowe’s (LOW), Target (TGT), Home De-
pot (HD) and Kohl’s (KSS)—and watching its earning
power dwindle.

Sears’ stock could fall by as much as 50% as the
problems drag on. Morgan Stanley analyst Gregory
Melich has a “base case” number of $35. The breakup
scenario, for example, would be difficult if not impossi-
ble to pull off. There’s no financing for retail-real-estate
deals. Mall owners are already choking on vacant space.

The agonies of Sears are of vital importance to the inves-
torsinLampert’shedgefundsincethestock,evenafterfalling
fromitspeak,stillaccountedformorethanhalfthevalueofthe
once $14 billion fund. The fund’s performance numbers are
hardtocomeby.Several investors tellBarron’s thatLampert
makes his partners sign stringent confidentiality agree-
ments.Butwedidlearnthatsomeinvestorswhohadjoinedthe
fundinthesummerof2007attemptedajailbreakinNovember
2008when Sears had sunk to just 25% or so of its value when
they signed on, but Lampert was able to snuff the rebellion.
(Lampert failed to returnourcall seekingan interview.)

Sears likes investors to focus on a number of its own
confection called adjusted earnings before interest,
taxes, depreciation and amortization. A measure of all
the cash the businesses throw off, it not only excludes
pesky interest, tax, depreciation and amortization that
normal Ebitda does, but eliminates special charges like
those related to pensions and store closings. This, of
course, represents the profitability of Sears Holdings
in an ideal, parallel universe bereft of any frictional
costs like those of paying the tax man. By this mea-
sure, Sears seems to be spewing cash—$2.5 billion in

fiscal 2007 and $1.6 billion in its latest fiscal year,
ended Jan. 31, 2009.

But in the real world according to GAAP, cash gener-

ation is starting to dwindle badly at the big retailer. For
one thing, the largely ignored special charges now seem
to recur each quarter with metronomic regularity, thus
punishing earnings. Sears is staring at a pension short-
fall of $1.7 billion that has resulted in charge-offs of $42
million in each of the first two quarters of this year;
and there are further pension obligations of about $100
million this year and up to $325 million next year.
Likewise, future store-closing costs are likely to exceed
those that have produced charge-offs totaling $155 mil-
lion over the past four quarters, given the number of
poorly performing stores in the huge Sears empire and
the lugubrious environment of retail real estate.

All of this is apparent when one computes another
measure of Sears’ financial health—the free cash flow
that the retailer has actually generated over the past
three years, after deducting capital spending from the
net cash provided by operations. It’s not a pretty pic-
ture, despite the boast of bulls that Sears Holdings, in
normal circumstances, is a money machine throwing off
a billion bucks a year for Eddie Lampert to do with
what he will.

In fact, Sears produced $495 million in free cash flow
in 2008, down from $977 million in 2007 and $920 million
in 2006. And the company’s cash flow is bound to be
stunted this year and next, given the U.S. consumer’s
straitened circumstances. Moreover, of the $1.2 billion in
cash and equivalents carried on the Sears balance sheet
at year-end 2008 (Jan. 31 of this year), $663 million
belonged to its 73%-owned Sears Canada unit, whose
shares trade in Toronto under the ticker SCC. Thus,
that cash is beyond Lampert’s reach.

There are signs that cash problems are beginning to
pinch the parent. Perhaps most important, since taking
over Kmart in 2003 and merging it with Sears in early
2005, Lampert has consistently scrimped on capital
spending and advertising.

He argues—to some, persuasively—that he’s running
the company to maximize profit and cash flow and not
to compete against the likes of Target, Kohl’s, Wal-
Mart, Lowe’s and Best Buy (BBY) in rolling out new
stores and frequently upgrading store formats.

Yet Lampert seems to be starving his company,
driving away customers with frequently uncompetitive
pricing, inattentive service and increasingly shabby
facilities. One need only look at the chart on this page
comparing the quarterly sales of stores open at least
a year at Sears to a blend of comp sales from Wal-
Mart, JCPenney (JCP), Kohl’s and Target and quar-
terly nominal gross domestic product going back to
2004’s first quarter. (The Sears numbers include both
Sears and Kmart on a pro forma basis, even though
the pair didn’t tie the knot until 2005.)

Sears Holdings consistently trails the pack and the
general economy in both good times and bad. So, even
when the economy finally revs up, Sears isn’t likely to
enjoy the rebound as much as its competitors will.

Ominous Numbers
Sales growth at Sears stores open for at least a year has consistently
trailed gains at its major rivals’ outlets, and the company has bought
back shares at prices that now appear to have been excessive…

 Recent YTD 2009E EPS % Chg 2009
Company/Ticker Price Change EPS ’09 vs. ’08 P/E

Sears/SHLD  $65.00  67.2%  $2.30  35% 28.3

Target/TGT 45.27 31.1 3.01 5 15.0

JCPenney/JCP 30.69 55.8 0.94 -63 32.6

Wal-Mart/WMT 51.71 -7.8 3.58 5 14.4

Kohl’s/KSS 51.52 42.3 2.80 -3 18.4

Note=Fiscal year ends the following January Sources: Barron’s; company reports; Thomson Reuters

’06 ’07’05 ’08 ’09

$200

150

$160

120

80

40

0

$1.6

1.2

0.8

0.4

0

100

50

0

Sears Holdings (SHLD - Nasdaq)
Weekly close on August 20

Buyback
Amount (bil)

(left Scale)

Average 
Share Price

(right scale)

’05 ’06 ’07 ’08 ’09

’05 ’06 ’07 ’08 ’09

GDP

Competition

Quarterly Comps (% change Y/Y)

Buybacks

Sears

8%

4

0

-4

-8

-12

Sears’ true free cash flow doesn’t paint a pretty picture, despite bulls’ argument that the

big retailer, in normal circumstances, is a money machine throwing off a billion bucks a year. At

the same time, Eddie Lampert is starving the company, hindering its ability to compete and grow.

...And while the stock has jumped from a depressed level this year, its
high price/earnings ratio and shaky cash-flow outlook make it vulnerable.
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Dan Picasso for Barron's
Happier days have returned. Each of our 13
participants beat the market over the last six
months.

In the longer races, Citigroup Global Markets placed first over 36 months, with a loss of

15%, outperforming the market's 23% decline. Morgan Keegan, a regional broker that's

been a consistent winner over time, was the best over five years. Its focus list returned

more than 15% in that time, compared to the S&P 500's 11% loss. Honorable mention

goes to another new face, New Constructs, based in Nashville, which took the bronze in

the six months and the silver over 12 months.

Meanwhile, St. Louis-based Edward Jones did the reverse of Wedbush and fell to last in

the six months from first. It still managed second place over 36 months. During the

terrible bear market of 2008, this proponent of a conservative "buy and hold" large,

dividend-paying defensive stocks did well.

Wedbush Morgan typically has an eight-to-15-name stock focus list, and the broker

specializes in consumer discretionary, retail, tech, biotech and pharmaceutical sectors,

as well as small- and mid-cap stocks, notes director of research Mark Benson. In particular, Wedbush got a boost from

semiconductor maker Monolithic PowerSystems (ticker: MPWR), which is now off the focus list, as well as two that remain:

video-game supplier Activision Blizzard (ATVI), and biotech United Therapeutics (UTHR).

Wedbush suffered the last time round by its relatively narrow focus, but Benson points out the broker has expanded its coverage

universe, tripling both the number of analysts, to 36, and the number of stocks covered, to 450 by year end.

AT REGIONAL BROKER McAdams Wright Ragen, director of research Paul Latta notes the firm's 20-25-name focus list is typically

broader than its coverage universe, which tends toward Pacific Northwest companies, including Microsoft (MSFT) and Starbucks

(SBUX), for example. McAdams took first place in the 12-months battle with consumer stock picks like Nordstrom (JWN), Starbucks

and Whole Foods Markets (WFMI). These shares hurt the firm one year ago but were among the biggest rebounders in the rally.

Whole Foods has been dropped from the list.

Financial stocks like Moody's (MCO) and M&T Bank (MTB) also helped McAdams in the first half of this year. "And in the second half

of 2008, it wasn't so much what we owned, but what we didn't, like financial and commodity stocks," Latta notes.

Over three and five-year periods, which cover both a bull and bear market, sector and market cap themes play a more significant

role than single stock picks. At Citigroup Global Markets, Marshall Kaplan runs the priority-equity recommended list, which won the

three- year and was second in the five-year tilt. Kaplan's 20-30 stock list concentrates on free cash flow, profit margin growth and

valuation. Only two names, broker Charles Schwab (SCHW) and energy-service provider Enterprises Products Partners (EPD),

remained on the list for the entire three-year contest. Natural gas play Energy Transfer Partners (ETP), with a dividend yield of

about 8.5%, has recently replaced EPD.

Morgan Keegan's Elkan Scheidt, chairman of its focus- list committee, notes his firm's gold medal in the five-year race was partly

attributable to an underweight in tech stocks, which suffered after the 2001-2003 bear market. It also benefited from having

economically sensitive sectors represented in its up to 20-name focus list during the 2003-2007 bull. Moreover, Morgan Keegan's

traditional concentration on small- and mid-cap stocks boosted the first part of the list in the five-year contest.

Of note on a broader scale, most of our winning stock- pickers believe that the 2009 rally has been driven by the green shoots of

inventory replenishment and sharp cost cutting, but that companies must show sales growth to sustain the market rise.

Now that the average broker performance has again beaten the S&P 500, don't be surprised if our contestants begin thumping their

chests. Regular followers of the contest know most brokers go through hot and cold streaks, so investors should look for long-term

outperformance.

Behind the Lists

IN TRACKING BROKERS' best ideas, Zacks Investment Research puts a stock in a theoretical portfolio when the broker adds it to

its focus list, and takes it out when the broker removes it. While similar in intent, these lists differ in significant ways. For example,

some are updated at regular intervals, but others are changed ad hoc. The sizes of most lists are flexible, although some are fixed.

Most lists have 20 to 40 names, but the smaller the list the more exposed it is to one stellar or disastrous pick, and some are as big

as 100 names. With big lists, individual picks matter less but it's tougher to beat the index.
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Additionally, Zacks ranks the brokers' picks on an equal-weighted basis, while the Standard & Poor's 500 index is weighted

according to its components' market capitalization. As a result, brokers' results aren't strictly comparable to the S&P 500's. So to

help readers get a better perspective on relative performance, our tables show the S&P returns on an equal-weighted basis as well.

Note: Regulatory restrictions prevented Merrill Lynch, which changed its focus-list strategy in March, from publishing new

performance results. Goldman Sachs changed to a new strategy at the end of the third quarter.

E-mail: vito.racanelli@barrons.com
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