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i-club-list digest: July 15, 2007
Subject: 2nd Opinions on Hi & Lo Prices
From: "Lynn Ostrem" <garbagecop@earthlink.net>

Hi all,

There are two camps on the whole subject of setting price ranges.  NAIC has always told us to do it.  They give us tools to create Upside/Downside ratios for it.  Even Jim Cramer has said that you should never buy a stock until you know at what price you will buy, and at what price you will sell.

Mark Robertson ended his club's angst over it buy ignoring the back side of the SSG, altogether!  The Manifest version of George Nicholson's methodology has us determining which stocks are the most attractive by looking at the projected annual return.  No need to labor over numbers that we can't possibly know in advance.  At MI, if a stock has a potential return of 18% and we know it to be a good quality stock, it's in the buy range.  If a stock's potential return is getting close to the return one would get from a 5-year T-bill (currently around 5%), then we know we should be looking for something of equal quality with better prospects.  No angst!

It's really tempting to forsake the back of the SSG and move to the "new" camp!  But for some reason (and darned if I know why!) I'm still trying to figure out how to better understand high and low prices.

THAT SAID...I'd like to start a discussion on them.  We all know the various techniques of creating them, but I'm curious about how others verify them.

For example, in Section 4a, we multiple the highest multiple we think people will pay in the next 5 years times our estimated EPS estimate to garner a high P/E (our best case scenario).  Some people tell me they verify this with Value Line's projected high "range" in the top left corner of the VL page, and never exceed the high end.

I like to compare it to the current price.  If it's more than double, I try to determine whether or not I should re-evaluate one or both of the components that go into creating that price.  We don't want to be wrong, but we don't need to be correct either, right?!

Please share how you verify, justify, compare or otherwise get comfortable with your high and low prices.  What steps do you take?  What other means do you use to compare, etc.?

Thanks,  Lynn Ostrem, VP

garbagecop@earthlink.net

Crow River Investment Club  www.bivio.com/crowriver

-----------------------------------------------------------------

Subject: Re: 2nd Opinions on Hi & Lo Prices

From: "Jim Thomas" <jimt075@comcast.net>

Lynn,

Mark Robertson ended his club's angst over it buy ignoring the back side of the SSG, altogether!  The Manifest version of George Nicholson's methodology has us determining which stocks are the most attractive by looking at the projected annual return. <

I assume you're talking about ManifestInvesting (MI) here.  I seems to me that MI ignores *some* of the back side of the SSG.  Compared to the SSG, MI looks at just the potential up-side (using the math from SSG section 4A) and ignores the down-side.  If you know how PAR relates to Total Return on the Toolkit SSG, you might be tempted to think "PAR" at MI is a relatively conservative view of the potential up-side.  I think others would say MI's potential PAR is often no less aggressive than the SSG's Total Return.

What Mark's been doing at MI recently with the StockWatch graphics incorporates SSG section 2A (historical pre-tax profit margins) and a variant on SSG section 3 (historical PE ratios).

No need to labor over numbers that we can't possibly know in advance. <

ManifestInvesting certainly saves you the *labor* of guessing about the future.  But the calculations (MI's Fundamantals Forecast) and your decisions (buy/hold/sell) are still very much based on numbers that can't possibly be known in advance.  The difference with ManifestInvesting is that you don't do the guessing about the future yourself, you let someone else do it for you.

It's really tempting to forsake the back of the SSG and move to the "new" camp!  But for some reason (and darned if I know why!) I'm still trying to figure out how to better understand high and low prices. <

The SSG basically provides a framework for estimating a future price range (up-side vs. down-side).  For SSG low price (section 4B), you probably won't get much agreement about what its even supposed to mean.  The *worst* that can happen is zero (you could lose your entire investment).  In the context of comparing up-side with down-side that's not a very useful definition.  Some say that's reason enough to dispense with low price.

Another possibility for low price is the worst that you think might happen temporarily based on events that seem really bad news for the stock at the time (health care reform, E-coli, tobacco law suits, etc.) but turn out to have minimal long-term effect.  Or, perhaps the worse that might happen due to expected PE variation if EPS growth turns out to miss expectations over an extended period.  Of course, doing that sort of forecasting requires a good deal of looking into the future.

Are you willing to admit that you really have no idea how to estimate a rational low price (is "rational" and "low price" a contradiction in terms?).  That's pretty much how I feel.  In that case, I think it makes sense to focus your guessing on the potential for future up-side based on the potential for future growth and PE.  Of course this is still very much guessing.  Perhaps there is some potential for the guessing to be better informed about the up-side than about the down-side.  (Or, maybe not!)

-Jim Thomas

-----------------------------------------------------------------

Subject: RE: 2nd Opinions on Hi & Lo Prices

From: "Ron Spruell" <rspruell@cox.net>

For High Price:  We use the lower of

1) Average P/E multiplied by the projected earnings in 5 years or

2) Median P/E multiplied by the projected earnings in 5 years.

3) We add in the dividend when determining the "real total return", not the Total Return calculated by Section 5 of ToolKit.

4) This is the approximate P.A.R. used in Section 5 of ToolKit.  We don't use the optimistic Total Return used by Toolkit.

For low price: It is more of a guess.  We use the last full years returns to determine the 3 low prices spelled out in book Take Stock.  My opinion isthat the low price should be at least 20% lower than the existing price. (I stole that number from Ann Cuneaz lecture in BINC 2007.) Too simple? -Ron Spruell

-----------------------------------------------------------------

Subject: re: 2nd Opinions on Hi & Lo Prices

From: "armin fields" <arminfields@sbcglobal.net>

<< Please share how you verify, justify, compare or otherwise get comfortable with your high and low prices. What steps do you take? What other means do you use to compare, etc.? >>

This is not a simple question as it raises many, many SSG judgment issues:

- I ALWAYS compare my SSG's Forecast High Price with Value Line's estimated High Price for stocks in VL's Standard Edition.  I try not to exceed VL by a substantial amount or percentage (which you can define as you want)....unless, on very rare occasions, my research leads me to conclude that VL is off-the-wall.  But when I've read only what's contained in VL's report, I'm unwilling to exceed it by a large amount;

I consider this a test of reasonableness as VL is a respected authority that I never want to ignore, even if I don't agree with it.   If there were other High Price estimates, I'd check them all, but I don't know of any others.  Because VL's High Price is the only comparison I have, I think it is foolish to ignore it.

- For my SSG's Low Price, I most often use the first choice (SSG Section 4Ba) when the company is a growth company.  I know of no source for comparison purposes, so I routinely accept this Low Price unless it leads to an absurd Upside/Downside;

- Both the Forecast High and Low Prices are determined by the Forecast High and Low PEs that I choose and my estimated EPS growth rate:

- - I check the long-term EPS estimates at First Call, Zacks, Reuters, S&P and VL, and most often wind up using the Reuters estimate less one Standard Deviation, found at its web site, which is usually the most conservative of these estimates.  I've found Take Stock to be way too conservative by comparison, at least the on-line version at StockCentral;

- - For projected High and Low PEs, I look at all of TK5's options: the average PEs for the last 5 years, the last 10 years, median, and the Alt-M option which is often the most conservative choice.  I also average the last 2 or 3 years of PEs to see recent trends;

I'm satisfied with these few rules and I don't impose other limits on my SSGs, so I don't limit my estimated EPS to 20% max, or my Hi PE to 30 max, or rely on an arbitray PEG or PAR (which have no accepted standards).

I think comparisons are very useful and also want to know what other people use to test the reasonableness of their SSGs.

Oh yes, I use only one data source for my SSGs so I can compare them over time and with other people.  I use BI's S&PSDS (old OPS) primarily because it contains a long-term EPS estimate that I cannot find on the web.  ---Armin Fields

Subject: Re: 2nd Opinions on Hi & Lo Prices

From: "Lynn Ostrem" garbagecop@earthlink.net
There have been a lot of really good comments made on this subject so far, both publicly and privately.  I'd like to address some of them in a separate message.  But I first want to share with you a post from Brian Lewis (circa spring, 2006) from the Manifest forum.  Brian has made some memorable posts in the past, but this one struck a cord with me.  I keep coming back to it as it keeps me from getting too anal about this stuff, and I think it transcends either method.  It's just plain sensible.

Someone asked: NAIC tells us that 80% of what we need to know to be a successful investor is on the SSG.  If that's true, does Manifest provide closer to 100% of what you need to know?

Brian Lewis answered: Whether you are looking at PAR on the SSG or PAR on the Dashboard, we're never going to be able to accurately gauge returns in 5 years from now.  These are nothing more than convenient methods of ranking stocks by their potential for producing returns.  If your SSG PAR ends up being close to your MI PAR, does it really matter what the specific number is?  Does it matter which method was used?

If my estimates come close to a 20% return, I don't actually expect to get 20% if I invest in that stock and hold it for 5 years.  What I do expect is that, more often than not, I'll get a "better" return by investing in that stock than if I invest in a stock with an estimated 15% (or 10%) return.  I'm interested in MI and the SSG because they should tend to steer me towards investing in stocks that will likely produce higher returns, and away from stocks that are likely to produce slower returns....

Brian's comments had more to do with PAR, obviously, but it speaks to the reasonableness of the end result we are trying to tabulate.

Jim Thomas asked, "Are you willing to admit that you really have no idea how to estimate a rational low price?"  Yes, Jim.  I am willing.  But based on all the convoluted methods that are out there for figuring low price, it seems to me that our founders didn't have a good hzandle on it either, or they would have given us something more concrete.               -- Lynn O.

-----------------------------------------------------------------

Subject: Re: 2nd Opinions on Hi & Lo Prices

From: "Lynn Ostrem" <garbagecop@earthlink.net>

Armin, thank you for sharing your rules for setting high and low prices.  You wrote, "I'm satisfied with these few rules and I don't impose other limits on my SSGs..."  I hear this often from experienced NAIC investors. Many have tested various methods and have discovered what works best for them and they don't get nutty about it! I long for that day. <G>  I agree that comparisons are the key.

Jim, you stated that Manifest provides us with the upside, but not the downside.  I'm trying to figure out, for myself, just how important this step is when looking at the big picture.  As you suggest, the downside could be zero!  I recently spoke with Ellis about this issue while preparing an education segment for my club.  Regarding low price, he shared this:

....If I were really going to remove the odds of being wrong in this estimate, Iâ€™d figure the potential low price at zero. Itâ€™s possible, though improbable, that I could lose all my money!  However, when I do my stock study, Iâ€™m not concerned with what could happen if the bottom fell out of the market, if the companyâ€™s management were to be thrown in jail for cooking the books, or what might happen if the economy were to go south. Iâ€™m interested only in a reasonable estimate of just how low a price people would pay for the stock if the company were to operate normally as it has in the past.  For this reason, Iâ€™m inclined to use the forecast low P/E with the most recent 4Q earnings. To my way of thinking, this is conservative enough compensation for our worldâ€™s imperfections...

By the way, I compiled this and other great quotes from Ellis, Ralph, Ed Chiampi, Al Molter, and even YOU Jim! in a presentation about Value on the SSG.  You can find my presentation narrative at www.bivio.com/crowriver/files.  Click on Education Assignments and look for the July 07 Education - SSG Value document.

Anyway, you and Ellis agree on the philosophy of the low price.  It should be based on temporary issues because---if the problems were really bad, or long-term in nature, we wouldn't continue to hold it, anyway.

Thanks to everyone who has responded thus far.

Lynn O. 

