Why investors misprice cyclical stocks
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hy is it so difficult for investors to beat the mar-

ket? The Nobel Prize-winning analysis by Chi-
cago Booth’s Eugene F. Fama argues that stock-price
movements are essentially a random walk, making fu-
ture prices nearly impossible to predict. However, re-
search suggests that in some cases, performance does
follow predictable patterns.

In retail, for example, Christmas sales consistently
drive stronger fourth-quarter results. At Borders, the
now-liquidated bookstore chain, the top 14 quarters of
63 total, from 1995 to 2010, all occurred in the fourth
quarter. But how well do investors make use of this in-
formation? Two insights on earnings seasonality come
from research by Tom Y. Chang and David H. Solo-
mon of the University of Southern California, Samuel
M. Hartzmark of Chicago Booth, and Eugene E. Soltes
of Harvard Business School.

First, even though seasonal performance patterns
should be predictable and easy to interpret, the me-
dian analyst forecast for quarterly earnings per share,
as recorded by the Institutional Brokers’ Estimate Sys-
tem, often seemed not to account for this information.
Although investors did adjust expectations upward
for seasonality, they did not adjust enough, consis-
tently underreacting to positive seasonal-earnings an-
nouncements.

People not only make this error, but do so re-
peatedly. The researchers argue that this might be
explained by a behavioral constraint involving at-
tention. Investors tend to focus more on recent data.
Low-performing recent quarters shape expectations,
while higher performance from the same quarter the
previous year gets ignored. As a result, investors miss a
golden opportunity by being overly pessimistic when
a seasonal peak comes around again.

This explanation is consistent with the availability
heuristic from behavioral economics—a mental short-
cut that investors take by relying on the most recent

Associated Press

ChicagoBooth.edu/capideas

To everything, there is a season

Investors often seem to be surprised when companies with season-
ally strong quarters announce earnings—these companies tended to
have high stock returns on the day earnings were announced.
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examples—and a similar idea from cognitive psychol-
ogy, the recency effect, which is a tendency for people
to best remember the last items in a list. Overall, the
researchers find that this recency effect was strong-
est when the gap in performance between the peak
and other quarters was largest. “The errors mean that
prices are predictably wrong every seasonal quarter, so
there’s a large, profitable opportunity for investors not
subject to the bias,” Hartzmark explains.

The researchers suggest investors can avoid these
problems by taking a longer view when analyzing
earnings data. When predicting stock prices, although
they make adjustments in the right direction, investors
would benefit from taking seasonal expectations more
seriously.—Luke Wilmshurst
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