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Quadrix proves its utility with utilities

While the Forecasts’ Quadrix® Overall score is an effective tool for selecting stocks in
most market sectors, it doesn’t work as well for utilities as it does for other types of
stocks. Fortunately, we can still use Quadrix to select top utility stocks.

The Quadrix Value score has more predictive power in the utility sector than do other
scores. In a back-test to 1992 for utilities in the Dow Jones Total Market Index, the
top one-fifth of stocks as measured by Value outperformed the average stock by an
average of 6.4%.

The Overall score, a weighted average of Value and five other composite scores, also
has considerable predictive power. The top one-fifth of utilities as measured by
Overall score delivered average out-performance of 2.9%, with substantially less
volatility than the top Value scorers.

By using individual Quadrix factors, we can focus on the metrics that work the best
for utility stocks. As the charts on page 4 illustrate, a back-tested portfolio of stocks
selected based on six individual factors outperformed portfolios of top Overall or
Value scorers, with less volatility.

While Value is the most effective composite score, we did not limit ourselves to
valuation metrics. The six-factor portfolio considered four valuation metrics as well as
EBIT margin (earnings before interest and taxes as a percentage of sales, a component
of the Financial Strength score) and estimated five-year profit growth (a component of
the Quality score).
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Among Quadrix® category scores, Value is the most effective at predict-
ing outperformance among utility stocks. We back-tested 12-month returns
of utility stocks in the Dow Jones Total Market Index from January 1992
through February 2006, and stocks that scored in the top one-fifth as mea-
sured by Value score outperformed the average utility by an average of 6.4%.
Top Value scorers beat the average in 72% of the periods. Earnings-Esti-
mates scores, not shown, have been quite effective since the beginning of
our data in February 2004,
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Investors who purchased equal-dollar amounts of every utility stock in
the Dow Jones Total Market Index at the end of a year, held for 12 months,
then rebalanced into the index components at the end of the next year, would
have earned an annualized total return of 11.7% [rom the end of December
1992 through the end of February 2006.

However, using the same strategy with the top 20 utility stocks as mea-
sured by the sum of six individual Quadrix scores that work well for utilities
(price/earnings, price/cash flow, price/book to three-year median, price/sales
to three-year median, long-term expected profit growth, and EBIT margin).
the annualized return jumped to 16.5%.

Similar strategies involving the top 20 utility stocks as measured by Over-
all and Value scores also beat the average utility by a wide margin, though
they lagged the six-factor model. Returns exclude taxes and trading costs.

© 2007, Horizon Publishing Company 2



