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Bad News or Not? How to Interpret the News 

December 30, 2024 

 

Successful investing isn’t just about picking winners—it’s about avoiding losers. Just like spotting 

warning signs on a used car, investors can use specific tests to identify red flags in stocks that are likely 

to fall in value. But beware: a clean record doesn’t guarantee success. 

How Risk-Based Tests Work 

These tests use probabilities to assess whether a stock is likely to decline. For example: 

• Risk Indicators: Metrics like high debt-to-equity ratios, declining earnings, or poor liquidity are 

warning signs. 

• Conditional Probability: A stock with these red flags has a high likelihood of falling, but the 

absence of issues doesn’t ensure it will rise. 

The same principle applies in reverse. Positive metrics like growing profits might indicate potential 

gains, but their absence doesn’t guarantee losses. 

Equity Risk Sciences has 10 risk-based proprietary ratings to help investors avoid losses. 

A Medical Comparison 

Consider medical tests: if a scan detects a lung nodule, it suggests a higher likelihood of cancer, 

prompting further investigation. However, a clear scan doesn’t rule out all risks. Similarly, financial tests 

highlight potential problems but don’t account for all variables that could impact a stock’s performance. 

Why This Matters for Investors 

Using these tests is like inspecting a used car. Spotting rust or engine issues helps avoid bad 

purchases, but a clean inspection doesn’t guarantee perfection. Investors can use risk-based tests to 

reduce mistakes by avoiding stocks with clear warning signs. 

By focusing on avoiding risky stocks and combining that approach with complementary metrics such 

as favorable valuations, investors can make safer and more profitable decisions. These tests help avoid 

significant losses, even if they can’t promise success. 
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