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History Repeating – The Sell Side Strategist Cycle 

A tendentious picture combined with a seemingly 
innocent comment the other week triggered a small 
experiment from my side. The picture shown 
below in black shows the performance for MSCI 
World in this current stock market cycle, compared 
to the same index in the previous stock market 
cycle shown in gray. The comment, which was not 
related to the picture, was that nothing pointed to a 
downturn in the stock market in the medium term. 
The subsequent experiment was to check if anyone 
saw the last crisis coming, i.e. to see if anything 
pointed to a downturn the last time. 

 

Hence I asked three global investment banks if 
they could search their vaults for equity strategy 
documents from October 2007, i.e. the month 
immediately before the market peaked and the 
second worst stock market downturn in history 
started. The documents I got were from October 
but also the month before that when the market 
had a small wobble. Below are some highlights 
from the first banks documents. 

US sub-prime mortgages, housing and even consumer 
discretionary spending are not the decisive issues for S&P 
500 performance. We believe that many investors have 
again wrongly allowed such issues to overshadow the 
emergence of a vigorous global economy of unprecedented 
benefit to the S&P. 

We consider the S&P 500 undervalued and our best 
estimate of where it trades by 2007 yearend is 1600. Our 
12-month price target remains 1650. [The correct 
number 12 months further on was 1100 and a few 
month’s further on the market had its trough at the 
infamous intraday quote 666]. 

Least Demanding PE in Decades: The S&P 500 is 13.5-
14x bottom-up street consensus 2008 EPS estimates and 
14.4x our $101 EPS estimate, which reflects 1-2% 
average US GDP growth in late 2007 and early 2008. 

[…] the key to stock prices is 2008 profits. The tone of 
earnings will likely deteriorate from the past two years’ 
stellar results. But that’s not the question; the issue is 
whether earnings are as bad as investors expect. We think 
not; our forecast for a 6% gain in 2008 looks achievable 
and possibly conservative. As this becomes apparent stock 
prices should rise. 

With Treasury bond yields under 5% and the 2007E PE 
at about 15.5x, we believe overly demanding valuations are 
simply not today’s problem. The key to stock prices is 
2008E S&P EPS. Given current valuations, we think it 
does not require strong earnings growth in 2008 to justify 
higher stock prices. 

S&P 500 pro forma net margins have expanded by 250-
300 bps from the mid 1990s to 2006-2007. While some 
modest reduction is likely in 2008, we doubt that net 
margins will revert to the 6-7% levels seen a decade 
ago. This is because improved net margins are mainly 
attributable to a few structural or non-mean reverting 
changes like lower effective tax rates, lower interest expense 
(less debt) and a mix shift toward financials. 

Investors fear a “Goldilocks” economy is a way station on 
the road to recession, but our economists consider “recession 
fears unfounded” because central banks can ease to prevent 
one. 

We believe that superior earnings growth and PE expansion 
will come to a select group of S&P 500 companies that we 
call the Global Growers and the “Sweet 35 Mega-caps.” 
As emerging economies industrialize, urbanize and 
modernize with information technology the Global Growers 
will benefit from product demand that grows faster than that 
of these emerging economies’ already brisk GDP growth. 
This macro trend is the foundation of our strategic sector 
over-weights on Information Technology, Energy and 
Industrials. 

We expect the Fed to continue cutting the Fed Funds rate 
by 25 bps at both the October and December meetings 
dropping the Fed funds rate to 4.50% by year end. This is 
one of the reasons for our tactical as well as strategically 
bullish stance on the S&P 500. Financials are our 
preferred rate cut play, particularly mega-cap banks. We 
acknowledge that most Financials do not have the global 
exposure and competitive advantages that we desire and that 
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Financials sit at the epicenter of recent credit market 
dysfunction. However, we think the sector is priced for a 
20% profit decline. We find this market-implied outlook 
very unlikely. We believe that investors underestimate the 
diversity and stability of the nearly 100 companies in the 
S&P 500 Financial sector. 

Yes, I know this makes me a Monday morning 
quarterback and I know it’s a mean thing to do 
checking up on what the oracles said the last time. 
The point is however not to be mean; it’s to point 
to all our limited ability to foresee even the 
immediate future. The subprime issue is being 
noticed by the firm but it’s not seen as something 
that could seriously threaten the stock market rally 
– it’s something equivalent to, say the bumpy GDP 
growth in China right now, or something similar. 
Okay let’s have another look at a few outtakes 
from the documents of the next bank. 

The problem for the vast bulk of the stock market is that it 
is underleveraged, not overleveraged. In just 2 ½ years the 
current rate of cashflow could pay down all outstanding debt. 

The market is now trading on sub-12x 2008E. Earnings 
are being revised up and the current reporting season in the 
US and Europe is beating expectations. European 
consensus estimates for 8.6% growth in 2007E are too low 
in our view. Corporate balance sheets remain underleveraged, 
particularly amongst the large caps and regearing through 
share buybacks and M&A can, and indeed is, continuing 
despite the issues in the credit market. 

At a sector level, we believe the sell-off in European 
financials is overdone with P/E relatives now at 6-year 
lows. We acknowledge, however, that we may need to see 
sentiment over credit and US sub-prime stabilise before we 
start to see outperformance. 

We screen for large caps […] with attractive valuations and 
positive earnings momentum. Most of the names that appear 
on the screen are financials (such as AXA, Commerzbank 
and Unicredit). Outside of the financials we would point to 
names such as Anglo American, Rio Tinto and OPAP. 

As is evident from the comments the myopic view 
of the bank leads it to pick exactly those stocks 
that are set for a huge drawdown. They have 
started to tremble but the bank is betting on short-
term reversal rather than structural change. This is 
very much the core of sell side advice; a 
combination of general bullishness and a tactical 
allocation based on short term reversals. Sure, 
valuation is also a component but in a rather 

pointless version since you can always guesstimate 
a future EPS number that will make the market 
look cheap. Let’s finish of with the comments 
from the third bank. 

The global economy, broadly speaking, is performing 
exceptionally well […] We’re mid-way through a multi-year 
bull market/economic expansion driven by the positive forces 
of globalisation. Investors should be rewarded for having a 
buy-on-dip posture, rather than a ‘sky-is-falling’ view. 

[…] old and new sovereign wealth funds have less appetite 
for bonds and look to move into risky assets such as 
equities. […] global growth will not be easily thwarted by 
financial shocks. 

Over the next two years, my personal view is that the real 
risk is inflation, not recession, even though a meaningful 
slowdown in the US is probable in the next two quarters. 

Stronger for longer: Strong global growth likely will provide 
a lift for the US economy well into 2008, but there are three 
risks: The liquidity squeeze may hobble overseas growth; 
slowing US imports imply downside risks to growth abroad; 
and stronger foreign currencies may nick growth and/or 
earnings. How big are those threats and what are their 
investment implications? Threats are overblown: In my view, 
those threats won’t cripple global growth. 

Investors should continue to favor globally-exposed US 
companies and underweight those that are domestically 
oriented. At this point, given valuations, that may be a safer 
way to play global growth than emerging market equities 
themselves. 

We are still positive on European equities even though 
markets have come a long way in a short time, especially 
emerging markets. Valuation still looks attractive at 
around 13 times next year’s consensus earnings. Sentiment 
has improved over the past two months but is still not 
extreme, and mutual fund flows are very subdued. Recent 
data support our view that US faces a mid-cycle slowdown, 
not a recession (i.e., ISM surveys, payroll data). 

Consumer Sector preference: 1) Banks; 2) Retailers; 3) 
Housebuilders. Banks currently trade on a 12m forward 
P/E of 9.1, just 5% above its 12-year low and 27% below 
its 12-year average. Retailers trade on a 12m P/E of 12.7, 
9% above its 12-year low and 17% below its 12-year 
average. Housebuilders trade on a 12m P/E of 8, 70% 
above its 12-year low and 5% below its 12-year average. 

Over the past few years psychology and liquidity have been 
increasingly important contributors to our positive stance on 
global equity markets, and we expect this to continue. […] 
Liquidity is a generally dominant market feature, and that 
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is especially the case following this summer. We believe 
liquidity is available to equities both from within the market 
– most notably in the form of a somewhat overdue transfer 
from bond-related markets – and from outside the markets 
in the form of possible future official interventions. 

We set a scenario-weighted year-end 2008 price target for 
MSCI EM of 1430 and forecast total returns of 14.5% 
including dividends. […] EM equities are technically 
overbought after returning 46% ytd in 2007. However, 
there are potent reasons to remain OW EM 
equities. Positive fundamentals include the shift to sovereign 
creditor status, commodity super-cycle, strong domestic 
demand growth, low household and corporate leverage and 
superior return on equity. […] Finally, fund flows remain 
high. 

I love that last sentence. Flow data and comments 
around “money on the sidelines” strikes me as the 
silliest bull arguments around as they change from 
one week to the other. With some variation many 
of the above quotes could have been written today. 
It’s the same faith in an extrapolated guestimate of 
next years EPS (that always makes the market 
cheap), in central bankers that will protect the 
market and in that money will flow into equities 
from bonds. To repeat the main point of this 
paper, we will not see the bear market coming this 
time either. We might see signs and we might 
prepare more or less well, but the timing will be 
hopeless to predict. One must never forget the 
motivations of an equity strategist – it’s churning 
equities. Yes, of course they want to be able to 
predict the market correctly but it’s even more 
important that plenty of money finds its way into 
equities and then constantly flows between assets, 
sectors and regions earning trading fees. Therefore, 
it’s logical for an equity strategist to have a bullish 
stance. By being bullish he’s also correct more 
times than not as the market spends more time in 
an upwards mode while the downturns are shorter 
in duration but more violent in magnitude.  

Below I’ve pictured what I have called Sell Side 
Strategist Cycle. When the equity market is 
stabilizing after the trough there is a budget and a 
need for a new strategist and a suitably bullish one 

is employed. His initiation will be some way after 
the trough of the market and he tactically initiates 
with a buy when the market has one of its small air 
pockets. Then follow an unforeseeable number of 
years where the strategist advocates everybody with 
a longer time horizon than a few months to buy 
equities. During this period he will also try to pick 
the small market gyrations. If the market has gone 
up more than usual the last month or two he will 
turn tactically cautious advising clients to short 
term rotate into more defensive stocks and vice 
versa - when the market has had a small setback he 
will reiterate his buy rating and advice clients to 
buy cyclical stocks. Normally this gives him a good 
reputation amongst clients as he confirms what 
they wanted to do anyway. 

 

At some unknown point in time the strategy to 
play short-term reversal will backfire. As bear 
markets unfortunately never are advertised in 
advance the strategist will at first give the same 
advice as always in the beginning downtrend; 
“buy” after setbacks and “tactically cautious” after 
bear market rallies. This will be repeated until it is 
evident that stocks have entered a bear market. 
The strategist, who has lost all credibility, is first 
silenced by the bank’s management and at the 
trough of the market cycle he is handed the pink 
slip. When the market is stabilizing after the trough 
there is again need for a strategist and a new bullish 
one is employed. And so the story continues.  

 

 

Mats Larsson, November 26, 2013	  


