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Slowdown fears grip Wall Street -- yet analysts' forward earnings are accelerating.  

As the conventional wisdom once again embraces the idea that 
the economy is headed for a sharp slowdown, one of the most 
reliable indicators of future economic performance is saying "full 
speed ahead." Consensus bottoms-up forward earnings for the 
S&P 500 are surging forward, seemingly oblivious to the 
slowdown that is supposedly just around the corner. They've 
been surging steadily over the last three years, while a bull 
market in stocks and a roaring economy have climbed a classic 
wall of worry.  

It may seem counterintuitive to put any reliance on the forecasts 
of a community as discredited as Wall Street securities analysts. 
But forecasts that everybody trusts aren't likely to be accurate. 
The indicators most likely to work are the ones that "everybody 
knows" don't work -- like gold, the "barbaric relic," which we hold 
as the supreme indicator of imbalances in supply and demand for 
monetary liquidity. For us, Wall Street analysts are just the 
opposite of congressmen, whom voters detest as a class, while 
loving their own district's particular representative. Analysts are 
generally worthless one at a time, but taken altogether they seem 
to embody "the wisdom of crowds." Among hundreds of competing analysts looking 
independently and myopically at hundreds of different companies, it may be that no single 
forecast is either correct or actionable. Yet the evidence is that these views can be usefully 
aggregated into a consensus view on the strength of the macroeconomy. 

Update to strategic view 

US MACRO: Surging 
forecasted corporate earnings 
show no indication of a 
slowing economy. Slumps in 
forward earnings 
foreshadowed the 1990 and 
2001 recessions, but today 
they are actually increasing in 
upward momentum. 
US STOCKS: Growing 
forward earnings are 
offsetting rising long-term 
interest rates in our equity 
valuation model. The recent 
dip in stocks is a buying 
opportunity. 

[see Investment Strategy Dashboard]

Over the last year consensus forward 
earnings for the S&P 500 have been 
eerily accurate. Implied forecasted 
growth rates -- one-year forward 
earnings compared to actual 
earnings -- have almost perfectly 
matched growth rates actually 
achieved in every one of the last 
twelve months. This month the Wall 
Street consensus nailed the S&P 
500's trailing 12-month growth in 
operating earnings within basis 
points of the 13.6% delivered. Now 

the analyst consensus is calling for 16% earnings growth over the coming year. 
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In dollars, that's a forecast of $842 billion 
for the year ended June 2007. That will be 
an increase of $416 billion -- just shy of a 
double -- from the actual earnings logged 
less than five years ago at the official 
recession bottom in November 2001. 
Thus, while top-down macroeconomists 
find endless reasons to rationalize an 
imminent economic slowdown, the 
bottoms-up consensus -- based on 
considering the prospects of individual 
companies one at a time -- sees simply no 
sign of it.  

It would be easy to dismiss the current optimism of the Wall Street consensus as nothing but 
evidence of the analyst community's systematic positive bias. We don't dispute that some such 
bias exists (we find that consensus implied growth rates have been, on average over history, 
too optimistic by about 5%). But at the same time, the reality is that the Wall Street consensus 
was objective enough to have predicted both of the last two recessions. Ahead of both the 1990 
recession and the 2001 recession, consensus forward earnings turned lower well in advance of 
the respective official business cycle peak -- meaning that the supposedly over-optimistic 
analysts turned negative while the conventional wisdom was still quite positive.  

Surely the so-called bubble of the 
late 1990s was the high water mark 
for positive analyst bias -- and even 
analyst corruption, according to 
Eliot Spitzer. Yet forward earnings 
made a double-top in 2000, 
coinciding with the NASDAQ peak 
in March and with the S&P 500 
peak in September -- and well 
ahead of the official business cycle 
peak in March 2001. By the time the 
recession had officially begun, 
consensus forward earnings had 

already fallen by 9% from their highs a year earlier. Actual earnings, on the other hand, didn't 
peak until the same month as the business cycle itself peaked. 

The analyst consensus foretold the 
1990 recession in much the same way -- 
with forward earnings topping out 
exactly one year ahead of the business 
cycle peak (in this instance, actual 
earnings did, too). Note that earlier, the 
analyst consensus was not fooled -- for 
long, at least -- by the crash of October, 
1987. Two months after the crash, 
forward earnings (and actual earnings, 
too) were posting new highs -- 
forecasting that the crash neither 
foretold nor would itself cause a 
recession.  



 
 

 
3 
 

BOTTOM LINE: Today's forward earnings are nearly twice actual earnings at the November 
2001 recession trough. Long term Treasury yields are precisely the same as they were then. 
Yet S&P 500 market capitalization is only 13% higher. By that reckoning, stocks are 
dramatically undervalued. It can be argued that some of that undervaluation is due to higher 
expected Treasury yields -- but if Treasury yields are expected to be higher, then why aren't 
they higher right now? Be that as it may, while rising rates undercut equity valuations, surging 
forward earnings support them -- in two ways. First, higher expected earnings, perforce, mean 
higher equity valuations as a sheer matter of arithmetic. Second, as those expected earnings 
become actual earnings, the conventional wisdom will learn yet again that this economic 
expansion is far from finished. That will absorb some of today's excessively high equity risk 
premium, and the recent sharp dip in stocks due to unfounded recession fears will turn out to 
have been a buying opportunity.  


