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istory shows that Wall Street equity analysts tend to

be backward-looking in their “forecasts” of corpo-
rate earnings and likely year-ahead results for specific
stocks; below we examine evidence gleaned from a long-
term survey of Wall Street strategists, conducted weekly by
Bloomberg since 1997, which shows a similar, backward
bias and myopia: the strategists who forecast U.S. stocks
broadly and recommend an optimal portfolio allocation
tend to reflect what has already occurred instead of antici-
pating what will occur. Below we provide calculations of
their track record and contrast it to our own record at
IFI since 2001 (when we launched our forecasting and

asset allocation advisory service). We also provide evi-
dence on our relative forecasting record in areas beyond
U.S. stocks. On all counts we tend to out-perform peers.

Figure One plots the average allocation in U.S. equities
advised by the dozen or so Wall Street strategists polled
weekly by Bloomberg since 1997. The advised portfolio
shares correspond closely to their projected price gains
on the S&P 500, as is true for IFI as well. A cursory
glance at Figure One, to those familiar with how U.S.
stocks have done since 1997, suggest that the allocations
reflect the market’s trailing results instead of foreshadow-

Figure One
Wall Street Strategists’ Recommended Portfolio Allocation to Equities (%)
From Bloomberg’s Weekly Strategist Survey, January 1997 - January 2012
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ing its year-ahead results. Indeed, Table One
as we'll see, that's what the hard IFI vs. Wall Street Strategists on U.S. Equity Advice
E?QTP: rsosr?eo V\E'p%%t t]l_;Sthr(])(\:\fIC(\e/’\/ ;?I Source for Wall Street Strategists: Bloomberg Weekly Survey
Street advised a mere 50% portfo- Source for IFI: The InterMarket Forecaster (page 5)
lio share for U.S. stocks during Period: Each January, 2001-2011
1998, a year of turmoil; but in 1999 S&P 500, | WS IFI [IFIvs WS:|  S&P 500,
the S&P 500 rebounded by 20%. January Prior Year | AA Advice | AA Advice | Difference| Next Year
Thereafter the strategists’ advised 2001 -10.1% 68% 75% % -13.0%
more than a 70% share, but the 2002 -13.0% 70% 65% -5% -23.4%
S&P 500 plunged by 46% in 2001- 2003 -23.4% 67% 55% -12% 26.4%
2002. Then, as the S&P 500 was 2004 26.4% 67% 80% 13% 9.0%
soaring by 90% from 2002 to 2007, 2005 9.0% 64% 65% 1% 3.0%
Wall Sf[reet was reducing its alloca- 2006 3.0% 64% 15% _49% 13.6%
o S el oo | oo | o | ose | | oo
2007), the strategists advised only a 2008 5300 e A0 yra o
52% share for stocks, yet the S&P 2009 -38.5% 53% 5% 2 23.5%
500 boomed by 71% in 2009-2010. 2010 B3 ot e i 12
2011 12.8% 61% 60% -1% 0.3%
When 2012 began, thirteen strate- Correlations,| S&P 500, |Correlation, IFI-WS differential S&P 500,
gists polled by Bloomberg pre-| AA Advice and:|Prior Year | & S&P 500, Next Year:  25% Next Year
dicted that the S&P 500 would gain wWS:|  22% 64% 53% WS: -33%
just 6% for the year! or roughly IFI:|  -18% Average Allocations IFI: 20%

half as much as the gain we pro-
jected; after just one quarter the S&P 500 has gained
12%. Wall Street continues its habit of more accurately
predicting what has occurred instead of what will occur.

The hard numbers are presented in Tables One and
Two, and these include IFI's advice, as a contrast to
Wall Street’s advice. In Table One we show the U.S.
equity allocation recommended by the Wall Street strate-
gists and by IFI at the beginning of each year since
2001, and also record how the S&P 500 (price index)
performed in the one-year before and one-year after these
advised allocations. Our time horizon is one year, and
here we assume, for simplicity, that so is Wall Street’s;
but even if not, our calculations reveal that strategists’
forecasting accuracy isn’t any better at shorter intervals.

Notice first, in Table One, that in the decade since 2001,
amid a bad run for the S&P 500, Wall Street strategists
advised an average equity share of 64%, while we ad-
vised an average share of just 53%. Second, notice how
Wall Street’s allocation range has been narrow (53%-
70%), while IFI’s has been wide (5%-80%); it seems that
instead of calling things as it really sees them, Wall Street
“plays it safe,” although the narrow range may simply

reflect the fact that this is an average of a dozen strate-
gists. Individually there may be far more variation and
range. We base our own allocation advice on likely year-
ahead equity returns, as does Wall Street, no doubt, but
our market-price signals entail a much wider range in
possible result, and in fact, that's what the market actu-
ally delivers. We suspect what may seem obvious: Wall
Street strategists tend to stay in a relatively high and nar-
row allocation range because their firms underwrite and
distribute equities; thus strategists are more motivated to
be optimistic than to be accurate in their stock forecasts.

If Wall Street strategists were better at looking ahead
than behind, the correlation between their advised allo-
cations and next year’s S&P 500's performance would be
both positive and higher than the correlation of their allo-
cation advice with last year’s equity performance. In fact,
as Table One reveals, the correlation is -33% between its
allocation shares and next year’s results (and +22% with
last year’s results). Thus Wall Street’s equity portfolio
allocations reflect last year’s results but fail to anticipate,
even directionally, next year's results. In sharp contrast,
the correlation between our advised allocations and next
year’'s S&P 500’s performance is positive (20%), which

1 Inyoung Hwang, “Equity Strategists See Smallest S&P Gain Since 2005,” Bloomberg, January 3, 2012 (http://tinyurl.com/74du35q).

INTERMARKET FORECASTING, INC.

PAGE 2



http://tinyurl.com/74du35q).

INVESTMENT FOCUS

MARCH 31, 2012

Table Two

Well, Table Two clearly illustrates how

IF1 vs. Wall Street Strategists on U.S. Equity Advice | Wall Street strategists have advised an

Rank by Best to Worst Performance by the S&P 500

average portfolio share of 62% prior
to the S&P 500 doing better, but a still

ws- IFt S&P 500, | higher share (65%) prior to it perform-
January AA Advice AA Advice NextYear |ing worse. Clients would wish to see the
2003 67% 55% 26.4% opposite — a higher portfolio share be-
2009 53% 75% 23.5% ing advised before a good run for U.S.
2006 64% 15% 13.6% stocks and a lower equity share ad-
2010 61% 65% 12.8% \éised dbefo:je a bad run. That’s_twhalllt IFI
as advised: an average equity alloca-
2004 67% 80% 9.0% )
2007 5 40/0 50/0 3 50/0 tion of 58% before the years of better
00 0° ‘ 00 U.S. equity performance and only a
2005 64% 65% 3.0% 48% share (average) before the worse
2011 61% 60% 0.3% |years —a difference of +10% points.
2001 68% 75% -13.0%
2002 70% 65% -23.4% Finally, we can contrast our track re-
2008 62% 20% -38.5% cord with Wall Street’s on other vari-
Average allogations in the year before S&P 500 had bullish vs bearish results:| ables like profits, T-Bond yields, and
Bullish Result:” 62% ] 58% [ 17.0% | Fed policy. The table )b":'o"l" IR A
Bearish Result: " 65% 48% -14.3% nual Track Records”) includes those
, ariables plus the S&P 500; it reveals a
Difference: 2% 10% 3L4% | qoe) € Pl o

forecasting success rate averaging 64%

means we tend to advise higher portfolio shares hefore the
S&P 500 is about to perform better, and lower shares be-
fore it's about to perform worse. In contrast, Wall Street’s

-33% correlation means it tends to advise
a higher portfolio share before the S&P 500
performs worse, and a lower share before it
performs better — which is the exact oppo-
site of what their clients need to hear.

Of course, IFI would prefer to report a
correlation higher than +20%, but at least
our correlation is positive. But here’s an-
other test of the data: how allocations re-
late directly to S&P 500 performance. Ta-
ble Two provides another perspective on
the same data that's in Table One, but
now we rank all the years since 2001 from
“best-to-worst” S&P 500 performance
(see the right-most column in Table Two).
Question: what allocations were advised
by Wall Street versus IFI prior to the S&P
500 doing well (top half of Table Two) or
ill (bottom half of Table Two)? Obvi-
ously, the ideal case would be to advise a
relatively larger equity share before the S&P
500 performs better than usual and a smaller
equity share before a worse than usual result.

and how, on average, we've outper-
formed 61% of our Wall Street peers. We aren’t really
any “smarter” than our Street peers; we simply leverage
smartly off of the forecasting power of market prices.

IFI Annual Track Records

Above/ %% of

Below WS Peers

Year f of Variable: % Correct Average Surpassed
2001 68 T0% 6%o H4%
2002 1M} G0% =42 T9%
2003 140 84% 2084 58%
2004 136 T8Y% 14%% 485%
2005 148 T0% 6% 83%
2006 148 G5% 1% 54%%
2007 126 49°% -15% 72%
2008 126 48% -17% (3%
2009 125 T9% 15% 54%
2010 126 T2% 8% 52%a
2011 129 33% -32% 4%
AVG 125 64%% 61%

Sourcer "Track Record 2071," February 3, 20712, p. 3
Saverce of Wall Street Forecasés: Barron's Annsal Qutlook (December)

Categories: S&P 500, Corporate Profits, ULS. T-Bond Yield, Fed Policy
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InterMarket Forecasting, Inc. (IFl) is an independent investment research and forecasting firm that quantifies market-
price signals to guide the asset allocation decisions and trading strategies of investment advisors, pension plans,
asset managers, financial institutions and hedge funds. Since its founding in 2000 IFI has provided objective research
and specific, practical advice to help investment managers maximize risk-adjusted returns and out-perform their
benchmarks.

IFI’s investment advice flows directly from its regression-based proprietary models, which are based on a careful
scrutiny of long-term market data and historical patterns. Markets are inter-connected such that price changes have
forecasting power. IFI identifies the quantitative links and distinct causal patterns of market history and uses these to
signal portfolio outcomes. IFI's service and forecasts address the five major asset classes — currencies, commaodities,
stocks, bonds and bills — as well as sub-classes, including: large-cap vs. small-cap stocks, value stocks vs. growth
stocks, stocks by sector, government bonds vs. corporate bonds, credit spreads and shifts in the yield curve. IFI's
time horizon is six and twelve months ahead. Clients receive the following four reports each month by e-mail (an
interactive, web-based archive is also available):

e The InterMarket Forecaster — comprehensive forecasts, analyses and AA advice for over 150 assets
e |nvestment Focus — in-depth, historical analyses of the factors which drive a specific asset or asset class
e [nvestor Alert — brief but timely analyses of recent market developments that might alter our forecasts
e The Capitalist Advisor — analysis of political-policy factors that might materially influence investments

Methodologically, IFI's research emphasizes the incentives and disincentives faced by producers, savers and
investors and how these effect investments — the essence of classical or “supply-side” economics, in contrast to the
flawed themes and track records of Keynesian economics. IFI views markets as global, inter-connected, and often
politicized, so it also provides a rational framework for understanding and predicting how policies (monetary, fiscal,
regulatory) will influence investment performance. IFI has no vested interest in rising or falling markets or in any
particular investment styles. It offers clients an independent, objective source of investment research, forecasts and
advice, in contrast to the bias often exhibited in brokerage firm material and salesmanship. Since its founding in 2000
IFI has delivered an average, across the board forecasting success rate of 66% and has outperformed its peers (Wall
Street strategists) 61% of the time.

Richard Salsman is founder, president and chief market strategist. Prior to IFI he
was senior economist at H.C. Wainwright Economics, Inc. (1993-1999) and from
1981 to 1992 a banker and capital markets specialist at the Bank of New York
and Citibank. Mr. Salsman has authored numerous articles and is an expert in
market history, economics, forecasting, and investment strategy. His work has
appeared in the Wall Street Journal, Investor’s Business Daily, Barron’s, Forbes,
National Post (Canada) and the Economist. In addition, he has authored three
books—Gold and Liberty (1995), Breaking the Banks: Central Banking Problems
and Free Banking Solutions (1990), The Political Economy of Public Debt: Three
Centuries of Theory and Evidence (2017) —plus many chapters in edited books.
Salsman speaks regularly at conferences, investment gatherings and universities.
P He earned his B.A. in Law and Economics from Bowdoin College (1981), his
Richard M. Salsman, Ph.D., CFA® M.B.A. in Economics from the Stern School of Business at NYU (1988), and his
Ph.D. from Duke University in Political Economy (2012). In 1993 he earned the
designation of Chartered Financial Analyst (CFA) from the Association for Investment Management and Research.
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