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Sharp sell-off in growth stocks — a good thing?

- 2023 has seen a steep fall in our measure of corporate optimism and over-investment, a
contrarian indicator which suggests a more positive market outlook.

- This stems from the large sell-off in growth stocks last year, which squeezed a source of
cheap funds for these stocks.

- Our cash flow analysis still suggests that value and momentum stocks look the most
attractive, but the growth de-rating may throw up opportunities if it persists.

Sometimes our market regime indicators give us a simple, clear-cut message on the investment style we should
be applying. This was the case during the early stages of the Covid pandemic, when our process was telling us
loud-and-clear that we should be investing in the value space, just as investor anxiety spiked and investors were
fleeing to expensive growth and quality stocks that were viewed as insulated from the impact of lockdowns.

On other occasions, the signals we get from our market indicators are more nuanced, although this doesn’t
mean the investment opportunity is any less compelling. This is the situation we find ourselves in today, with a
largely positive investment outlook nuanced by differing prospects between Europe and the US and between
different style factors within these markets.

One of the more intriguing developments in 2023 has been the drop in our measure of companies’ over-
optimism. This is a contrarian indicator, so a drop is a bullish development.

Our analysis shows that aggressive corporate expenditure is often a sign that executives are making overly
optimistic growth forecasts which they are prepared to back with significant investment. When in due course
the over-optimism is revealed and growth disappoints, the situation is exacerbated by the misplaced investment
that has occurred.

When our measure of aggressive spending spiked in late 2021, we repositioned portfolios to reflect a gloomier
outlook, adding some defensive exposure on long-only portfolios and increasing our short book size on
long/short strategies.

This over-investment is now falling quite dramatically in the US and more steadily in Europe. As a result, we think
the market outlook is much healthier than a year ago. Part of the reason for this precipitous collapse in corporate
aggression must be the large sell-off in growth stocks seen during 2022 after rising interest rate expectations
eroded the present value of these companies expected future profit streams. As valuations of these growth
stocks fell from stratospheric levels, it closed off a lot of the opportunity for them to issue lots of highly valued
equity, squeezing this source of cheap funding.

Matters also look attractive from a valuation perspective, — especially in Europe. While European markets are
higher than they were a year ago when interest rate hikes were hitting sentiment, companies have delivered
good growth in cash flows over this period. Cash flow-based valuations have therefore improved. From being
expensive last year, Europe now looks fair value. Valuations in North America have also improved, but still looks
expensive overall.

Turning to the technical picture, the last six months has seen a repairing of the technical weakness experienced
in 2022. Europe is now in a firm uptrend, while North America is still presenting a mixed technical picture,
although much improved on seven or eight months ago.

Stylistically, we continue to expect that both value and momentum should feature prominently in portfolios.
Value continues to look cheap relative to history, should benefit from higher inflation and is due significant mean
reversion in the wake of the growth dominated market 2008-2021. Our indicators are highlighting a number of
trends that are usually positive for momentum strategies and, if history is any guide to the future, these suggest
a momentum crash is unlikely.


https://www.liontrust.co.uk/insights/blogs/2022/07/anatomy-of-a-value-rally
https://www.liontrust.co.uk/insights/blogs/2022/07/why-we-are-repositioning-to-reflect-a-gloomy-equity-market-outlook
https://www.liontrust.co.uk/insights/blogs/2022/07/why-we-are-repositioning-to-reflect-a-gloomy-equity-market-outlook

One area worth keeping an eye on for now is growth stocks. For some years we’ve been warning of the
exorbitant valuations and aggressive cash expenditures in this area of the market. As discussed above, both
these factors are improving. At the start of 2022, there seemed to be a final huge surge in growth valuations,
but they’ve since come under massive pressure as interest rate expectations have risen sharply, meaning higher
discount rates applied to their expected growth.

As these stocks have got cheaper, our tilt away from this part of the market has almost disappeared. Many of
these stocks still remain expensive and most of them also have very poor momentum. However, in the US
particularly, where the growth sell-off was far more punishing, we are finding some selective opportunities in
quality growth stocks whose ratings have sunk low enough to represent good value.

While we retain our portfolios’ bias towards value, this position is now much less of a relative bet against growth-
style stocks and we are now approaching a neutral stance on growth. The secondary scores we are currently
focused on targeting are momentum, recovering value and cash return.

Visit the Cashflow Solution team page for more details of their investment process.

The investment process involves in-depth quantitative and qualitative analysis of cash flow characteristics.
Initially, the team applies a simple quantitative screen using two measures of cash flow to create a composite
ranking of the European universe of companies, with only the top 20% — the Cashflow Champions watchlist —
qualifying for further qualitative analysis.

This core ranking is then enhanced by the application of rigorously back-tested proprietary indicators based on
valuations, investor anxiety, corporate aggression and market momentum. These help the team classify the
market regime which is likely to dominate in the short to medium term. They then optimise portfolio construction
by emphasising particular secondary cashflow scores when selecting stocks from the Cashflow Champions
watchlist. They have four secondary cashflow scores — Momentum, Cash Return, Recovering Value and
Contrarian Value — which, for example, can be used to tilt a portfolio’s profile towards or away from growth or
value.


https://www.liontrust.co.uk/insights/blogs/2021/08/what-does-company-optimism-tell-us-about-the-outlook-for-markets
https://www.liontrust.co.uk/insights/blogs/2021/08/what-does-company-optimism-tell-us-about-the-outlook-for-markets
https://www.liontrust.co.uk/fund-managers/cashflow-solution

Key Risks

Past performance is not a guide to future performance. The value of an investment and the income generated from
it can fall as well as rise and is not guaranteed. You may get back less than you originally invested.

The issue of units/shares in Liontrust Funds may be subject to an initial charge, which will have an impact on the
realisable value of the investment, particularly in the short term. Investments should always be considered as long
term. Investment in the Fund involves foreign currencies and may be subject to fluctuations in value due to
movements in exchange rates. The Fund may invest in emerging markets/soft currencies which may have the effect
of increasing volatility. The Fund may invest in derivatives. The use of derivatives may create leverage or gearing. A
relatively small movement in the value of a derivative's underlying investment may have a larger impact, positive or
negative, on the value of a fund than if the underlying investment was held instead.

Disclaimer

This communication is issued by Liontrust Fund Partners LLP (2 Savoy Court, London WC2R 0EZ), authorised and
regulated in the UK by the Financial Conduct Authority (FRN 518165) to undertake regulated investment business.
This is a marketing communication. Before making an investment, you should read the relevant Prospectus and the
Key Investor Information Document (KIID), which provide full product details including investment charges and risks.
These documents can be obtained, free of charge, from www.liontrust.co.uk or direct from Liontrust. Always research
your own investments and if you are not a professional investor please consult a regulated financial adviser regarding
the suitability of such an investment for you and your personal circumstances.

This should not be construed as advice for investment in any product or security mentioned, an offer to buy or sell
units/shares of Funds mentioned, or a solicitation to purchase securities in any company or investment product.
Examples of stocks are provided for general information only to demonstrate our investment philosophy. The
investment being promoted is for units in a fund, not directly in the underlying assets. It contains information and
analysis that is believed to be accurate at the time of publication, but is subject to change without notice. Whilst care
has been taken in compiling the content of this document, no representation or warranty, express or implied, is made
by Liontrust as to its accuracy or completeness, including for external sources (which may have been used) which have
not been verified. It should not be copied, forwarded, reproduced, divulged or otherwise distributed in any form
whether by way of fax, email, oral or otherwise, in whole or in part without the express and prior written consent of
Liontrust.
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