Global Macro
Picking Equity Sectors In 2018
January 2nd, 2018

High expectations of a good equity market in 2018
What will be the appropriate mix of equity exposure?
Spotlight Indices has embraced a new psychology
Look for ongoing “cyclical” and “sensitive” exposure
At moments of economic uncertainty, it is only natural that questions arise pertaining as to the best
approach toward making investments in the year ahead.
After-all, immediately following the Christmas break, albeit in thin markets, buoyancy in commodity
prices alongside a pullback in bond yields and the U.S. Dollar drove global equities to new record
highs; signalling the rally would likely extend into 2018.

Figure 1: MSCI All-Country World Equity Index Streaming Chart 2009 – 2017
Source: MSCI
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On Saturday, December 29th, 2017 the “Financial Times” reported:
“...Global stocks this year enjoyed their best annual performance since the post-crisis recovery, as
accelerating economic growth across the world helped power several major markets to double digit
gains. ...”
The paper continued to report that global equities gained 22% during 2017, its biggest increase since
2009 and posted a gain in December 2017 of 1.6%. It has recorded up 14 straight months of gains i.e.
the longest run on record.
Global equities tend to take a large cue from the path of Wall Street and in the U.S. analysts are
looking for another good year for their equity market by offering forecasts for the first double-digit
growth in earnings since 2011, (Source: Factset).
The most significant driver of the equity markets appreciation has been the accelerating growth in the
U.S., Europe and Asia. Indeed, the outlook for global growth from all influential think tanks and
institutions is one of robust optimism on a broadly-based platform of investment and industrial activity.
The approach to take in 2018
One method in considering investment, often deployed by portfolio managers, is a “top-down”
approach. This strategy mainly focuses on the economic cycle and prevailing consumer psychology to
determine whether to invest in “Cyclical” or “Defensive” sector equities.
A cyclical stock is an equity whose price is affected by ups and downs in the overall economy. These
are naturally, highly correlated to the level of economic activity.
When the economy is in a recession the profits of a cyclical company have a general tendency to
drop and so its share price will do the same. In contrast, when the economy is expanding, the share
price tends to rise with the profit growth and guidance offered by the company’s board.
As an example, consider the market for automobiles. In an economic downturn most individuals are
not willing to buy a new car when their income is stagnant or declines...even if attractive credit terms
are offered. This will reduce car manufacturers’ revenues. On the contrary, they will be more inclined to
change their vehicle if they perceive that the economy and their own economic situation is improving.
Another good example would be firms that operate in the field of Information Technology or IT. This is
because clients of the IT firm are likely to be more reluctant to invest in renewing computer systems if it
is in the middle of an economic turmoil and facing a declining activity. This is a line of expenditure will
usually be placed on hold until an economic recovery is in evidence.
Cyclical stocks relate to companies that sell discretionary items consumers can afford to buy more of in
a booming economy and cut back on during a recession.
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A “Defensive” (or non-cyclical) stock is an equity whose profit growth and by implication its price has a
very low correlation to the economic activity.
No matter how the economy is doing; expanding or contracting, the revenues, profits and cash flows
of the company remain relatively stable and so does the share price.
Health Care, and Utilities are examples of defensive sectors. The reasoning being that even though an
individual household faces uncertainty when the economy turns down there will be no significant
reduction in the spending level devoted to prescribed medicines that are essential to the quality of life
or electricity/gas consumption.
In short; spending in cyclical sectors is income elastic whereas spending in defensive sectors is income
inelastic. In economics, income elasticity of demand measures the responsiveness of the quantity
demanded for a good or service to a change in the income of the people demanding the good,
ceteris paribus.
It is calculated as the ratio of the percentage change in quantity demanded (Q) to the percentage
change in income (I).

Income Elasticity of Demand = %δQ ÷ %δI

Income Elasticity of Demand:
Luxuries (Cyclical)

cf.

Necessities (Defensive)

Table 1: Income Elasticity of Demand for Cyclical and Defensive Sectors
Source: www.tutor2u
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Valuation of cyclical and defensive sector equities
It is important to focus on three considerations that help determine cyclical and defensive equities in
terms of performance and price.
•

Beta (β)

This is the systemic risk as the β coefficient is a statistical measure of the sensitivity of the individual
equity in relation to the market or index within which it trades.
For example, if the β of a stock is 1.2 and the market rallies by 10%, the equity, or stock is theoretically
meant to advance by 12%.
Since Defensive sectors have a performance that is more resilient to the market downturn, their β is
usually low (< 1).
As an example, consider two equities, one cyclical and the other defensive.
•

β Cyclical = 1.2

β Defensive = 0.8
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Figure 2: Market, Cyclical and Defensive ~ Relative Performance
Source: Spotlight Ideas
In this example, one can see that the greater gain is achieved from the cyclical sector equity when the
overall market rises, however, that also suffers the greatest decline when the overall market is in retreat.
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•

Stability of Earnings Per Share (EPS)

Earnings Per Share (EPS) refers to the profit a company makes from its commercial activity after it has
met all its expenses, divided by the number of shares.
EPS is closely correlated to the revenues of a company; i.e. higher revenues should imply higher EPS.
As mentioned above a defensive company can maintain revenues ...or maybe one should say, limit
the losses... during an economic recession. In contrast a cyclical company will see a large part of its
revenues decline. This instability explains the volatility of cyclical EPS cf. defensive EPS, over the course
of the economic cycle, Figure 3.

Figure 3: 12-Month Rolling EPS, United States, Cyclical and Defensive 1998 - 2011
Source: NYSE and Spotlight Ideas
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Price Earnings Ratio (PE)
The third aspect we consider is the Price Earnings Ratio (PE). It is one of the most frequently used equity
metrics in the market. As the name suggests it compares the price of the stock to its EPS
(Price / EPS or PE).
It indicates to the investor what multiple of earnings they are paying to buy the underlying equity.
As an example, if the PE of a specific equity is 12, it means that the investor is paying 12 times of EPS to
buy the stock. That, of course assumes the EPS remain equal.
This ratio is mainly used to determine the expensiveness of an equity. As has been suggested a
defensive sector company is able to maintain stable revenues, EPS and so its share price should prove
relatively stable. For that reason, one often finds that over the medium to long-term this ability allows
defensives to trade at a premium against cyclicals.
Since 1995 the global averages suggest that defensives are generally more expensive than cyclicals
with an average premium over the past 22 years of 21%.
Sector classification
Identifying whether a sector is “Cyclical” or “Defensive” is not as straight forward as one may imagine.
For example, energy feeds the defensive sector benchmark of utilities, and yet is critical for industrial
activity in basic resources and can exert a large influence over auto demand.
What of financials? Banking and the provision of liquidity is essential to consumer behaviour, i.e. when
buying consumer staples, but it also suffered tremendously during the global financial crisis and
economic downturn of 2007/8.
Going further, one can see that the industrial sector is indeed cyclical, though the subsector
aerospace & defence is defensive. This sector can be seen as one of fluctuationg spending that is
determined by the:
•

Base level of spending to preserve national security and defence alliances

•

The level of national GDP and government reveues accruing from taxation

•

Political disposition of the elected government and approach toward defence

The edges can be blurred. It usual to regard consumer discretionary as cyclical, and yet given the
demand for luxury goods from rapidly emerging markets, sub-sectors such as high-end clothing and
accessories these areas have been able to maintain top line revenue and so keep the bottom line
healthy ...so for some analysts “Luxury Goods” have become defensive. Similarly, are auto products
such as Porsche or Rolls Royce, motor cars or luxury goods?
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Given the blurred edges at Spotlight we are going to follow a new pattern by classifying sectors as:
•

Cyclical:

Auto...Basic Resources...Capital Goods...Financial

•

Defensive:

Consumer Staples...Healthcare...Tobacco...Utilities

...and then considering a third option
Sensitive:

•

Communication...Defence...Energy...Technology

How have these performed over the past rolling 12-Montn period?

Rolling 12-Months (%)
Communications
Energy
Auto
Financial
Tobacco
Health Care
Technology
Basic Resources
Defence
Con Staples
Con Cyclical
Utilities
Capital Goods

-25.10
-6.68
3.56
5.79
8.71
11.30
14.49
22.39
22.68
25.66
29.34
36.71
40.69

Rolling 12-Months (%)
50.00
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-10.00
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-30.00

Table 2 and Figure 4: Sector Performance for the past 12-Months to December 29th2017
Source: Spotlight Indices
Over the course of 2017, the funds under management at Spotlight Capital secured a return of 23.17%
and considering 2018 it is our intention to continue with a strong level of cyclical equity exposure across
the developed markets. We will follow emerging markets, although mostly at an index level of exposure
as against becoming too granular in our analysis.
As well as equities it is our intension to work with forex and commodities although we are not yet
prepared to embrace cryptocurrencies. We appreciate the potential of the blockchain, however, the
underlying volatility of the coin units themselves is too great for our tolerance levels.
Where cash is not deployed into invested assets we will position that money neutrally in the 1-Year US
Treasury Bill as has been our custom in past years.
Stephen Pope
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This Investment Research is independent and does not constitute a personal recommendation as defined in the Glossary of the Financial Conduct
Authority (“FCA”) Handbook.
This material constitutes "investment research" for the purposes of the Markets in Financial Instruments Directive and as such contains an objective or
independent explanation of the matters contained in the material. Any recommendations contained in this document must not be relied upon as
investment advice based on the recipient's personal circumstances. In the event that further clarification is required on the words or phrases used in this
material, the recipient is strongly recommended to seek independent legal or financial advice.
This research report has been prepared by Spotlight Ideas and is for information purposes only. This research report does not constitute an offer,
invitation or inducement to invest in securities or other investments. Neither the information contained in this research report nor any further
information made available with the subject matter contained herein will form the basis of any contract.
This research report does not purport to be comprehensive or to contain all the information on which a prospective investor may need in order to make
an investment decision. The information contained herein is based on publicly available information and sources, which we believe to be reliable, but
we do not represent it is accurate or complete. The recipient of this research report must make its own investigation and assessment of the information
presented herein. No representation, warranty or undertaking, express or implied, is or will be made or given and no responsibility or liability is or will
be accepted by Spotlight Ideas or by any of its directors, officers, employees, agents or advisers, in relation to the accuracy or completeness of this
presentation or any other written or oral information made available in connection with the information presented herein. Any responsibility or liability
for any such information is expressly disclaimed.
In furnishing this research report, Spotlight Ideas undertakes no obligation to provide the recipient with access to any additional information, or to
update, or to correct any inaccuracies, which may become apparent in this presentation or any other information made available in connection with the
information presented herein.
All prices provided within this research report are taken from the close of business on the day prior to the issue date unless explicitly otherwise stated.
Spotlight Ideas does not produce maintenance research and as a result there is no planned frequency of research reports for companies under coverage.
Research reports are produced on an ad hoc basis.
Any opinion reflects the analyst’s judgment at the date of publication and neither Spotlight Ideas nor any of the directors, officers or employees accepts
any responsibility in respect of the information or recommendations contained herein which, moreover, are subject to change without prior notice.
This research report is private and confidential and is being made available to the recipient on the understanding that it will be kept confidential and
that the recipient shall not copy, reproduce, distribute or pass to third parties this research report in whole or in part at any time. It is intended for the
information of clients only and is not for publication in the press nor is it being issued or distributed to persons who are retail clients.
The material in this research report is general information intended for recipients who understand the risks associated with investment. It does not take
account of whether an investment, course of action, or associated risks are suitable for the recipient. This document is intended to be used by market
professionals (eligible counterparties and professional clients but not retail clients). Retail clients must not rely on this document.
The author is registered with the FCA in the United Kingdom.
Copyright and other intellectual property rights in the contents of this report are the sole property of Spotlight Group and its subsidiaries.
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