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This sector behavior was very typical for that stage of the business cycle – as the 
economy bottomed and then began to recover defensive sectors like Utilities and 
Consumer Staples underperformed while sectors that correlate positively with the 
business cycle (pro-cyclical) like Technology and Consumer Discretionary reaped the 
benefits of improving prospects. This was the opposite of what occurred the year prior 
when the market collapsed in the post-bubble melt down, and the defensive 
Consumer Staples sector fell less than half the amount of the S&P 500 (“only” -15% 
versus -37%). The cyclical pattern of sector behavior provides a significant spread 
between the highest and lowest areas of the markets, and therefore an opportunity. In 
fact, over the past decade the best performing sector generally has outperformed 
the worst by a minimum of 25 percentage points every year, as show in the table 
below.  

 

Sector rotation has played an important role in the Opportunistic portion of our 
portfolios at Miracle Mile Advisors. A cautious top-down economic view prompted our 
holdings in defensive sectors like Utilities and Consumer Staples when the market 
weakened throughout the middle of 2010. We then sold these positions later that year 
in favor of commodity-related ETFs as quantitative easing drove up the prices of raw 
materials. We moved back into a defensive Opportunistic stance in the spring of 2011 
when the economic recovery showed signs of faltering, but added some cyclicality in 
the form of Technology during the summer to increase exposure to the market. These 
Opportunistic changes at the margin provide a chance to enhance returns, and they 
also provide some relief from a market stuck in a trading range. No two cycles 
produce exactly the same results, but for the most part sectors follow a fairly 
predictable pattern of behavior over time.  

  

Year S&P 500 Difference
2001 -11.9 Utilities -30.5 Materials 3.2 33.8
2002 -22.1 Technology -37.4 Consumer Staples -4.3 33.2
2003 28.7 Telecomm 7.1 Technology 47.2 40.1
2004 10.9 Health Care 1.7 Energy 31.5 29.9
2005 4.9 Consumer Discretionary -6.4 Energy 31.4 37.7
2006 15.8 Health Care 7.5 Telecomm 36.8 29.3
2007 5.5 Financials -18.6 Energy 34.4 53.0
2008 -37.0 Financials -55.3 Consumer Staples -15.4 39.9
2009 26.5 Telecomm 8.9 Technology 61.7 52.8
2010 15.1 Health Care 2.9 Consumer Discretionary 27.7 24.8

Worst Sector Best Sector
Performance of Best and Worst Sectors in the S&P 500, %
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Each Cycle’s Story May Be Unique, but Sector Patterns Rhyme 
During most of the post-recession 
period, the relative performance of 
sectors has shown a fairly typical 
pattern. Sectors which led the 
market from the time that the S&P 
500 bottomed in March 2009 
through its temporary peak in April 
2010 were those that usually perform 
best in the early stages of expansion 
– as the economy transitions into 
growth mode and then accelerates. 
The average return of pro-expansion sectors was over 100% during the market 
bounce, while the more defensive, counter-cyclical sector group gained just 35%.  

The post-recession rally in the S&P 500 
index took a breather through the 
summer of 2010, but the index once 
again began to accelerate in the 
fall. This time, however, there was a 
very different economic backdrop 
than the year before. In the fall of 
2010, inflationary pressures were 
building from higher commodity 
prices and a weak dollar, and sector 
behavior reflected these forces. 

Sectors that perform best in the face of inflationary pressures tend to lead the market 
during the later days of an economic recovery, as the expansion hits a wall due to 
overheating growth. This was the global backdrop from September 2010 through April 
2011. Price-resilient Energy, Industrials and Materials sectors combined for an average 
return of 45%, while the early-stage cyclical sectors had a more subdued 30% gain. 
Defensive sectors still lagged with a 20% return.  

The market once again stumbled from 
May through September of this year, 
and this provided the opportunity for 
defensive sectors to shine. The top 
performing – and only positive – 
sector during this period was Utilities, 
followed by Consumer Staples and 
Health Care. The group had an 
average loss of -3%, but held up much 
better than the pro-cyclical sectors.  

‐
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It appears that October has 
ushered in a new market 
environment. After five straight 
months of negative returns, the 
S&P 500 is poised to close out 
October with its best monthly 
return in more than 35 years. As 
would be expected, defensive 
sectors have taken a backseat to 
the pro-cyclical sectors during the 
rally. The question now is whether 
this is a temporary reprieve, or the beginning of a period of pro-cyclical leadership.  

Many investors have chalked up the equity market’s strength to positive 
developments in Europe, but we do not believe that is the entire story. As we 
discussed in last month’s research piece, “Light at the End of the Tunnel,” signs have 
been emerging that better days are ahead for equities. We did not foresee a 
significant turn until early 2012, but progress on resolving the fiscal issues in Greece 
may have provided a necessary catalyst. Many economic data points – including the 
ISM Manufacturing and Services leading indicators - have surprised on the upside of 
expectations in October, but it is still unclear whether the market will hold up in the 
near term. We do believe, however, that the rotation in favor of more pro-cyclical 
sectors should remain intact, and we are making changes in the Opportunistic portion 
of our portfolios to reflect this shift.   

Sector Leadership Reflects the Underlying Economics 
We have written many times about the challenges facing the American consumer in 
an era of deleveraging. Without multiple sources of money to spend, consumers are 
much more dependent on their (stagnant) employment incomes than ever before. It 
follows, then, that they are more sensitive to changes in the prices of the day to day 
necessities for their families. If the costs of food and gas go down, there is more 
income left to spend on clothes, vacations, and entertainment. The commodity price 
inflation that was fueled by the 
Fed’s quantitative easing program 
has eased, and lower input prices 
are gradually feeding through the 
supply chain toward the consumer. 
One of the first signs that leading 
economic indicators may be poised 
for improvement usually comes from 
a lower reading on the Prices Paid 
component (shown at right, inverted 
and advanced six months forward). 

http://www.miraclemileadvisors.com/resources/GoodNewsSept2011.pdf
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As manufacturers pay less (more) for their inputs, these lower (higher) prices eventually 
make their way to the consumer. The chart shows that a lower reading in Prices Paid 
(shown as a rising green line in the graph) typically leads to a pick-up in the New 
Orders component (rising grey line) within a few months – a sign of improving 
economic activity. We experienced the downside of that relationship throughout the 
first half of 2011, but the trend in orders appears poised to reverse. It is unclear how 
long this tailwind will last since improving economic growth likely will spark more 
upward pricing pressure on inputs, but for now the pipeline is supportive.  

Some investors are concerned that oil prices are again on the rise, but in conjunction 
with improving leading indicators this is a good sign for equities in the short run. Looking 
back at the past two run-ups in oil prices, equities followed suit until oil reached a 
suffocating point – usually over $100 per barrel. Until oil again rises to the point that it 
chokes off growth, gains in commodities could be a sign of economic strength ahead.  

Another sign that cyclical pressures have eased is that several central banks are now 
lowering interest rates. Many global policy makers, particularly in high-growth 
emerging markets, were forced to raise rates to combat the inflationary commodity 
boom fueled by quantitative easing in the U.S., which in turn put the brakes on 
economic growth. A handful of central banks have moved from a neutral to easing 
stance in the last few months, which could help spark renewed economic activity. 
Lower rates abroad should also benefit the U.S. dollar as the gap between our low 
interest rates and other countries’ rates closes.  

The market slowdown has also brought sentiment (from a contrarian point of view) 
onto the tally of positives. Late in the summer when the markets began to slide, 
investors were overly optimistic. Most economic data were disappointing investors as 
they fell below consensus estimates. Today, the sentiment tide has shifted. The market 
volatility of August and September, as well as the tail-risk issues of Europe and a hard 
landing in China, have led market participants to rush toward pessimism. This month 
we have seen data points surprise on the upside, including real GDP growth which 
recorded a 2.5% annual rate in Q3 2011.  

The Economy and Market May Go Their Separate Ways, but Their Bond Remains 
Last month we wrote that investors are frequently confused by the seemingly-
contradictory signals sent by the markets and economic data, but now these two 
sources are sending largely the same message. The components in leading indicators 
which tend to have the most lead time, such as Prices Paid series, have been 
improving for several months. In October, several of the headline leading indicators 
have improved as well. Since stocks themselves tend to show improvement several 
months prior to real economic expansion, it is likely that pro-cyclical sectors will 
continue to shine. At Miracle Mile Advisors we expect to move our Opportunistic 
holdings away from defensive areas to take advantage of the signals in front of us. If 
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Disclosures 

The views of Miracle Mile Advisors, LLC (“MMA”) may change depending on market conditions, the assets 
presented to us, and your objectives. This research is based on market conditions as of the printing date. The 
materials contained above are solely informational, based upon publicly available information believed to be 
reliable, and may change without notice. MMA makes every effort to use reliable, comprehensive information, 
but we make no representation that it is accurate or complete.  We have no obligation to tell you when 
opinions or information in this report change.   

MMA shall not in any way be liable for claims relating to these materials, and makes no express or implied 
representations or warranties as to their accuracy or completeness or for statements or errors contained in, or 
omissions from, them.  

This report does not provide individually tailored investment advice.  It has been prepared without regard to 
the individual financial circumstances and objectives of persons who receive it.  The securities discussed in this 
report may not be suitable for all investors. MMA recommends that investors independently evaluate particular 
investments and strategies, and encourages investors to seek the advice of a financial adviser.  The 
appropriateness of a particular investment or strategy will depend on an investor’s individual circumstances 
and objectives. 
This report is not an offer to buy or sell any security or to participate in any trading strategy.  In addition to any 
holdings that may be disclosed above, owners of MMA may have investments in securities or derivatives of 
securities mentioned in this report, and may trade them in ways different from those discussed in this report.   
The value of and income from your investments may vary because of changes in interest rates or foreign 
exchange rates, securities prices or market indexes, operational or financial conditions of companies or other 
factors.  There may be time limitations on the exercise of options or other rights in your securities transactions.  
Third-party data providers make no warranties or representations of any kind relating to the accuracy, 
completeness, or timeliness of the data they provide and shall not have liability for any damages of any kind 
relating to such data.  
The information and analyses contained herein are not intended as tax, legal or investment advice and may 
not be suitable for your specific circumstances; accordingly, you should consult your own tax, legal, 
investment or other advisors, at both the outset of any transaction and on an ongoing basis, to determine such 
suitability. Legal, accounting and tax restrictions, transaction costs and changes to any assumptions may 
significantly affect the economics of any transaction. MMA does not render advice on tax and tax accounting 
matters to clients. This material was not intended or written to be used, and it cannot be used by any taxpayer, 
for the purpose of avoiding penalties that may be imposed on the taxpayer under U.S. federal tax laws.  

The projections or other information shown in the report regarding the likelihood of various investment 
outcomes are hypothetical in nature, do not reflect actual investment results and are not guarantees of future 
results. 

Other Important Disclosures 
Physical precious metals are non-regulated products. Precious metals are speculative investments and, as 
such, their value can be subject to declining market conditions. 
Real estate investments are subject to special risks, including interest rate and property value fluctuations as 
well as risks related to general and local economic conditions. 
Foreign/Emerging Markets:  Foreign investing involves certain risks, such as currency fluctuations and controls, 
restrictions on foreign investments, less governmental supervision and regulation, and the potential for political 
instability.  In addition, the securities markets of many of the emerging markets are substantially smaller, less 
developed, less liquid and more volatile than the securities of the U.S. and other more developed countries.  
This report or any portion hereof may not be reprinted, sold or redistributed without the written consent of 
MMA.  
Additional information on recommended securities is available on request. 


