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The classic cyclical sectors of the stock market (materials and industrials) have been show-
ing some life, but can they overcome slowing economic growth?

What Is a Cyclical Industry?(Investopedia)

A cyclical industry is a type of industry that is sensitive to the business cycle, such that rev-
enues generally are higher in periods of economic prosperity and expansion and are lower 
in periods of economic downturn and contraction. Companies in cyclical industries can deal 
with this type of volatility by implementing employee layoff s and cuts to compensate during 
bad times and paying bonuses and hiring en masse in good times.

For the purpose of this report, I am classifying industrials, materials, energy and fi nancials 
as cyclical sectors, but the emphasis will be on the "classical cyclicals:" industrials and ma-
terials.

GDP growth has been slowing. It is still positive and above average, but its rate of growth 
is slowing. In the graph below, produced by the Atlanta Fed GDPNow, it shows that the At-
lanta Fed GDPNow estimates that the Q3 GDP growth rate is expected to be less than 1%. 
A word of caution using the graph. The estimate is not the offi  cial position of the Federal 
Reserve and is derived using a quantitative model. Nevertheless, it is concerning. In addi-
tion, the Blue Chip consensus is following the trend for GDP growth lower and now stands 
below 4%.
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Over the long-term the cyclical sectors need to have a robust economy. A slowing economy  
means lower profi ts for companies, especially the cyclical companies that are more sensitive 
to the economic engine. In the short-term animal spirits can move the cyclicals higher or 
lower, independent of the economic growth rate. There are diff erent defi nitions of sectors of 
the market that comprise the cyclical sectors. 

Below is the US GDP Growth Rate. After declining rapidly in early 2020, GDP bounced 
strongly in Q3 2020. In Q4, 2021 the rate dropped back to 4.5% and for Q1 and Q2 of 2021, 
GDP grew at 6.3% and 6.7% respectively. The expected growth rate on October 28 is 2.7%. 
This is still higher than the long-term growth rate for the US economy, but not by a lot.

The big question is if and when will the cyclical sectors substantially underperform the stock 
market, given the expected economic slowdown. If the economy did go into a recession it 
would be expected that the cyclical sectors would underperform, but that could be quite 
some time in the future. 

No one knows the critical level of GDP growth slowdown that will trigger the concern for 
the growing economy. Is it 2.5%, or 2%? No one knows. If economic growth does slow 
down below 2%, investors might not like looking at a number with the one in the front of it. 
There is some number where investors will start to get concerned and it is probably above 
zero. 

Using GDP growth rates as a tool in understanding the macro environment and where the 
economy is going can make sense, but using it as a tool for making timing decisions with 
portfolio allocation is not reliable.

If the economy does start to slow down, one possible tool to judge the strength of the cyclical 
sectors will be the relative performance of the defensive sectors (consumer staples,  utilities, 
real estate and health care) compared to the S&P 500.  If these sectors start to outperform 
the S&P 500 in November and December, this will be a sign that investors are becoming 
concerned that the market is overvalued and the economy is running out of steam. This is 
not a good environment for the cyclical sectors. Why November and December? In these 
two months, the defensive sectors of the stock market typically do not perform well. If they 
outperform in a time period when they tend to underperform, this will act as a barometer for 
the possible poor performance of the cyclical sectors of the market.

In the graph below, the defensive sectors in the early summer months of 2021 were perform-
ing as a group at market or slightly better than the market. In August, when interest rates 
started to rise the group started to underperform the S&P 500. The exception was the real 
estate sector. 
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Defensive sectors relative performance compared to S&P 500

1 Utilities vs S& P500 2 Real Estate vs S&P 500 

3 Health Care vs S&P 500 4 Consumer Staples vs S&P 500

If this group of defensive sectors starts to turn higher relative to the S&P 500, the stock mar-
ket and cyclical sectors of the market could be in trouble in the not so distant future. This is 
especially true if the yield on the US 10-Year Treasury Note is rising at the same time. So 
far, this is not the case.

In the graph below, the relative performance of the cyclical sectors of the stock market are 
shown compared to the S&P 500. It is interesting to note that the relative performance of 
the energy sector and the fi nancial sector increased as yield on the US 10-Year Treasury 
Note has been rising since mid-August. The energy sector has been rising because of sup-
ply/demand issues. The fi nancial sector has been rising mainly as a result of net interest 
margins increasing for the banks as the result of higher interest rates. Both the materials and 
industrials sectors have languished in falling and rising yield environments. Recently, their 
performance profi le has improved.

Cyclical sectors relative performance compared to S&P 500

1 Materials vs S& P500 2 Energy vs S&P 500 

3 Industrials vs S&P 500 4 Financials vs S&P 500
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On a seasonal basis, the industrial and materials sectors tend to perform well starting at this 
time of the year. The materials sector has a strong seasonal period from October 28 to De-
cember 31 and then from January 23 to May 5. The materials sector has a strong seasonal 
periods from October 28 to January 6 and then from January 23 to May. The energy sector 
tends to perform well starting at the beginning of the next year. The fi nancial sector tends to 
start performing well in the next month or so.

The classic cyclical sectors, materials and industrials, have slowly been showing improv-
ing relative performance compared to the S&P 500 since mid-September. Nevertheless, the 
sectors have underperformed since May. This compression in relative performance could 
present a good setup for both of the sectors as they start their strong seasonal periods this 
week, on October 28.  

There still could be some runway for the industrial and material sectors to outperform the 
S&P 500 as the sectors enter their strong seasonal periods.  Currently, economic growth is 
slowing, but it is not down to critical levels yet. The defensive sectors are languishing and 
as such are not acting as a barometer indicating that the cyclical sectors are in trouble. There 
is no guarantee that the materials and industrial sectors will outperform the S&P 500 as they 
enter into their strong seasonal period on October 28, nevertheless, the setup is moderately 
favorable in the short-term.
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Disclaimer: Comments, charts and opinions off ered in this report are produced by 
www.alphamountain.com and are for information purposes only. They should not 
be considered as advice to purchase or to sell mentioned securities. Any information 
off ered in this report is believed to be accurate, but is not guaranteed. Brooke Thack-
ray is a Research Analyst with Horizons ETFs Management (Canada) Inc. (“Hori-
zons ETFs”). All of the views expressed herein are the personal views of Brooke 
Thackray and are not necessarily the views of Horizons ETFs (Canada), although 
any of the opinions or recommendations found herein may be refl ected in positions 
or transactions in the various client portfolios managed by Horizons ETFs, includ-
ing the Horizons Seasonal Rotation ETF. Comments, opinions and views expressed 
are of a general nature and should not be considered as advice to purchase or to sell 
mentioned securities. Horizons ETFs has a direct interest in the management and 
performance fees of the Horizons Seasonal Rotation ETF (the “ETF”), and may, at 
any given time, have a direct or indirect interest in the ETF or its holdings. Com-
missions, management fees and expenses all may be associated with an investment 
in the Horizons Seasonal Rotation ETF (the “ETF”). managed by Horizons ETFs 
Management (Canada) Inc. The ETF is not guaranteed, its value changes frequently 
and past performance may not be repeated. The ETF may have exposure to leveraged 
investment techniques that magnify gains and losses and which may result in greater 
volatility in value and could be subject to aggressive investment risk and price volatil-
ity risk Such risks are described in the prospectus. The prospectus contains important 
detailed information about the ETF. Please read the prospectus before investing.

While the writer of this newsletter has used his best eff orts in preparing this publica-
tion, no warranty with respect to the accuracy or completeness is given. The informa-
tion presented is for educational purposes and is not investment advice. Historical 
results do not guarantee future results
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