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INTERVIEW

Top Down Investing
with S& P's Sam Stovall

Some wander onto Wall Street by mistake, while others seem destined to find
their way there. Sam Stovall is a member of Standard & Poor's Investment
Policy Committee, editor of S&P's Industry Reports and author o f Standard &
Poor's Guide to Sector Investing. Stovall spoke with STOCKS &
COMMODITIES Editor Thom Hartle on December 20, 1995, via telephone
interview about market cycles, sector investing and relative strength, among
other topics.

| had all this data on industry indices, and anybody can find out when economic constractions and expansions
started and ended, so | decided to determine what sector s performed the best during different periods of an
economic cycle. That's how | became involved in sector investment and analysis. -Sam Sovall
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Y our father, Robert Stovall, is a well-known money manager on Wall Street. Did you start
your career in finance too?

No, | went to Muhlenberg College, which isasmall collegein Allentown, PA, and there | was certified to teach
social studies on asecondary level. But there were no jobs available at the time, and if you could get one they didn't
pay you very much. So my first job was with the time-sharing division of Control Data.

What did you do?

Inasense, | acted as an educator, but | taught people how to use the computer systems instead of social studies. The
technology then was similar to the personal computers, but instead of using your own machine, you were using a
machine connected to a computer in Cleveland, OH, by dialing alocal telephone number and placing the phone into
little rubber cups to connect with their modem.

When was this?

Thiswasin 1978. | |eft Control Data after three years, and then for nine months | worked on the floor of the New
Y ork Mercantile Exchange (NY ME) in the heating oil pit.

That's quite a jump! How'd you get there?

Yes, itwas ajump. Thethingis, my father had been on Wall Street for 30 years, so | knew all about Wall Street
and | wanted to seeif | could try something there, but | wanted to put my own spin on it. Why | chose commaodities |
have no idea. | didn't stay long because | quickly realized trading in the pits was not for me, so | went back to
Control Data as a systems analyst.

Doing the same thing as you did the first time?

No, my first stint there had been more as a marketing person, but for the second job | worked in systems
development. Later on, | moved to Dun & Bradstreet and got my master'sin business administration (MBA) in
finance. After that, | switched over to Argus Research, and eventually became the editor-in-chief there. Then in 1989
| cameto S&P.

That's quite a varied background.

WEéll, because of my background in desktop publishing as well as finance and marketing systems, | camein to
develop new products.

What was your first product?

Thefirst product | developed was called Industry Reports . S& P has had stock reports for decades; actually, our
founder, Henry Poor, started writing buy, hold and sell recommendations on railroad companies back in the 1850s,
so stock reports have been around for quite awhile. But until Industry Reports , we never boiled it down to an
industry level.

How's it work?

By having the analyst who follows, say, entertainment stocks and then having him or her write about their outlook
for the entire industry moving forward.

That was your first product?
Y es. Since there was really no one there to edit and publish this new product, management said, "Well, why don't
you just go ahead and do it?" And that was how | became the editor of Industry Reports , which today isan

investment outlook on 80 industries with buy, hold and sell recommendations on 1,000 stocks. | jokingly say that
the analysts do the work and | take the credit.
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That's not all that uncommon.

It's not much of ajoke either.

You've published a book?

That's right. Basically, my book is a top-down approach to investing: First, by looking at where the economy is
P(??dec%dsti.n the economic cycle; and second, which industries should do well or poorly, based on that economic

What's the value in doing that?

Thevaueisaptly illustrated by a study done by CDA/Wei senberger, which compared three different investment
techniques over a 10-year period. They compared buy-and-hold, market timing and sector investing.

How was the study set up?

Buy and hold is self-explanatory, while market timing was defined as correctly predicting price changes in the overall
stock market 10% or more in either direction, buying when prices are about to rise and selling when prices are about
to decline.

What about the sector?

The sector strategist invested the entire portfolio in one of six sectors at the beginning of each year.

Which sectors?

The sectors were energy, financial services, gold, health care, technology and utilities.

So what were the outcomes?

Each investment method started with $1,000. At the end of the 10-year period, the buy and hold made a little more
than $6,000. The market timing method made almost $15,000, and the sector selector made nearly $63,000. Y ou can
significantly outperform the market by about four times by correctly investing in the right sector.

And -

And that got me thinking. | had all this data on industry indices, and anybody can find out when economic
contractions and expansions started and ended, so | decided to determine what sectors performed the best during
different periods of an economic cycle.

And what did you decide to use as a cycle?

| started with a couple of assumptions. First, there are five phases of an economic cycle (Figure 1). Thefirst three
occur in an economic expansion, and then | identified two phases of an economic contraction, or recession.
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THE FIVE PHASES OF AN ECONOMIC CYCLE

Earfy expansion

Duration

Firstthird nfeconomicexpansion, or about 17 maonths onaverage

consumer expectatons  Rising sharply

Industrial producton Flat to rising modesty

Irfiation Cortinuing to fall

Interest rates Bottoming out (leads infiation)

Ield cure SieEp

hiddle expansion

Durafion second third of economic expansion, of about 17 months on

AVErAE

consumer expectations  Leveling off

Industrial producton Rizin sharply

Irfiation Bottoming out

Interest rates Rising modesty

el cure hModerate

Late expansion

Duration Lastthird ofeconomic expansion, or about 17 months onaverag e

Consumer expectations
Industrial producton
Irfiation

Declining

Flattening out

Rising modestly and beginning to be of concern 10 ime stors and
the Fed

Interest rates Rising ragpicly due to Fed palicy [aswell &S the supply and demand
of capital) to combat inflaton

el cure Flattening out (short rates rising &s the Fed combats infiation,
whereasong ratesm ay be falling as heyrefiect future infiationary
Expectations)

Early confacion
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Diration First half of economic contractonor about s xmonths onaverage

Consumer expectafions  Falling sharply

Incustrial producton Declining

Irfiation Rizing less strongly

Interestrates Peaking

IEld oure Flat jand sometimes inverted — shortrates are higher tan long
rates)

Late contraction

Durafion Firal halfof economic contrachon, or about sixmonths on averag e

Consumer expectaions  Reviving

Incustrial producton Decline diminishing

Irfiation Flat to declining

Interestrates Falling

IEld oure Rising again

FIGURE 1: FIVE PHASES OF AN ECONOMIC CYCLE. Thefirst three phases of an economic cycle
occur in an economic expansion, and then two phases of an economic contraction, or recession. Thefirst phase of
the contraction is the defensive phase, when investors start to shift their money using a flight to safety mindset.
Typically, at this point, the Federal Reserve is usually raising interest rates to cool economic growth.

What are the two phases?

Thefirst phase of the contraction is the defensive phase, which is basically when the stock market startsto tank and
you have investors getting nervous and shifting their money using aflight-to- safety mindset. Typically, at this point,
the Federa Reserve isusually raising interest rates to cool economic growth. | always heard that investors go to
beverage stocks, food, tobacco and health-care stocks during these periods. The ideawas that consumers still need to
purchase products from these companies even during arecession. This was the sort of thing that | wanted to test.

What happens next in the phase of an economic cycle?

Then the Fed decides it's done too much to slow the economy; it realizesit has to change gears and start lowering
interest rates. That's the second stage of the economic contraction, the interest-sensitive phase.

How far did you look back?

In the 1995 edition of my Guide to Sector Investing , | looked at the past 25 years, during which there were four
compl ete economic expansions and five economic contractions. So, for instance, the economic expansion of
November 1970 through November 1973 lasted 36 months. | simply took the 36 months and divided by three. So
each phase lasted 12 monthsin my analysis. Then | calculated how each of the 88 industriesin the S& P 500
performed during these 12 months and then how the S& P 500 performed during the same 12 months.

And you tabulated these results?

Y es, and then | looked to see which ones outperformed and which ones underperformed. Initially, | started doing the
analysis as an average percentage basis, and then our economist suggested | look at it on a count basis[Editor's

note:.  the number of times the industry outperformed the S& P during each phase], because in the four previous
economic expansions, maybe thisindustry underperformed in three of them but then significantly outperformed in
the fourth one. It could be enough to make it seem asif on average it always outperforms. | thought that was a good
idea, so | used a count method.

So you determined what was anecdotal and what was factual regarding investors preferences
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during different phases of the economic cycle?

That'sright. | found 10 different sectors and, in general, when these sectors show their best performance (Figure 2).
In asense, that's the rotational pattern. | also came up with what | refer to as a batting average for each of the
different industries.

SECTOR SCORECARD
& times hdustry has oufperformed & times hadustry has outperformed
S8P 500 in past four economic S8P 500 in past five economic
Expan 5 i0ns confractions

#peripds Early 15 Mid. 15 Late W3 # periods Early 12 Late 1 Batt,
hdices ([EE] (ME] [LE] indies [EC)  [LD]  avg

avail. avail.

Bestperforming sectors

Broadcast media 4 3 4 3 4 2 3 4
Household products 4 1 4 3 h 4 3 4
Publishing (newspapers] 4 3 3 3 4 1 4 4
Tobacco 4 1 4 3 4 5 4 4
Worst-performing sectors

Airines 2 2 1 ) 2 3 1
Artornobiles 4 2 2 1 4 2 2 0
Camputer systemns 4 1 2 1 4 1 2 0

FIGURE 2: THE ECONOMIC TRIANGLE. In general, the rotational pattern occurs among 10 different

sectors, when these sectors show their best performance.
What did you do? Did you just measure straight performance?
No. For instance, in order for an industry to rate a1, it would have to outperform the market more than two times
out of four during one of the economic cycles of the four economic expansionsin the past 25 years. So it hasto be
more than 50%, not 50% or less.
For example?
For example, tobacco stocks outperformed the market only once in the early phase of the four expansions, four times
in the middle phase and three times in the late phase. During the five economic contractions, tobacco stocks
outperformed the market five timesin both the early and late phase. Tobacco's batting average isa 4.
That's pretty good!

Sure. It tends to indicate that maybe you don't have to be such a great market timer when it comes to tobacco, and the
same goes for the other industries with high batting averages.

What are some other high scorers?
| found that some industries, such as household products, tobacco, broadcast media and newspaper publishers, had
very high batting averages. Then there were some others like autos, airlines, computer systems and heavy-duty

trucks that had batting averages anywhere from 1 to zero (Figure 3). That meant there was no time when this
industry consistently outperformed the market.
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FIGURE 3: SECTOR SCORECARD. Here are the batting averages for some of the best- and
poorest-performing industries.

What are your thoughts about what drives the consistent winners?

In some ways, especially household products, boring can be beautiful. In the past 10 years, household-product
stocks have outperformed the market eight times. In the past 15 years, | think they've outperformed the market 11
times. So Peter Lynch, in his One Up On Wall Street , said, "Many times you should be focusing on those
companies that look dull." He used the example of Automatic Data Processing [AUD] as a perennia winner. Well,
carrying that thought one step further, everybody needs and uses household products - basically, soaps, cleansers,
what have you, but they're al'so pretty much the last thing anyone really thinks about, just because they're
necessities. They're not exciting, but they're consistent performers.

So an investor could just concentrate on those industries?

Exactly. If I'm an investor whao's unable to monitor these stocks or these industries very closely but | do want to
participate in sector investing, then | should be gravitating toward those industries with batting averages of 3 or 4.
By the way, no industry has had a batting average of 5 of 5.

Every industry must have a time when it's consolidating while the market is doing better.
That's true.

What indicators do you look at to get a handle on when an industry is starting to move?

On the broad view, starting with the very top, | ook at interest rates because interest rates pretty much drive almost
everything, whether it's bonds or stocks. Investors tend to anticipate the economy going from expansion to
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contraction, and that's reflected in stock prices. Stock prices lead an economic recession by about six months, and
they tend to anticipate an economic expansion by only about four to four and a half months.

Why do you think there is a difference?

| think fear has an awful lot to do with that. Investors and traders are more afraid of losing gains than they are of
missing opportunities. The way an investor should analyze the market for sector investing isto look at interest rates
and develop an opinion asto where we're headed in the economic cycle. You could ook at GDP growth, industrial
production, capacity utilization and alot of those industrial and consumer indicators to determine if the economy isin
a contracting or expanding phase.

And then-

And then, based on that, what might be the Federal Reserve's next move, you ask? Is it to stay the course because
the expansion is moving at a very modest but controllable rate? Are they going to ease interest rates because the
expansion is less than what they want and inflation is not a concern? Or are they going to rai se rates because the
expansion is stronger than anticipated and there seems to be inflation creegping into the marketplace?

What next?

To determine if the market has anticipated an expansion in the economy or a contraction. If there's a contraction, then
the first thing you should seeis investors switching from growth- and momentum-oriented stocks toward defensive
stocks. Those stocks tend to continue rising in afalling stock market environment or lose less than the overall market
loses during this contractionary stage.

What about an economic expansion?

If we're headed toward an economic contraction, or if we've been in a period of sluggishness and the Fed then starts
to ease, then it might appear we're in the latter stages of an economic contraction, the second phase of an economic
contraction. Interest rate-sensitive areas benefit, such as utilities and financials. Another tool to use to help you
decide which phase the market isinisto look at which industries have done well in the past 12 months. This would
give you sort of an indication of where we're headed.

So you use the sector performance as a confirmation?

In some ways, yes. In addition, don't forget that history can help guide you. If the average economic expansion lasts
50 months, then you can say each different phase takes about 17 months to occur. That's by no means afail-safe,
though; the expansions in the 1960s lasted 106 months, and the economic expansion of the 1980s lasted 92 months,
and then you have some expansions that lasted only 13 months.

When was that?
That was in the early 1980s. Obviously, nothing is exact, but it does at least give you something of a benchmark.

Is it possible you could have a fairly short-lived contraction phase and then return to an
expansion phase?

| think we saw that last year, because of the Fed-engineered economic slowdown, the "soft landing” they called it,
that took place in the second quarter of 1995. Once we saw the Fed started easing interest ratesin July, that was
almost like a mini-economic cycle taking place within a broader economic cycle. The broad economic expansion
started in March 1991. Because we haven't had a definitive statement by the National Bureau of Economic
Research's Business Cycle Dating Committee to tell us we were in arecession, in my opinion we're still in an
economic expansion. If you use Arthur Okun's method of deciding whether we've had a recession, you take alook
at two quarters of gross domestic product (GDP) decline - which we haven't had either. But we had thislittle
sowdown that took place in the second quarter.

Not to mention the Fed cut rates.

That's right, we had the first of two 25-basis-point cutsin interest rates. The first one took place in July and we've
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been seeing alot of the financial stocks and alot of the transportation stocks do very well since then.
Along with technology stocks.
Right. They tend to prosper earlier in the economic cycle than later.

Those industries or sectors along with the cuts in the interest rates by the Fed confirmed the
likelihood of the economy moving back into the early expansion stage?

That's right. Now obviously, there are always going to be timesin which just looking at the individual industries,
let's say over amonth, two months, six months, you might be unable to determine where we are in the cycle. You
need some sort of guidance to see how rotation istaking place. That's why in the 1996 edition of Guide to Sector
Investing , | added relative strength analysis, because using the triangle alone to help me decide which industry
should do well or poorly wasn't enough.

How do you use relative strength as a timing tool?

For example, the auto stocks in March 1995 fell more than 20% in the past 12 months, and looking at a 12-month
relative strength, that's the industry's performance over the previous 12 months versus the S& P 500. So the auto
stocks got to alevel that's actually the lowest or close to the lowest that it has been in the last 25 years.

And -

And this might be the time for along-term buy. By looking at the 12-month relative strength performance of an
industry, | can plot avisua pattern and see when the industry tends to peak relative to the S& P and when it tends to
trough and so forth. Then | decided that | needed away to plot a buy/sell channel.

How did you design that?

| used one standard deviation from the mean, since that indicates two-thirds of all observations fall within that band.
If athird falls outside that band, that may indicate the industry is either overbought or oversold or at least identify a
situation that is overbought or oversold and you might want to look at it in greater detail. At thetime | designed the
channel, auto stocks were significantly below the mean minus one standard deviation, which iswhere it starts to look
attractive.

What else besides relative strength do you look at?

I made what | refer to as my sector scorecard. | wanted to know how well these industries have done year to date,
how they've done in the past month or three months. Then, to give alittle relevance, | want to know how they
performed last year. That's the no-brainer stuff that starts off the sector scorecard. | al'so have the price/earnings ratio
(P/E), relative P/E, indicate dividend yield currently and then their 25-year average to decide whether it's high or low
based on the average. Then | have that relative strength, so I've got the current 12-month relative strength for this
industry. Then | have the high-side standard deviation, saying it's expensive if it's above this number. Then | have
the low-side standard deviation, which meansit's cheap if it's below this number, and then | show what the
movement has been in the last three months.

Do you use the standard method to calculate relative strength?

No, my relative strength is alittle different from the usual method of measuring relative strength. As | understand it,
anormal relative strength goes from zero to 100, but the way | measure relative strength saysthat if over the past 12
months a certain industry has equaled the performance of the S& P 500, its relative strength is 100. If it has
underperformed the S& P 500, its relative strength is less than 100, and if it has outperformed the market, its relative
strength is greater than 100.

Give me an example of how you'd use that.
Sure. For instance, at the end of November 1995, aluminum stocks were at arelative strength of 102 (Figure 4).

They start to look expensive above 119, but we're certainly not there; and they start to look cheap below 81, and
they're certainly not there, either. Then the question becomes how they've performed in the past three months. Well,
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they'd fallen five relative strength points and | know that maybe four or five months previously aluminum stocks
were above 119 on a 12-month relative strength. While | focus on the 12-month relative strength indicator as a good
long-term indicator of bargains or overpriced situations, sometimes it also works on the short term aswell. In
essence, as an analogy, if somebody likes to hunt for straw hats in the summer or overcoats in the winter, thiswill
tell you which are on sale.
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FIGURE 4: 25-YEAR TREND IN 12-MONTH RELATIVE STRENGTH FOR THE S&P
ALUMINUM INDEX. At the end of November 1995, aluminum stocks were at a relative strength of 102. While
Sovall focuses on the 12-month relative strength indicator as a good long-termindicator of bargains or overpriced
situations, sometimes it also works on the short term as well.

What else do you keep on your scorecard?

| track relative P/Es, too. | ook at the average P/Es over the past 25 years on an industry-by-industry basis. It can
really be different, depending on the industry. For example, the average P/E for auto stocksis 8.7, where it's 22.1
for semiconductor stocks. | wondered if there was a similar type of high-low band for the industries and found out
that yes, that isthe case. [Editor's note: The sector scorecard is available by calling Standard & Poor's Reports On
Demand at 800 292-0808 ]

Relative strength measurement can alert you to opportunities, but should we dig deeper?

Relative strength does alert you to situations. | would look at the general industry writeups, what our analyst or
someone el se happens to think is the investment outlook for this particular industry. All the historical work 1ooks at
just that. For instance, how has this industry performed during specific conditionsin the past? Take alook at
aerospace, which is an industry that has outperformed four out of four timesin thefirst third of an economic
expansion and then tended to underperform in all succeeding phases of the expansion and contraction. But al the
observations occurred when the Cold War was still going on. Now that the Berlin Wall is down, how does that
change things? That's why you have to take alook at what the analysts happen to think about the fundamental
conditionsin that industry.

What else?
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Then | think you should look at the recommendations, either what we have or some other companies might have to
decide which companies are then best positioned in those industries. Or you could just stop at the industry level and
buy industry-specific mutual funds based on relative strength and fundamental outlooks.

The newest edition of Guide to Sector Investing is out this spring. What are the changes from
previous editions?

I'm going back 50 years rather than 25 yearsin terms of the economic analysis and I'm adding the relative strength
work and updating what our analysts think lies ahead for industries in the 1990s.

Thanks for your time, Sam.

Relative strength does alert you to situations. Look at the general industry writeups, what our analyst or someone
€lse happensto think is the investment outlook for this particular industry. How has this industry performed during
specific conditions?
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