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STAGFLATION IS HERE: DOES SECTOR POSITIONING MATTER?

 Stagflation periods have seen better relative performance by healthcare, energy, and financials and lower
relative performance by industrials, information technology, and materials

o The consideration of sector exposure during periods of economic and interest rate inflection is a useful exer-
cise

Based on the twin metrics of higher rates slower economic growth, frameworks are often utilized to aid
investment positioning. Given the current higher rate and slower growth environment, visibility and consistency
of earning is a favorable trait that supports positive relative performance. Conversely, high dependence on future
earnings and cash flow is a headwind for the relative performance. The following table and recommendations are
an example of this analysis put out by Goldman Sachs research this past week.

Sector Framework — Economic Growth and Interest Rate Risk -
Recommendations Based on Goldman Sachs Analsis
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The validity of Goldman Sachs’ table is supported by the observation of historical relative sector returns in
periods of stagflation — a period seeing both stubborn inflation and below trend economic growth.
Historically, stagflation periods have seen better relative performance by healthcare, energy, and financials
and lower relative performance by industrials, information technology, and materials.

Historical Relative Sector Returns in Periods of Stagflation
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POSITIVES AND NEGATIVES

The drivers of relative performance, however, vary by sector. On the positive relative side, healthcare fundamen-
tals tend to be very defensive. Energy on the other hand tends to be somewhat subject to more cyclical demand
but has historically been a beneficiary of inflationary forces such as rising energy prices. Financials, in particular
traditional banks, may see credit risk in a slower economy but the risk is offset by the benefit of expanding lending
spreads in a rising rate environment.

On the negative side, business models subject to cyclical demand as well as margin pressure from rising costs have
historically been the weakest relative sector performers. Industrials, information technology, and materials have
fallen into this category. This trend has been particularly true for business subject to capital equipment and con-
sumer product spending. Businesses in these sectors with more leverage to services and recurring revenue have
shown a greater degree of resilience.

Dividing investments into these industry exposure buckets is a useful template. However, valuation and invest-
ment timeframe are also important considerations. For example, while healthcare, consumer staples and utilities
screen well, their current valuations are also high relative to history. Healthcare, consumer staples (e.g., house-
hold and personal products), and utilities currently trade at 80%, 76%, and 94% relative to the long-term average
valuations levels for their sector and even higher relative levels of 86%, 87%, and 98% to their long-term average
valuations versus the overall market. High current relative valuations for some sectors/industry groups may have
an impact on their future relative returns.

Absolute and Relative Valuations of S&P 500 Industry Groups
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While caution is warranted for some sectors trading at premium relative valuation levels, the outlook for sectors
trading at the lower end of their historical valuation range should be assessed for longer term fundamental attrac-
tiveness. The telecom services sector is inexpensive on a relative basis, but the long-term fundamentals have been
challenged due to high fixed costs and eroding pricing pressure.

On the other hand, energy is trading at relatively attractive valuation levels and years of under investment and a
shake-up of the global supply chain are supportive from a fundamental perspective. Banks also look attractive
from a historical perspective on valuation with operating tailwinds from a higher rate environment and balance
sheet strength likely dampening the risk from credit in a recessionary environment.

Sector positioning around a rising yield and slower growth environment taking relative valuation into consid-
eration is useful, but an investment time horizon is also important. Overtime dynamics such as changing yields
and growth rates tend to normalize and metrics such as normalized earnings and growth rate for businesses tend
to become the key determinants for financial performance. Businesses with competitive advantage and secular
growth opportunities, that are also profitable and disciplined in terms of capital structure, ultimately tend to pro-
vide attractive risk adjusted returns through cycles. We believe an investment portfolio should have a foundation
in these types of businesses and seek out such businesses across sectors to buffer the impact economic and interest
rate cycles that may favor certain sector positioning attributes on a shorter-term basis.

In conclusion, the consideration of sector exposure during periods of economic and interest rate inflection is a
useful exercise, particularly when overlayed with valuation considerations. However, over time, superior busi-
nesses with quality operational and financial characteristics acquired with valuation discipline and owned in a
diversified portfolio drawing across sectors should be the overriding goal.

The information contained herein is for informational purposes only, is not personalized investment advice and should not be construed as a recommendation to pur-
chase or sell any particular security, sector or strategy to any individual person or entity. The decision to review or consider the purchase or sale of any security, sector or
strategy mentioned should not be undertaken without consideration of your personal financial information, investment objectives and risk tolerance with your financial
professional. Past performance should not be considered as an indicator of future results. Investment Advice offered through Pallas Capital Advisors LLC, a registered
investment advisor.
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