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Understanding Industry Sector Expectations
We believe that emotions can cloud effective decision-making. No human is immune to this, so we
like to govern our investment strategies with quantifiable facts. This doesn't guarantee perfection,
but it does help us to follow our principles even when the ‘madness of crowds’ urges us to do the
opposite. Looking back, all investors now see that the depths of the financial crisis were a great time
to invest in the stock market, but emotion overruled most well-intentioned value investors.
Similarly, the height of the internet bubble was a terrible time to invest in technology stocks, but
many investors came to regret their mania-driven participation. In our last newsletter, we
discussed how overall investor expectations can help guide investments into the stock market as a
whole. This article lays the foundation for the deeper question of how we can make informed sector
investments, like energy or healthcare, using sentiment data.
INTRODUCTION

We use the terms investor sentiment and investor expectations interchangeably. These terms are
not well-defined in financial literature, but generally speaking, the terms describe whether investors
are optimistic or pessimistic about a particular security or group of securities. In the context of
investing in sectors, we are describing overall attitudes about whether investors believe that the
current pricing of securities in a particular sector is attractive or not for investment.
The idea of using sector expectations to guide investment is straightforward: if no one is interested
in a sector, you can likely buy at a low price, which offers the potential to sell at a higher price, when
everyone else is clamoring to buy. This is fact, not opinion – since stocks are sold at auction, prices
rise when demand exceeds supply and vice versa. It’s so simple! However, upon reflection, doubts
begin to creep in: maybe the crowd is right to run away from a particular sector. And maybe the
crowd is onto something when it can’t get enough of a sector.

Our answer is simple: the crowd is usually right, but sometimes the crowd over-reacts. Basically,
this means we believe that asset price bubbles or financial panics sometimes occur. Sometimes
these are major events, sometimes they are smaller, and sometimes they may be restricted to one
area of the economy. The subject of this article is based on the belief that these events can and do
occur. To the extent that you disagree, stop wasting time reading this!
SENTIMENT AND REVEALED PREFERENCE
How can we measure expectations? Since it relates to how investors feel about current
opportunities, the most obvious way to find out is to just ask. There are a variety of investor polls
that quantify the attitudes of investors, and these can be useful especially when the numbers hit
extremes of optimism or pessimism. However, there is another way: examine what investors are
doing as opposed to what they are saying. Economists call this revealed preference.
Note that we needn’t argue that revealed preference is necessarily better than stated preference.
We focus on revealed preference today because sector-level revealed preference data is more
readily available. It is incorporated into the flows of investment money into sectors and in the
aggregate amount of money invested in each sector.

Jacobi Financial Times December 2015

Page 2

What are Sectors?
To assist with identifying companies that are similar, several financial data providers have divided
the universe of companies into various categories and assigned each company to a category. Not
surprisingly, these classification systems are similar but not identical. Because we work with a
variety of data providers, we can’t restrict ourselves to just one classification system, but Jacobi’s goto system is arguably the most influential: the Global Industry Classification System (GICS)
developed jointly by MSCI and S&P.
The GICS system divides companies into 10 sectors, and further subdivides these 10 sectors into 24
industry groups, 67 industries, and 156 sub-industries. The 10 sectors, ordered as defined in the
GICS classification are:
1.

Consumer Discretionary

6.

Industrials

2.

Consumer Staples

7.

Information Technology

3.

Energy

8.

Materials

4.

Financials

9.

Telecommunication Services

5.

Health Care

10.

Utilities

S&P has a brief paper on their website 1 describing the GICS system. If you review that paper, you
learn that GICS is a living standard – it changes from time-to-time based on changes in the global
economy.
1

http://us.indices.com/documents/index-policies/mothodology-gics.pdf

EXAMPLE 1: THE TECHNOLOGY BUBBLE

In retrospect, the technology bubble was obvious, but investors were really excited at the time.
Sentiment was high. Why? Everyone could see the promise of the “new economy.” Computing and
connectivity were increasing productivity, and new types of businesses were in the news.
Companies that supplied technology (or supplied tech-enabled services) were expected to grow
dramatically, and investors poured in. Their thesis: this new technology will change the world.
Technology is the future!
The investors were right. Technology did have a huge impact on the economy, but many lost money
in their tech investments. There was so much excitement that tech stock prices rose above a
reasonable value. (Remember: auction pricing based on supply and demand.) Had you invested in
the technology sector by buying a technology ETF (Exchange Traded Fund, a basket of stocks) at the
beginning of 2000, you probably still haven’t gotten back to breakeven. For example, the price of the
Technology Select SPDR ETF (Ticker: XLK), declined over 27% from the first trading day of 2000
through the end of August 2015. Adding in dividend reinvestment, the holder of XLK only lost 13.7%
over that time period. Stock prices rose so high by the beginning of 2000 that the underlying
companies’ performance over the last 15 years still couldn’t justify the then-current stock price.
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Figure 1. Energy and technology sector investment levels from Dec 1989 to Dec 1999. Tech investment levels were
substantially above the ten year mean, and energy investment levels were substantially below the ten year mean.

Figure 2. Cumulative returns for three ETFs (Energy/XLE, Technology/XLK, and the S&P 500/SPY) from Jan 2000 Jan 2006. This chart is for illustrative purposes only and should not be used, or relied upon, solely to make investment
decisions.

Source: Yahoo Finance; Adjusted close data

Past performance is no guarantee of future results.
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If the crowd was excited about technology at the time, what did it disdain? The short answer is:
almost everything else. But here we focus on something that is in the news these days, energy,
because it fits into our other example below. Energy was part of the old economy. It was in the
past; investor demand waned; and so did the price of energy stocks. The result for the investor
that ignored the crowd and seized the opportunity: the price of the Energy Select Sector SPDR ETF
(Ticker: XLE), increased 150% from the beginning of 2000 through the end of August 2015.
Including dividends, the cumulative return was 225%! Note that this period includes the recent
precipitous decline in energy sector prices.
Hindsight is always 20/20, so it is fair to ask how one could have known. Figure 1 shows the
investment level in the Technology and Energy sectors for the decade leading up to January 2000.
At that time, using this particular metric, nearly 60% of these investment dollars was going into
technology! Meanwhile, other sectors were being relatively ignored. Figure 1 shows that Energy
appeared to be under-owned relative to historical levels. Energy wasn’t an exciting investment,
but that sector surely wasn’t going away either.
Figure 2 shows what happened over the subsequent six years, but there is nothing special about
that time period. From the paragraphs above, we know that investments in Energy outperformed
Technology over a fifteen year period from 2000 – 2015. Figure 2 just shows what happened over
a shorter time period.
EXAMPLE 2: HEALTH CARE AND ENERGY
Today, in 2015, if you ask investors whether they wish they could go back to 2008 to invest in
healthcare, many would say no, citing Obamacare. Those investors looking back have the benefit
of hindsight.
What were investors thinking at the time? At the end of 2007, health care had already been in the
news for a while. It wasn’t clear who would win the party nominations, let alone which party
would win the presidency; but it was clear that health care reform was a major issue for the
democrats. Investors had no idea that a financial crisis was just around the corner, but they were
becoming cautious about health care because they knew that major reforms would likely mean
reduced profits for health care providers.
At the same time, investors were increasingly aware of Asia’s rapidly growing economies,
especially China, and their increasing demand for commodities like oil.
Investors were right on both counts. Obama won the election, and, perhaps because of the
financial crisis, Obamacare became the law of the land. Meanwhile, China’s GDP grew by 3.4x (!)
from the end of 2007 through 2014, and it surpassed the U.S. as the single largest automobile
market in 2010.1
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Figure 3. Cumulative returns for three ETFs (Energy/XLE, Health Care/XLV, and the S&P 500/SPY) from Jun
2008 - Jun 2014. The performance quoted, reflects the reinvestment of dividends and capital gains, is net of
expenses and does not reflect the maximum sales charge. Such a fee, if taken into consideration, will reduce
the performance quoted above. This chart is for illustrative purposes only and should not be used, or relied
upon, solely to make investment decisions.

Source: Yahoo Finance; Adjusted close data

Figure 4. Energy and health care sector investment levels from Jun 1998 to Jun 2008. At the end of that
period, energy appeared to be over owned, and health care appeared under owned
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Historical Performance Chart, as of September 30, 2015

XLE (Energy XLV (Healthcare XLK (Technology
SPY (S&P 500) SPDR Fund)
SPDR Fund)
SPDR Fund)
1 Year

-0.64%

-30.52%

5.22%

1.04%

5 Year

13.18%

3.81%

18.87%

13.38%

10 Year

6.70%

3.09%

9.68%

8.17%

Inception

8.75%

7.67%

7.69%

2.72%

The performance data quoted represents past performance. Past performance does not
guarantee future results. Investment return and principal value will fluctuate so that an
investor’s shares, when redeemed, may be worth more or less than their original cost. Current
performance may be lower or higher than the performance information quoted. To obtain
current month-end performance information, please call 866-787-2257. The performance
quoted, reflects the reinvestment of dividends and capital gains, is net of expenses and fees. Such
fees, if taken into consideration, will reduce the performance quoted above.
The market price used to calculate the Market Value return is the midpoint between the highest bid and
the lowest offer on the exchange on which the shares of the Fund are listed for trading, as of the time
that the Fund's NAV is calculated. If you trade your shares at another time, your return may differ.
Investors were right about the concerns and opportunities in health care and energy, but those don’t
necessarily translate into good investment decisions. Figure 3 shows the six-year cumulative total
return for XLE (the previously-mentioned energy ETF), and the Health Care Select SPDR ETF (Ticker:
XLV), from 6/2/2008 through 6/2/2014. The health care sector ETF had a total return of 112%
while the energy sector ETF gained only 22%, and this was before the recent precipitous decline in
energy prices. Increasing the time frame to the end of August 2015, the health care sector ETF total
return was more than 150%, while that for energy declined by more than 12%.
It seems that investors in 2008 had over-reacted to the perceived concerns and opportunities so that
prices were pushed to unreasonable levels. Were there any clues at the time? Figure 4 shows
investment level in Energy and Health Care in the decade leading up to our decision point in 2008.
We see that Energy appears substantially over owned, and health care appears to be under owned at
the end of that period. Do these facts conclusively demonstrate that a correction was imminent for
pricing in those two sectors in mid-2008? No, but they should have been bright red flags for
investors.
1

“Bigger, Better, Broader: A perspective on China’s auto market in 2020,” McKinsey & Company.
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CONCLUSION
Is sector-level sentiment the magic bullet for investing? No. There is no magic bullet. In this case it’s
clear that the types of extreme divergences shown in the examples above don’t occur all of the time, so
they can’t be used as the single driver of returns in an investment portfolio. However, the data is
extremely valuable. It helps to focus on where to look for opportunities, and more importantly, it helps
to identify areas where investors may have already driven prices to unreasonably high levels. It is a
critical tool in our Jacobi Method TM.
Recall that our firm adopted its name by embracing an idea espoused by 19th century mathematician Carl
Jacobi who routinely exhorted his students to 'Invert, always invert.' i.e., to express problems in their
inverse form when looking for a solution. In non-math terms, this suggests thinking through problems
backwards to obtain new insights. Jacobi Capital Management routinely employs this maxim to help us
identify problems that can potentially prevent our clients from reaching their goals. "What can prevent
you from reaching your goals?" is a powerful supplement to the more common "How can we help you
reach your goals?"
If you look at historical returns, you realize that investment risk is often high when investors are very
optimistic about something. This is the true power of looking at sector sentiment. Remember that in the
examples given above, the investors were correct about the growth opportunities in sectors that they
were optimistic about, but those investments still underperformed. When you are looking at any
investment, you should be asking “What can go wrong? Am I exposing myself to unnecessary risk?”
Sector sentiment data identifies areas where people are already excited and, therefore, areas where
prices are likely to be high. Even if you don’t have the data, you should think very carefully about making
substantial investments in sectors where there is a lot of excitement in the news and among your friends.

Disclaimers
Past performance should not be considered indicative of future results. Principal value and investment
returns will fluctuate, so that an investor’s shares when redeemed may be worth more or less than the
original investment. The opinions voiced in this material are for general information only and are not
intended to provide specific advice or recommendations for an individual or institution.
Exchange Traded Funds concentrating in specific industries are subject to higher risks and volatility
than those that invest more broadly. Investors should consider the investment objectives, risks, charges
and expenses of the Exchange Traded Fund carefully before investing. The prospectus and, if
available, the summary prospectus contain this and other important information about the
Exchange Traded Fund. You can obtain a prospectus and summary prospectus from your
financial representative. Read carefully before investing. To determine which investment(s) may be
appropriate for you, consult your financial adviser prior to investing.
All performance referenced is historical, and is not a guarantee of future results. All indices are
unmanaged and cannot be invested into directly. There are no warranties, expressed or implied, as to
the accuracy, completeness, or results obtained from any information set forth in this newsletter. Jacobi
Capital Management, LLC will not be liable to you or anyone else for any loss or injury resulting directly
from the use of the information contained in this newsletter, caused in whole or in part by its negligence
in compiling, interpreting, reporting or delivering the content in this newsletter.
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Is College Worth the Cost?
Higher education has been getting a lot of press lately – and not all of it is good. Headlines have
touted higher costs, cuts to funding, rising student loan debt, the unemployment rate of graduates,
and other issues. The information has sparked debate about the merits of higher education, and
some pundits have suggested young people should choose alternatives to college such as starting
businesses, traveling the world, creating art, or engaging in other endeavors.[1] The only way to
determine whether college is worth the cost is to evaluate the benefits, the costs, and the
alternatives.
The benefits of higher education
For decades, Americans have thought of college degrees as tickets to higher standards of living, and
they weren’t wrong. A myriad of studies have shown college graduates with bachelor’s degrees have
far greater earning power than high school graduates. College grads take home at least 60 percent
more on average – a difference of about $21,300 a year in 2012 – and the earnings gap gets even
wider when advanced degrees are earned.[2]
Higher education has indirect benefits, too. Americans with college degrees are more likely to be
engaged citizens, be employed full-time, and have retirement benefits and health insurance available
to them.[2] Earlier this year, a Pew Research report emphasized the importance of higher
education:[3]
“For those who question the value of college in this era of soaring student debt and high
unemployment, the attitudes and experiences of today’s young adults – members of the so-called
Millennial generation – provide a compelling answer. On virtually every measure of economic wellbeing and career attainment – from personal earnings to job satisfaction to the share employed fulltime – young college graduates are outperforming their peers with less education.”
CollegeBoard, a non-profit organization that was created to expand access to higher education,
emphasizes education also benefits society as a whole with “greater productivity, higher tax
revenues, lowered reliance on social support programs, and perhaps most important, a more
informed and involved citizenry.”[4]
The cost of higher education
Clearly, college offers some attractive benefits, but at what cost? During the past 20 years, expenses
related to higher education have increased significantly. Tuition has risen far faster than the rate of
inflation[5] and it’s not the biggest expense at many schools. During the 2013-14 school year, the
average cost of tuition, room, board, and fees at four-year public, in-state universities was more than
$18,000 a year or about $72,000 for four years. At four-year private, non-profit universities, the
average cost was almost $41,000 per year or about $164,000 over four years.[6] That’s a hefty chunk
of change, and it has left some parents and students wondering whether the money was well spent.
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As tuition has increased, so have the loans owed by students. In 1989, just 14 percent of households
with members between the ages of 20 and 40 had education debt. By 2010, 36 percent had
education debt, and the median amount of debt had more than doubled from about $3,500 to about
$8,500, in inflation–adjusted terms.[7] In 2011, the total amount of student debt in the United States
was more than $1 trillion which led to speculation about the hazards of student debt and its
potential affect on the U.S. economy.[8]
Concerns about student debt have been diverse and plentiful. Some individuals and organizations
are worried a student debt crisis featuring massive defaults could necessitate a taxpayer bailout.[8]
Others have suggested the student loan debt is negatively affecting the U.S. economy in other ways.
For instance, there is some evidence student loans negatively affect:
Small business formation. The Federal Reserve Bank of Philadelphia found rising student loan debt
is correlated with fewer small businesses being established.[9]
Career choices. Students who graduate with debt tend to choose high-salary positions. When
students are unconstrained by debt, they tend to choose lower-paying positions in public service
industries.[10]
Purchasing power. From 2008 through 2012, individuals with student loan debt took on far less
additional debt (for homes, automobiles, and other goods) than did consumers in general.[11]
Clearly, the costs associated with college are significant. Taking on debt to finance college may
influence students’ life choices as well as the performance of the American economy.
The alternatives to traditional college education
Although it seems clear college, even at current prices, opens doors to career and personal
opportunities that might not otherwise be available to young people, perceptions of higher
education are changing and alternatives to traditional college are emerging:
Thiel Fellowship. Peter Thiel, co-founder of PayPal, established the fellowship to encourage young
people to “decide what knowledge and skills you want to have, and to think clearly about the best
way to acquire them.” The fellowship offers a no-strings-attached grant of $100,000 to individuals
who skip college and focus on their work, their research, and their self-education.[12]
Massive Open Online Courses (MOOCs). Some of the world’s best colleges and universities, along
with organizations like The World Bank, Museum of Modern Art (MoMA), and National Geographic
are offering MOOCs and interactive online classes. The offerings are available to anyone with
Internet access, anywhere in the world, and they often are free.[13]
Pursue Other Interests. James Altucher, a venture capitalist, Cornell graduate, and father,
recommends not sending children to college. He suggests young people start businesses, travel the
world, create art, write books, work for charities, or master a game or sport.[14] He also has
suggested parents invest the money that would otherwise be spent on college.[15]
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Is college worth it?
College is not for everyone. The Urban Institute’s 2014 study, Higher Education Earnings Premium:
Value, Variation, and Trends,[2] concluded, “A four-year degree is not a guarantee of immediate and
well-paid employment. Especially for students graduating into a weak labor market, it frequently
takes time to find the path that will make it clear that going to college was worth it.” However,
alternative paths can be risky. A 2013 study from Spear’s magazine and WealthInsight, a consultancy
group, found 98 percent of the world’s millionaires went to college and just over 1 percent did not
attend a university or dropped out.[16] When it comes down to it, only you and your children can
decide whether college is the right choice.
1

http://www.jamesaltucher.com/2011/01/8-alternatives-to-college/

2

http://www.urban.org/UploadedPDF/413033-Higher-Education-Earnings-Premium-Value-Variation-and-Trends.pdf

3

http://www.pewsocialtrends.org/2014/02/11/the-rising-cost-of-not-going-to-college/

4

http://trends.collegeboard.org/sites/default/files/education-pays-2013-how-college-shapes-lives-report.pdf (Page 13)

5

http://www.economist.com/news/united-states/21600131-too-many-degrees-are-waste-money-return-higher-education-would-bemuch-better

6

https://trends.collegeboard.org/college-pricing/figures-tables/average-published-undergraduate-charges-sector-2013-14

7

http://www.nytimes.com/2014/06/24/upshot/the-reality-of-student-debt-is-different-from-the-cliches.html

8

http://www.brookings.edu/~/media/research/files/reports/2014/06/24%20student%20loan%20crisis%20akers%20chingos/
is%20a%20student%20loan%20crisis%20on%20the%20horizon.pdf

9

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2417676

10

http://ideas.repec.org/a/eee/pubeco/v95y2011i1-2p149-163.html

11

http://libertystreeteconomics.newyorkfed.org/2013/04/young-student-loan-borrowers-retreat-from-housing-and-automarkets.html#.U87W5hZN1Zg

12

http://www.thielfellowship.org/become-a-fellow/about-the-program/

13

https://www.edx.org/schools-partners

14

http://www.jamesaltucher.com/2011/01/8-alternatives-to-college/

15

http://www.jamesaltucher.com/2010/02/dont-send-your-kids-to-college/

16

http://www.spearswms.com/spears-intelligence/lists/smarter-money-how-the-wealthy-have-been-educated#.U9qgybmYbiZ

The content in this Section was developed from sources believed to be providing accurate
information. The information in this material is not intended as tax or legal advice. It may not be
used for the purpose of avoiding any federal tax penalties. Please consult legal or tax professionals
for specific information regarding your individual situation. Some of this material was developed
and produced by FMG, LLC, to provide information on a topic that may be of interest. FMG, LLC, is
not affiliated with the named broker-dealer, state- or SEC-registered investment advisory firm. The
opinions expressed and material provided are for general information, and should not be considered
a solicitation for the purchase or sale of any security. Copyright 2014 Faulkner Media Group.
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