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ALPHA INSIGHTS 
 

“The smartest people are constantly revising their understanding, reconsidering a problem they 
thought they'd already solved. They're open to new points of view, new information, new ideas, 
contradictions, and challenges to their own way of thinking.” ~ Jeff Bezos, Founder of Amazon 

 

Trade Idea of the Week: Long Staples/Short Discretionary 

For the better part of the last decade, the GICS Consumer Discretionary sector has been 
seemingly outperforming the GICS Consumer Staples sector by an average of 860 basis points 
per annum. The best explanation that we can find for this phenomenon can be summed up in one 
word: AMAZON. Since March of 2009, Amazon.com (AMZN) has posted a cumulative 2,300% 
gain. That compares with a 530% gain for the Discretionary sector, a 235% gain for the Staples 
sector, and a 240% gain for the S&P 500 index. Over that period, AMZN’s relevance to the 
Discretionary sector has grown by orders of magnitude as its market cap has expanded from 
around $40 billion to over $1 trillion, at its peak in September of last year. Today, AMZN’s 
index weighting in the Discretionary sector represents over 24%. That’s about 2.5x the weighting 
of the next largest index constituent (Home Depot), and almost 3.5x the weighting of the third 
largest index constituent (McDonald’s). 

 

Figure 1 
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Figure 1 above illustrates the weekly price action of the Consumer Discretionary/Consumer 
Staples ratio since 1999, as measured by their cap-weighted sector ETF proxies (XLY/XLP). 
When the ratio is advancing, the Discretionary sector is outperforming, and when the ratio is 
declining, the Staples sector is outperforming. Upon examination, the first noteworthy 
observation is the ratio’s positive slope. This suggests an underlying long-term bullish trend in 
Discretionary over Staples on a relative basis. The second observation is the large deviations 
below and above the linear regression channel. As all will know, the collapse into the 2009 cycle 
low was a product of the financial crisis. However, an explanation for the breakout to new all-
time highs and subsequent rally into the 2018 cycle high is less obvious. Given that relative 
prices (or ratios) have a tendency toward mean reversion over time, an expansion of this 
magnitude without a clear explanation necessitates some further investigation. 

To begin, from December 13, 2017 to September 27, 2018, marking the period between the 
upside breakout above the ratio’s prior all-time high and its new peak, AMZN, representing 
nearly one quarter of the Discretionary sector index, posted a gain of 73%. That compares to a 
gain of just 22% for the Discretionary sector itself, and an average gain of just 9% for each of the 
other constituents comprising the Discretionary sector index. From this eight-fold 
outperformance of its average peer, without any regard for the performance of the Staples sector, 
one can easily infer that AMZN has had an outsized influence on the ratio’s performance. In 
order to test our theory, we ask the question: what happens if we remove AMZN from the 
equation? 

 

Figure 2 
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Figure 2 provides some interesting insights into that question. The chart above illustrates the 
weekly price action of the Consumer Discretionary/Consumer Staples ratio over the same period, 
only this time it does so as measured by their equally-weighted sector ETF proxies (RCD/RHS). 
Again, when the ratio is advancing, the Discretionary sector is outperforming. When the ratio is 
declining, the Staples sector is outperforming. But under this paradigm, the slope is now 
negative, suggesting an underlying long-term bearish trend in Discretionary over Staples on a 
relative basis. In addition, the large upside deviation evident in the cap-weighted ratio (Figure 1), 
is conspicuously absent. In fact, not only did the ratio not breach the upper boundary of the 
regression channel, it didn’t even make a new high for the cycle before mean reverting. And this 
is where it starts to get interesting. 

 

Figure 3 

We believe that the long-term relative strength of the two sectors is now shifting in favor of 
Staples, and that the momentum of that shift is poised to accelerate. As illustrated in Figure 3 
above, the Relative Rotation Graph visualizes the ongoing change taking place in the relative 
relationship of the equally-weighted Discretionary and Staples sectors. The horizontal axis 
measures the relative strength (RS-Ratio) of each as compared to the S&P 500 index. Right of 
center is positive and leading; left of center is negative and lagging. The vertical axis measures 
the rate of change of that relative strength (RS-Momentum). Above center is positive and 
strengthening; below center is negative and weakening. Five months ago, Discretionary stocks 
were lagging and the Staples sector was leading. RS peaked for Staples the day after Christmas 
and it had been losing momentum in free-fall fashion up until about two months ago when it 
bottomed. It has since turned up in a near vertical ascent. Discretionary has experienced the 
inverse. RS peaked two months ago and RS-Momentum has since fallen off a cliff. To quote the 
venerable George Lane, creator of the Stochastics Indicator, “Momentum always changes 
direction before price.”  
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To recap, we’ve made the argument that the cap-weighted indexes have been concealing the 
outsized influence of AMZN on the Consumer Discretionary/Consumer Staples ratio. This has 
created the illusion that the Discretionary sector has vastly outperformed the Staples sector over 
the past 10 years. In fact, the performance of the average Staples stock has exactly matched that 
of the average Discretionary stock since mid-September of 2009, each posting a cumulative 
242% gain, as measured through the lens of their respective equally-weighted indexes. However, 
by utilizing equally-weighted indexes, where each of the 64 constituents that make up the 
Consumer Discretionary sector receives a weighting of approximately 1.5%, and each of the 33 
constituents that comprise the Consumer Staples sector receives a weighting of approximately 
3.0%, no single constituent has the ability to skew the performance of the ratio. In short, we’ve 
taken AMZN out of the equation.  

 

Figure 4 

Now let’s turn the discussion on its head and consider the following pairs trade: Long Consumer 
Staples / Short Consumer Discretionary. Tightening-up the time frame and inverting the equally-
weighted ratio to reflect the reciprocal of Figure 2, or the Consumer Staples sector relative to 
Consumer Discretionary sector (RHS/RCD), Figure 4 illustrates what we in the trade sometimes 
refer to as a Brobdingnagian base formation, or in this case perhaps an “Amazonian” base 
formation. In our opinion, this chart presents traders with a rather interesting opportunity to 
profit from what appears to be a large degree, bearish-to-bullish reversal pattern now in progress. 
While still unconfirmed, the pattern appears mature enough to give some serious consideration. 
A close above 1.34 would initially target the 1.60 level on the ratio, with greater bullish potential 
following a close above 1.49, as illustrated in Figure 5 below. Given the late cycle nature of the 
U.S. economic recovery, the series of higher lows in the ratio and recent upturn in the slope of 
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the 40-week MA, and the positive risk skew of around 5:1, on a market neutral basis, this trade 
set-up has the potential to deliver more than 45 percentage points of pure alpha if our analysis 
proves correct. 

 

Figure 5 

In summary, we recommend aggressive traders go long RHS and short RCD at a ratio of 1.31 or 
better. A more conservative approach would be to wait for confirmation upon a weekly close of 
the ratio above 1.34. The trade set-up projects a measured move target to approximately 1.60 
[1.34 + (1.34 – 1.08) = 1.60], initially. A weekly close above 1.49 would expand the measured 
move target to approximately 1.90 [1.49 + (1.49 – 1.08) = 1.90]. We would recommend using a 
stop-loss level of 1.20 on the ratio (basis weekly close). 
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