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Are Defensives Defensive or 

Sensitive? 

 

 
 

 The February market drawdown was unusual for 

defensive segments of the market, because it was 

fueled by inflation fears.  
 

 Investors fear that defensive segments will also be 

negatively exposed to interest rate changes. 
 

 We believe there is a wide opportunity set available 

when seeking defensive portfolio characteristics, 

without so much interest rate sensitivity.  
 

 The necessary ingredients are active stock selection 

on multi-dimensional return drivers, as well as adaptive 

risk measurement of portfolio exposures and 

correlations. 

 

2018 Volatility 
The volatility we have seen so far in 2018 looks large compared with 

the persistently low volatility levels of calendar year 2017. For context, 

during 2018 so far, we have had 64% of days close with a VIX level 

above 15, compared with 2017, where only 3% of market trading days 

closed with VIX greater than 15. However, since the VIX index first 

launched in 1990, trading days have seen VIX close above 15 about 

65% of the time1. This year’s volatility isn’t abnormal in a long-term 

historical context, it just feels like it. 
 

Sudden bouts of volatility often coincide with meaningful market 

declines. During the most meaningful equity market declines seen in 

the last 20 years, (including the one we’ve seen between March 12 

and April 2) the best sector outperforms the market by at least 7%2. 

Dispersion creates the opportunity to use stock selection in equity 

portfolios to cushion from market declines. 

 

 

                                                           
1 As measured by the CBOE VIX Index, sourced from Bloomberg as at April 2, 2018. 
2 Bloomberg Finance, LLP. As of March 18, 2018. See Figure 1 for more information.  
CFA® is a trademark of the CFA Institute 
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However, February’s market decline did feel different, 

mainly because defensive segments of the market did 

not behave as defensively as they often do during a 

market sell-off. We only saw a cushion of around 2% 

for the best performing sector of the market during the 

start of February when the market was down more 

than 9%3. February’s sell-off was an overreaction to 

fears of inflation in the U.S., sending all stocks 

tumbling, including interest rates sensitive companies 

like utilities and telecoms. 

Figure 1. Major Market Declines and Dispersion MSCI World Index grouped by GICS sectors, in USD 

 

Source: Bloomberg Finance, LLP 

In an environment where expectations for interest 

rates are skewed upwards, is it possible to have 

defensive positions in an equity portfolio that are not 

as exposed to interest rate moves?  Figure 2 shows 

that on average, GICS sectors utilities, real estate, 

staples, and telecoms all have a negative relationship 

with interest rate moves over the last five years, while 

energy, materials, financials and technology have 

positive exposure to interest rates.  

Figure 2. Correlation of interest rates and stock prices, grouped by sector MSCI World Index, in 

USD as of February 28, 2018 averaged over prior five years.   

 

 
Source: SSGA, MSCI, Factset.   Correlation is a standardized measure of the degree to which two variables move in tandem. A correlation of greater than 0 indicates movement in the same direction and a 

correlation less than 0 indicates movement in opposite directions.

However, what is more important for active portfolio 

management is the opportunity set. In this case, the 

inherent dispersion in the interest rate exposure within 

sectors. Figure 2 also demonstrates this dispersion.  

This means there is a lot of opportunity, through active 

stock selection and careful risk management, to build 

                                                           
3 Between January 26, 2018 and February 9, 2018 measured by GICS sector returns 
within MSCI World Index in USD. 

a portfolio expected to have a more neutral exposure 

to interest rate moves. Notably, interest rate risk is just 

one of many risks that are out there. It is important to 

have a balanced assessment of all components or 

sources of risk, whether they are macro, fundamental 

or statistical in nature.
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Definitions 

 

The MSCI World Index captures large and mid-cap representation across 23 
Developed Markets countries: include: Australia, Austria, Belgium, Canada, 
Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, 
Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, 
Switzerland, the UK and the US. The index covers approximately 85% of the free 
float-adjusted market capitalization in each country. 
 

The Global Industry Classification Standard (GICS) is an industry taxonomy 

developed by MSCI and Standard & Poor's (S&P) for use by the global financial 

community. 

 

Disclosure 
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financial advisor. 

 

All information has been obtained from sources believed to be reliable, but its 

accuracy is not guaranteed. There is no representation or warranty as to the current 

accuracy, reliability or completeness of, nor liability for, decisions based on such 

information.  

 

The views expressed are the views of Olivia Engel only through March 31, 2018 and 
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or developments may differ materially from those projected.  

 

Investing involves risk including the risk of loss of principal.  
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Equity securities may fluctuate in value in response to the activities of individual 

companies and general market and economic conditions.  

 

Investing in foreign domiciled securities may involve risk of capital loss from 

unfavorable fluctuation in currency values, withholding taxes, from differences in 

generally accepted accounting principles or from economic or political instability in 

other nations.  

 

Investments in emerging or developing markets may be more volatile and less liquid 

than investing in developed markets and may involve exposure to economic 

structures that are generally less diverse and mature and to political systems which 

have less stability than those of more developed countries.  
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