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Volatility Among Historically
Divergent Sectors is Now Converging.
A Comparison of Utilities and Insurers
lllustrates What This Means for
Portfolio Construction.

- Utility stocks are becoming more volatile and, from
a valuation perspective, less attractive. Meanwhile,
iInsurance stocks are currently expressing the risk and
return attributes of a classically defensive exposure.

« Atthe same time, our proprietary macro-risk
model adds important nuance to our risk and
return assessments and, ultimately, to our defensive-
portfolio positioning.

Utilities could perhaps be considered the quintessential “defensive” stock, due to their reputation
for relatively low volatility. But the picture for utilities today is more complicated.

Our investment process includes continual assessment of the risk and return potential of the
thousands of individual stocks in our universe. Part of that assessment includes the application
of a proprietary model of market risk that attributes volatility to macro-risk factors, including
interest rates, credit conditions, oil prices, and other phenomena. Recently, that assessment
has revealed that, from a risk perspective, utility stocks are becoming more volatile and, from

a valuation perspective, they’re becoming less attractive. Meanwhile, insurance stocks — not
necessarily the first sector that would spring to mind when seeking defensive characteristics —
are currently exhibiting the risk and return attributes of a classically defensive exposure.

In general, this means that in our defensive portfolios, we may consider reducing our exposure to
utilities in favor of insurance stocks. At the same time, however, the application of our proprietary
macro-risk model — in particular, what that model reveals about sensitivity to interest rates

in each of these sectors — adds important nuance to our assessment and, ultimately, to our
defensive-portfolio positioning.
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Comparing Risk
and Returns
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From a total-volatility perspective, the utility and insurance sectors look remarkably similar
in the current environment. This is a substantial change; historically, the total volatility of the
utility sector and the total volatility of the insurance sector have deviated substantially from
one another (see Figure 1).

As we see in Figure 1, historically utilities have experienced lower volatility than the broad
market on average, while the insurance sector has experienced higher volatility. That gap has
now collapsed — and total risk for utilities is currently increasing. This means that the relative
benefit of investing in utilities from a risk reduction perspective is now limited.
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Source: Bloomberg Finance L.P. as at June 27, 2019. Calculation is trailing 90-day volatility of returns to GICS Ultilities Sector and
GICS Insurance Industry Group within MSCI World Index minus the trailing 90-day volatility of aggregate MSCI World Index.

From a return perspective, our assessment of utilities has been declining. As utilities become
increasingly expensive, it's more difficult to find utility names at reasonable value. Insurance
stocks look better from a valuation perspective. As we see in Figure 2, over time, the market
capitalization-weighted price-to-earnings (“P/E”) ratio is higher than market for utilities, and
lower than market for insurers (cf. 15-year median P/E ratios); this suggests that over the long run,
utilities tend to be expensive, while insurers tend to carry more attractive valuations. Currently,
the cap-weighted median P/E ratio for the utilities sector is even higher than the 15-year average
for the sector, indicating that utilities are exceptionally expensive.' The opposite is true for
insurers; the median P/E ratio for the insurance sector is currently even lower than their 15-year
average, suggesting that valuations for insurers have become even more attractive. This means
that, from both a risk and return perspective, insurers are currently the better complementary
exposure to hold in a portfolio context, compared to utilities.
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Figure 2 2
From a Valuation
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Source: Bloomberg Finance, L.P. as of June 28,2019. P/E used 12 month Blended Forward Estimate of earnings.
The long-term, 15-year median is calculated between 30 April 2005 and 27 June 2019.
The Influence of The dimensions of risk and return that we've discussed so far are certainly important in our
Interest Rates assessment, but they are far from the only relevant points to consider. We look at a wide range
of robust metrics to assess stocks’ return and risk characteristics. We also have a proprietary
model of market risk that attributes stock-price volatility to macro risk factors including interest
rates, credit conditions and many more.
According to our model, the difference between the sensitivity of the utilities segment to interest
rates and the sensitivity of the insurance segment to interest rates was barely noticeable as
recently as 2014. Today, however, there is a meaningful difference (see Figure 3).
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Source: State Street Global Advisors analysis of Global Developed Market Equities in proprietary large cap universe,

as of May 31,2019. Interest rate beta is measured as the expected excess return (%) to the sector in response to a 1% move
in medium-term US government bond yields. For example, if beta is 1.5, then a 1% upward move in the bond yield would lead
to a1.56% excess return for that sector.
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Applying this model adds important nuance to our risk and return assessments. We can see

from this analysis that the market’s reaction to changes in interest rates is making utilities and
insurance good complements to each other from an interest-rate risk perspective. In general,
insurers are positively exposed to interest rates — that is, when interest rates go up, their return
prospects and stock prices improve. The opposite is true of utilities and other equities with
bond-like characteristics; when interest rates increase, their performance and stock prices tend
to suffer. As the difference in sensitivity between the two sectors deepens, they become better
complements to one another from a portfolio perspective. It is especially important to capture
the benefit of this complementary relationship now, because interest-rate sensitivity continues to
be a major theme driving market volatility this year.

The Bottom Line We're currently considering the implications of these market trends, and may consider reducing
our exposure to utility stocks and increasing our exposure to insurance names, if our assessment
of the return potential and expected risk in each sector continues on this trajectory. At the same
time, if trends in interest-rate sensitivity also continue according to our market-risk model, we
would also be likely to retain some exposure to utility stocks to offset the interest-rate exposure
embedded in insurance stocks. Continual assessment of return and risk attributes using a wide
range of measures — including a robust assessment of macro risk factors such as interest rates
— can sometimes point in somewhat surprising directions. This is precisely why we believe it’s
so important to follow a disciplined and data-driven investment process. In this way, we're able to
paint a fuller picture of expected risk and expected returns as market conditions change.

Endnotes 1 See our April commentary, “Lower-Risk Stocks Rallied
in March. Here Are the Key Investment Themes to
Watch Now” for more on this trend.
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Marketing communication.

Glossary

Cap-Weighted A capitalization-weighted
index is a type of market index with individual
components that are weighted according to
their total market capitalization.

Valuation Valuation is the analytical process
of determining the current (or projected) worth
of an asset or a company.

State Street Global Advisors
Worldwide Entities

Abu Dhabi: State Street Global Advisors
Limited, Middle East Branch, 42801, 28, Al
Khatem Tower, Abu Dhabi Global Market
Square, Al Mayah Island, Abu Dhabi, United
Arab Emirates. Regulated by ADGM Financial
Services Regulatory Authority. T: +9712 245
9000. Australia: State Street Global Advisors,
Australia, Limited (ABN 42 003 914 225) is the
holder of an Australian Financial Services
Licence (AFSL Number 238276). Registered
office: Level 17,420 George Street, Sydney, NSW
2000, Australia T: +612 9240 7600. F: +612
9240 7611. Belgium: State Street Global
Advisors Belgium, Chaussée de La Hulpe 120,
1000 Brussels, Belgium. T: 32 2 663 2036, F: 32
26722077. SSGA Belgium is a branch office of
State Street Global Advisors Limited. State
Street Global Advisors Ireland Limited,
registered in Ireland with company number
145221, authorized and regulated by the Central
Bank of Ireland, and whose registered office is at
78 Sir John Rogerson’s Quay, Dublin 2. Canada:
State Street Global Advisors, Ltd., 1981 McGill
College Avenue, Suite 500, Montreal, Qc, H3A
3A8, T: +514 282 2400 and 30 Adelaide Street
East Suite 500, Toronto, Ontario M5C 3G6.

T: +647 775 5900. Dubai: State Street Global
Advisors Limited, DIFC Branch, Central Park
Towers, Suite 15-38 (15th floor), P.O Box 26838,
Dubai International Financial Centre (DIFC),
Dubai, United Arab Emirates. Regulated by the
Dubai Financial Services Authority (DFSA).

T: +971(0)4 4372800, F: +971(0)4 4372818.
France: State Street Global Advisors Ireland
Limited, Paris branch is a branch of State Street
Global Advisors Ireland Limited, registered in
Ireland with company number 145221,
authorized and regulated by the Central Bank of
Ireland, and whose registered office is at 78 Sir
John Rogerson’s Quay, Dublin 2. State Street
Global Advisors Ireland Limited, Paris Branch, is
registered in France with company number RCS
Nanterre 832 734 602 and whose office is at
Immeuble Défense Plaza, 23-25 rue Delariviére-
Lefoullon, 92064 Paris La Défense Cedex,

France. T: (+33) 144 45 40 00. F: (+33) 144 45
4192. Germany: State Street Global Advisors
GmbH, Brienner Strasse 59, D-80333 Munich.
Authorized and regulated by the Bundesanstalt
fur Finanzdienstleistungsaufsicht (‘BaFin”).
Registered with the Register of Commerce
Munich HRB 121381. T: +49 (0)89 556878 400.

F: +49 (0)89 55878 440. Hong Kong: State
Street Global Advisors Asia Limited, 68/F, Two
International Finance Centre, 8 Finance Street,
Central, Hong Kong. T: +852 2103-0288. F: +852
2103 0200. Ireland: State Street Global
Advisors Ireland Limited is regulated by the
Central Bank of Ireland. Registered office
address 78 Sir John Rogerson’s Quay, Dublin 2.
Registered number 145221, T: +353 (0)1 776
3000. F: +353 (0)1 776 3300. Italy: State Street
Global Advisors Ireland Limited, Milan Branch
(Sede Secondaria di Milano) is a branch of State
Street Global Advisors Ireland Limited,
registered in Ireland with company number
145221, authorized and regulated by the Central
Bank of Ireland, and whose registered office is at
78 Sir John Rogerson’s Quay, Dublin 2. State
Street Global Advisors Ireland Limited, Milan
Branch (Sede Secondaria di Milano), is
registered in Italy with company number
10495250960 - R.E.A. 25635585 and VAT
number 10495250960and whose office is at
Via dei Bossi, 4 - 20121 Milano, Italy. T: +39 02
32066 100. F: +39 02 32066 155. Japan:

State Street Global Advisors (Japan) Co,, Ltd.,
Toranomon Hills Mori Tower 25F 1-23-1
Toranomon, Minato-ku, Tokyo 105-6325 Japan,
T: +81-3-45630-7380 Financial Instruments
Business Operator, Kanto Local Financial
Bureau (Kinsho #345) , Membership: Japan
Investment Advisers Association, The
Investment Trust Association, Japan, Japan
Securities Dealers’ Association. Netherlands:
State Street Global Advisors Netherlands,
Apollo Building, Tth floor Herikerbergweg 29
1101 CN Amsterdam, Netherlands. T: 3120
T181701. SSGA Netherlands is a branch office

of State Street Global Advisors Ireland Limited,
registered in Ireland with company number
145221, authorized and regulated by the Central
Bank of Ireland, and whose registered office is at
78 Sir John Rogerson’s Quay, Dublin 2.
Singapore: State Street Global Advisors
Singapore Limited, 168, Robinson Road, #33-01
Capital Tower, Singapore 068912 (Company
Reg. No: 200002719D, regulated by the
Monetary Authority of Singapore). T: +65 6826
7555. F: +65 6826 7501. Switzerland: State
Street Global Advisors AG, Beethovenstr. 19,
CH-8027 Zurich. Authorized and regulated

by the Eidgendssische Finanzmarktaufsicht
(“FINMA"). Registered with the Register

of Commerce Zurich CHE-105.078.458.

T: +41(0)44 24570 00. F: +41(0)44 24570 16.
United Kingdom: State Street Global Advisors
Limited. Authorized and regulated by the
Financial Conduct Authority. Registered in
England. Registered No. 2609928. VAT No.

577659181. Registered office: 20 Churchill
Place, Canary Wharf, London, E14 5HJ. T: 020

3395 6000. F: 020 3395 6350. United States:

State Street Global Advisors, One Iron Street,
Boston MA 02210. T: +1 617 786 3000.

For use in Australia: Issued by State Street
Global Advisors, Australia, Limited (AFSL
Number 238276, ABN 42 003 914 225) (“SSGA
Australia”). Registered office: Level 17,420
George Street, Sydney, NSW 2000, Australia.
T: +612 9240 7600 Web: ssga.com. This
communication is directed at institutional and
wholesale clients only. The products and
services to which this communication relates
are only available to such persons and persons
of any other description (including retail clients)
are not entitled to rely on this communication.
For use in EMEA: The information contained
in this communication is not a research
recommendation or ‘investment research’ and
is classified as a ‘Marketing Communication’ in
accordance with the European Communities
(Markets in Financial Instruments) Regulations
2007. This means that this marketing
communication (a) has not been prepared in
accordance with legal requirements designed
to promote the independence of investment
research (b) is not subject to any prohibition

on dealing ahead of the dissemination of
investment research. The information provided
does not constitute investment advice as such
term is defined under the Markets in Financial
Instruments Directive (2004/39/EC) and

it should not be relied on as such. This
communication is directed at professional
clients (this includes eligible counterparties)
who are deemed both knowledgeable and
experienced in matters relating to investments.
The products and services to which this
communication relates are only available

to such persons and persons of any other
description (including retail clients) should

not rely on this communication.

For use in Switzerland: The information
provided does not constitute investment advice
as such term is defined under applicable Swiss

regulation and it should not be relied on as such.

Important Risk Information
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based on such information.
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Investing involves risk including the risk of loss
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performance related to such errors.
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