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Don’t Overpay to Be Defensive 
 

 

 When defensive equity positions become more 
appealing, stocks that exhibit lower-risk attributes, 
including low beta stocks and stocks in traditionally 
defensive sectors, can become expensive. 

 Risk measures are not sufficient to construct a 
defensive portfolio; valuation is also important, as are 
measures of financial strength, growth capability, and 
other measures of company quality. 

 

 
 
 
 
 
 
 
 

 
 

 
In recent months, increasing equity market volatility has led many investors 
to pursue a more defensive positioning in their equity portfolios. As they’ve 
done so, many have used risk measures such as beta2 to select stocks that 
will withstand shocks in the market. 
 
Risk is certainly a useful input when constructing a defensive portfolio, but 
in Active Quantitative Equity (AQE) we believe that focusing on risk alone in 
this context is far from optimal. By considering a wide range of risk and 
return drivers, as well the relationships among stocks, we seek to maximize 
long-term returns while managing risk in our defensive portfolios. 
 
This is important because – as recent market trends show – when 
defensive equity positions become more appealing, stocks that exhibit 
lower-risk attributes, including low beta stocks and stocks in traditionally 
defensive sectors, can become expensive, and stocks in sectors not 
conventionally considered “defensive” can exhibit defensive traits. This 
commentary will explore these recent trends and outline AQE’s robust and 
nuanced approach to constructing defensive portfolios. 
 

 
Low Beta Stocks and Traditionally “Defensive” Sectors Are Expensive 
 
One common path to building a more defensive equity portfolio is to favor low beta stocks. These stocks have 
become popular among investors – so popular that their prices now represent stretched multiples of forecast 
earnings. Figure 1 shows that the valuation spread between low and high beta stocks has climbed steadily over 
the last 10 years, including a sharp rise in recent years. At the end of 2016, the spread was around 3.1 multiple 
points. Now, the spread is around 7.  
 
 
 
 
 
 

                                                           
1
 CFA® is a trademark of the CFA Institute 

2
 Beta is a measure of a stock’s volatility in relation to the market. By definition, the market has a beta of 1.0, and individual stocks are ranked according to how much they deviate 

from the market. A stock that swings more than the market over time will have a beta above 1.0. 
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Figure 1. The Valuation Spread between Low and High Beta Stocks Has Climbed Steadily 
(Historical price-to-earnings (P/E) spread between low beta and high beta stocks, 2009-2019) 
 

 
 
Source: Factset, as of 31 August 2019. Chart depicts MSCI World constituents grouped into top and bottom quintiles of beta. Past performance is not 
indicative of future results. 

 
A second well-worn path toward a more defensive equity positioning is choosing sectors that are typically 
considered to be “defensive.” It shouldn’t be a surprise that there is substantial overlap between these two paths: 
a portfolio constructed exclusively of stocks in the lowest quintile of beta tends to be dominated by market 
segments traditionally labelled as defensive. Figure 2 shows that utilities, real estate, and food & beverage are the 
industry groups most highly represented in a low beta portfolio – and all are considered typically defensive 
sectors. The industry groups most highly represented in a high beta portfolio are autos, materials, and capital 
goods – all conventionally considered to be cyclical sectors. 

 

Figure 2. There is Substantial Overlap between Low Beta Stocks and Stocks from Sectors 
that Are Typically Considered “Defensive” (Active weight (vs. MSCI World Index) of portfolio 
that selects equal-weighted group of companies.) 

 
Source: Thomson Reuters, as of 17 September 2019. “High” and “low” beta segments are composed of top and bottom quintiles, respectively. 
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Prices relative to earnings in low-risk and conventionally defensive segments have coincided with market flows. 
For example, in the past 12 months, ETF flows have been positive in utilities, consumer staples, real estate and 
communication services, but have been negative in discretionary, industrials, energy, materials and IT3. They 
have been sharply negative in financials. Flows into low volatility ETFs have accelerated in the last 12 months, 
accumulating almost USD26Bn in that time.  
 
The problem with choosing stocks based on risk measures, such as beta or volatility, is that the other dimensions 
of risk are not taken into account. These risk dimensions can become return opportunities. For example, what is 
the interest rate sensitivity of the portfolio? What is the valuation multiple being paid for these low volatility or low 
beta stocks? If the goal is to generate strong returns on a risk-adjusted basis, then many more dimensions must 
be considered to create a portfolio of stocks built to navigate market uncertainty. 
 
Looking at the valuation of each of the conventionally defensive sectors, we see that the utilities and real estate 
segments as a whole are trading on a multiple of forecast earnings around 2 points higher than their long-term 
average. The utilities stocks in the low beta group on average are currently trading at a multiple of 19 times 
earnings, and the real estate and food & beverage segments are trading at an average of 30 and 21 times 
earnings, respectively. 
 
When we think about investing defensively, risk measures are not enough. Valuation is also important, as are 
measures of financial strength, growth capability, or other measures of company quality. And the individual 
assessment of each stock is also not enough. Consideration of the interaction of stocks with one another 
(correlation) matters, too. 
 
During September, we saw glimpses of the risks associated with holding overvalued companies. In the 10 days 
between September 2 and September 13, the global equity market underwent a sharp rotation to favor cheaper, 
higher beta companies. The catalyst was a combination of economic data, monetary and fiscal stimulus, easing 
trade tensions and a stabilization in bond yields. During this period, the MSCI World index returned +3.7%4; 
however, the worst performers were the typically defensive sectors, several of which showed negative total 
returns in September – utilities (-0.5%), consumer staples (-0.4%) and real estate (-1.0%). Financials, including 
banks and insurers, were very strong, as were semi-conductors, automobiles, capital goods and resources 
companies. The traditionally defensive segments sharply underperformed, particularly those with the most 
stretched valuations. 

 

 
Opportunities for Defensive Positioning 
 
We certainly see a role for stocks from some traditionally labeled defensive sectors in a well-constructed 
defensive equity portfolio. For example, we favor some utilities for their defensive characteristics. We also see a 
role for European insurance stocks, Asia-Pacific telecoms and some European pharmaceuticals. Insurance 
stocks contribute from a valuation standpoint, as well as providing a complementary interest rate exposure.5 We 
have also found attractive names in stocks with a higher beta that have not conventionally been considered 
defensive, such as banks, software and retailing. 
 

 
The Bottom Line 
Don’t overpay to be defensive. Consider a wide range of risk and return drivers to increase the likelihood that a 
portfolio will stay resilient in times of stress, and strive not to lose sight of the portfolio’s return potential.  

 

                                                           
3
 Source: Bloomberg Finance L.P., as at 31 August 2019. 

4
 Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect capital gains and losses, income, and the 

reinvestment of dividends. 
5
 See our July 2019 commentary, “Volatility Among Historically Divergent Sectors is Now Converging. A Comparison of Utilities and Insurers Illustrates What 

This Means for Portfolio Construction.” 

https://www.ssga.com/market-commentary/AQE/2019/aqe-july-commentary.pdf
https://www.ssga.com/market-commentary/AQE/2019/aqe-july-commentary.pdf
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Portfolio positioning and performance
6
 

Global equity markets rallied in September. The month was marked by one of the largest monthly outperformance 
of Value vs Growth theme in the past decade. Hints of an improvement in the macro backdrop, combined with a 
sustained period of Value underperformance and extreme positioning triggered the rotation. Sector-wise, 
Financials, Energy & Utilities led gains, while the Health Care, Communication Services & Consumer Staples 
sectors underperformed. 
 
The State Street Global Equity Fund outperformed its benchmark during the month. Good stock picking within 
Financials and IT were key contributors. On the other hand, negative stock selection within Discretionary 
(Starbucks) and Industrials (Waste Management) were the key detractors. The fund underperformed slightly over 
the past 12 months; having a lower exposure to IT (not holding Microsoft) was a key detractor while good stock 
picking within Discretionary (not holding Amazon) contributed positively. 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                           
6
 Bloomberg Finance, L.P. SSGA. As at 30 September 2019. Past performance is not a reliable indicator of future performance. This information should not be considered a 

recommendation to buy or sell any security or sector shown. It is not known whether the securities or sectors shown will be profitable in the future. Characteristics are as of the 
date indicated, subject to change, and should not be relied upon as current thereafter. 
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ssga.com 
 

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.  

References to the State Street Global Equity Fund ("the Fund") in this communication are references to the managed investment schemes domiciled in 
Australia, promoted by SSGA Australia, in respect of which SSGA, ASL is the Responsible Entity. This general information has been prepared without taking 
into account your individual objectives, financial situation or needs and you should consider whether it is appropriate for you. You should seek professional 
advice and consider the product disclosure document, available at www.ssga.com, before deciding whether to acquire or continue to hold units in the Funds. 

Investors should read and consider the relevant Product Disclosure Statement (PDS) for a Fund carefully before making an investment decision. A copy of 
SSGA’s Managed Fund PDSs are available at www.ssga.com.au 

This material should not be considered a solicitation to apply for interests in the Funds and investors should obtain independent financial and other 
professional advice before making investment decisions. There is no representation or warranty as to the currency or accuracy of, nor liability for, decisions 
based on such information. 

The information provided does not constitute investment advice and it should not be relied on as such.  It should not be considered a solicitation to buy or an 
offer to sell a security.  It does not take into account any investor’s particular investment objectives, strategies, tax status or investment horizon.  You should 
consult your tax and 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 and Toby Warburton through 30 September 2019 and are subject to change based on market and other 
conditions. This document contains certain statements that may be deemed forward-looking statements. Please note that any such statements are not 
guarantees of any future performance and actual results or developments may differ materially from those projected.  

Investing involves risk including the risk of loss of principal. Actively managed funds do not seek to replicate the performance of a specified index.  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.  

Currency Risk is a form of risk that arises from the change in price of one currency against another. Whenever investors or companies have assets or 
business operations across national borders, they face currency risk if their positions are not hedged.  

Currency Hedging involves taking offsetting positions intended to substantially offset currency losses on the hedged instrument. If the hedging position 
behaves differently than expected, the volatility of the strategy as a whole may increase and even exceed the volatility of the asset being hedged. There can 
be no assurance that the Fund's hedging strategies will be effective. 

Actively managed funds do not seek to replicate the performance of a specified index. 

The fund is actively managed and may underperform its benchmarks. An investment in the Fund is not appropriate for all investors and is not intended to be 
a complete investment program. Investing in the Fund involves risks, including the risk that investors may receive little or no return on the investment or that 
investors may lose part or even all of the investment. 

The MSCI World Index is a trademark of MSCI Inc.  

MSCI indices are the exclusive property of MSCI Inc. ("MSCI"). MSCI and the MSCI index names are service mark(s) of MSCI or its affiliates and have been 
licensed for use for certain purposes by State Street Global Advisors ("SSGA"). The financial securities referred to herein are not sponsored, endorsed, or 
promoted by MSCI, and MSCI bears no liability with respect to any such financial securities. No purchaser, seller or holder of this product, or any other 
person or entity, should use or refer to any MSCI trade name, trademark or service mark to sponsor, endorse, market or promote this product without first 
contacting MSCI to determine whether MSCI's permission is required. Under no circumstances may any person or entity claim any affiliation with MSCI 
without the prior written permission of MSCI. 

All the index performance results referred to are provided exclusively for comparison purposes only. It should not be assumed that they represent the 
performance of any particular investment. 

The trademarks and service marks referenced herein are the property of their respective owners. Third party data providers make no warranties or 
representations of any kind relating to the accuracy, completeness or timeliness of the data and have no liability for damages of any kind relating to the use 
of such data.  

The whole or any part of this work may not be reproduced, copied or transmitted or any of its contents disclosed to third parties without SSGA Australia’s 
express written consent. 

www.ssga.com 

©2019 State Street Corporation. All Rights Reserved.  
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