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From a risk-adjusted return point of view, the merits of low
volatility and defensive strategies remain compelling. In this
article, we look at how — despite the challenging market
setup for defensive strategies — these approaches have
broadly achieved better Sharpe ratios and how our active
defensive strategy can help provide a balance of risk
mitigation and potential market upside.

Since January 2009, the defensive and low volatility themes have lagged the market. The MSCI
World Minimum Volatility Index underperformed the MSCI World Index by 1.4% per annum over
the period from January 2009 to the end of March 2024. However, focusing purely on returns
overlooks a critical aspect of low-volatility and defensive strategies. While the quest for lower
risk has exerted a significant cost to relative performance over the past decade and a half, from
a risk-adjusted return point of view, the merits of these strategies remain compelling. Defensive
and low-volatility indices have broadly achieved better Sharpe ratios than the market over the
period. (See Figure 1.) Our active defensive strategy, which incorporates both defensive portfolio
construction as well as active stock selection, has done even better — with a risk-adjusted
outcome since inception that significantly improved upon the investment results of both market
and passive low-risk indices.

MSCI World MSCI World Minimum Vol Global Defensive Equity
Ann. Returns 11.14 9.21 10.47
Ann. Volatility 15.60 11.12 11.51
Sharpe Ratio 0.65 0.74 0.83

Source: MSCI, State Street Global Advisors. As of March 2024. Index returns reflect capital gains and losses, income, and
the reinvestment of dividends. Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Past

performance is not a guarantee of future results.
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These improvements in investment outcomes were achieved despite the challenging market setup
for defensive strategies in the post- Global Financial Crisis era. The pandemic factor injected even
further headwinds for the performance of low-volatility strategies. Specifically, the ultra-low interest
rate policies of global central banks kept risk appetite elevated for most of the period following the
Global Financial Crisis, creating a rather ebullient equities market backdrop of persistently strong
returns punctuated by very few and shallow market drawdowns. A little more than a decade later,
an overwhelming fiscal pandemic response in excess of $5 trillion (in the US alone) breathed

new life into several risk trades. Finally, the Al boom came just in time to re-energize the high-
growth, higher-risk trades when they were running of steam in 2022. Investors’ rush for high-risk,
high-growth stocks reached a feverish pace in 2023, culminating with a 60% outperformance of
highest beta quintile portfolio vs. lowest beta quintile portfolio. (See Figure 2.) In our view, the tide

is potentially changing. We may be entering a market environment that would be more favorable
for defensive strategies. Investors should keep defensive strategies in their arsenal of investment
options to navigate a potentially changing investment climate ahead.
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Source: FactSet, State Street Global Advisors, Qontigo. As of December 31,2023.

Based on long-term historical analysis, the strong pendulum swing for high-risk/high-growth
companies that we witnessed in 2023 is unsustainable. As shown in Figure 2, the period following
a large high-beta payoff tends to be followed by the pendulum swinging to the other side or, at
best, an extended period of more moderate payoffs. To the extent that the extremely positive
payoff to high-beta tends to be associated with a sharp market rally, the moderation of beta
payoffs tends to occur in a market environment where the base of the market rally either
reversed or broadened. So far this year, we had seen a broadening of the market rally,

with low-beta equities catching up on market upside.

Beyond the recent improvement in low-beta equity performance, we believe there are a myriad
of other market factors that could further reduce the headwinds for low-beta equity over the near
future. First, the ideal conditions that have kept market volatility low over the past decade and a
half are fading. The ultra-loose central bank policies that have tipped the scales in favor of higher
risk are tightening which in our view means that higher-beta stocks are unlikely to produce the
returns that they have in the past.

The inflation impulse of the economy likely remains elevated, given the tight labor markets and
aging populations in developed countries. Furthermore, the disinflationary forces from China

are now under pressure as trade tensions with the West escalate. On the fiscal side, the post-
pandemic fiscal stimulus has left most developed countries saddled with large deficits and a high
level of public sector debts, potentially limiting the type of overwhelming force of bailouts and
Quantitative Easing phases that helped limit market collapses since 2008.
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Those looking for relief from the geopolitical realm are likely to be disappointed. The escalating
conflict between Ukraine and Russia is showing few signs of resolution. Meanwhile, the Middle
East is serving up new conflicts that could destabilize the energy markets. In our view, one
casualty of the adjustment process is rather obvious — the low-volatility, stable market that
marked the last two decades is going away. However, our base case assumption is for volatility to
be moving higher — much higher. As market volatility drifts higher, the merits of being defensive
would naturally accrue over time with larger swings of the market.

Obviously, not all is gloom and doom for the market. We are aware of the large reservoir of cash
sitting on the sideline that could potentially mitigate any emerging bout of market downside.
Further, all indications are that we are heading into a period of significant technological disruption
driven by recent breakthroughs in Al technology. These periods of significant technological
advances create new sets of winners and losers. The same market forces that have impeded the
returns of defensive exposures may prove enduring. Furthermore, pure low-volatility exposures
may entail loading up on high levels of unintended macro exposures, such as interest rates
sensitivities. That’s why, in our view, active defensive strategies should steer away from the
potential pitfalls of value traps and excessive exposure to interest rates risk. Active strategies
offer more diversified sources of returns that may be better suited to navigate uncertain
investment environments.

In fact, the recent performance of our active strategies lends credence to this narrative. With
the normalization of real interest rates, active stock selection alpha has vastly improved over the
past few years. As shown in Figure 2, the extremely strong low-beta headwind in 2023 proved
impossible to overcome and we underperformed the market — despite positive value added
from stock selection. However, our active strategy performance was significantly better than the
MSCI Minimum Volatility Index. As low-beta headwinds dissipated so far this year, positive stock
selection performance has delivered positive active performance versus the market, despite a
continuation of strong market performance. (See Figure 3.)

Returns MSCI World MSCI World Minimum Vol Global Defensive Equity

Year 2023 23.79 7.42 7.31

Source: MSCI, State Street Global Advisors. As of March 2024. Index returns reflect capital gains and losses, income, and the
reinvestment of dividends. Past performance is not a guarantee of future results.

The Bottom Line

We expect heightened market uncertainty ahead as the confluence of geopolitical, demographic,
and policy risk intersects with the disruptive forces of Al and technology innovations. In our

view, our active defensive strategy provides the proper balance between risk mitigation and
participation in potential further upside in the market. It should remain a key consideration
among the arsenal of investment solutions available for investors to navigate the challenging
investment landscape ahead.
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About State Street
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Our clients are the world’s governments, institutions and financial advisors. To help them achieve
their financial goals we live our guiding principles each and every day:

e Start with rigor

o Build from breadth
e Invest as stewards
e Invent the future

For four decades, these principles have helped us be the quiet power in a tumultuous investing
world and help millions of people secure their financial futures. This takes each of our employees
in 28 offices around the world, and a firm-wide conviction that we can always do it better. As a
result, we are the world’s fourth-largest asset manager* with US $4.34 trilliont under our care.

* Pensions & Investments Research Center, as of December 31,2022.

* This figure is presented as of March 31,2024 and includes ETF AUM of $1,360.89 billion USD of which approximately
$65.87 billion USD is in gold assets with respect to SPDR products for which State Street Global Advisors Funds
Distributors, LLC (SSGA FD) acts solely as the marketing agent. SSGA FD and State Street Global Advisors are affiliated.

Please note all AUM is unaudited.
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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 State
Street Global Advisors’ express written consent.

The views expressed in this material are the
views of Chee K. Ooi and Kishore L Karunakaran
through June 30,2024 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.

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.

Allinformation is from State Street Global
Advisors unless otherwise noted and 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
and it should not be relied on as such.

Past performance is not a reliable indicator of
future performance.

Investing involves risk including the risk of loss
of principal.

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.

Equity securities may fluctuate in value in
response to the activities of individual companies
and general market and economic conditions.

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.

For EMEA Distribution: 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
Markets in Financial Instruments Directive
(2014/65/EV) or applicable Swiss
regulation. 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.

This communication is directed at professional
clients (this includes eligible counterparties

as defined by the appropriate EU regulator)
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.

Companies with large market capitalizations
goinand out of favor based on market and
economic conditions. Larger companies tend

to be less volatile than companies with smaller
market capitalizations. In exchange for this
potentially lower risk, the value of the security
may not rise as much as companies with smaller
market capitalizations.

The market values of growth stocks may be
more volatile than other types of investments.
The prices of growth stocks tend to reflect
future expectations, and when those
expectations change or are not met, share
prices generally fall. The returns on “growth”
securities may or may not move in tandem with
the returns on other styles of investing or the
overall stock market.

Actively managed funds do not seek to replicate
the performance of a specified index. The
Strategy is actively managed and may
underperform its benchmarks. An investment in
the strategy is not appropriate for all investors
and is not intended to be a complete investment
program. Investing in the strategy 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.

This document provides summary
information regarding the Strategy. This
document should be read in conjunction
with the Strategy’s Disclosure Document,
which is available from SSGA. The Strategy
Disclosure Document contains important
information about the Strategy, including a
description of a number of risks.

© 2024 State Street Corporation.

All Rights Reserved.
1D2253750-67729881.2.GBL.INST 0724
Exp. Date: 07/31/2025

STATE STREET fovistes

The Case for Defensive Equity Strategies


http://ssga.com
https://www.ssga.com/us/en/institutional/ic/footer/state-street-global-advisors-worldwide-entities
https://www.ssga.com/us/en/institutional/ic/footer/state-street-global-advisors-worldwide-entities

