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UBS ETF Market Matters
A tale of two exposures: cyclical and defensive sectors in Eurozone
•

This study discusses the features of the MSCI Cyclical and
Defensive Sector Indices covering the Eurozone exposure.

•

A key focus are capped indices with equal allocation to sectors within cyclical or defensive exposure – ruling out overconcentration in any sector and has shown superior performance
to the broad market over studied period.

•

Figure 1: MSCI EMU Cyclical and Defensive Sector Indices
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Cyclical vs. Defensive Sector

A cyclical stock refers to a company whose profitability increases
during a booming economy, based on increased client (or
consumer) activity. During economic downturns, cyclical stocks (or
companies) experience drops in their profitability as consumers cut
spending in view of deteriorating economic circumstances. In
contrast, defensive stocks (or companies) generate stable profits
during all economic cycles as they provide goods (or services)
demanded regardless of economic standing. For example,
furniture producers will feature more cyclicality in their profitability
than utility (water, gas, electricity etc.) providers. The concept of
cyclicality and defensiveness can be aggregated up to the sector
level, applying measures of sector sensitivity (e.g. long-run
correlations) with respect to the economic cycles.
MSCI has introduced the family of MSCI Cyclical and
Defensive Sector Indices where sector classification is based on
long-run (approx. 40 years of data) correlations to the business
cycle measured by the OECD’s Composite Leading Indicators (CLI).
Classification assumes cyclical (resp. defensive) sectors’ relative
performance to the market to be positively (resp. negatively)
correlated with the rate of change of the CLI. In Figure 1, the
upper panel lists 5 sectors (based on the top-level layer of the
Global Industry Classification Standard, or GICS) categorized as
cyclical, whilst the bottom panel displays 5 defensive sectors1. This
classification is valid for all regions, even though Figure 1 displays
the EMU developed markets case2. A tale of two exposures cyclical and defensive sectors – naturally emerges from this sector
taxonomy.

(Equal) Allocation to Sectors

In standard regional exposures (i.e. EMU), sector weights reflect
mark-to-market valuations of the sector-underlying companies.
Figure 2 shows the MSCI EMU historical sector breakdown. Firstly,
the dominance of the Financials sector is evident, with allocation
reaching approx. 35% prior to financial crisis in 2008. Secondly,
irregular, expensive valuations of certain sectors may lead to
(undesired) asymmetries (e.g. IT and Telecom during the 'dotcom'
bubble). Thirdly, applying the MSCI sector classification as in
Figure 1, the defensive sectors experience an overall lighter
allocation than cyclical counterparts. Fourthly, given an asymmetric
allocation, the sources of returns and of risks vary dynamically,
Source: Sector Performance Across Business Cycles, MSCI, November 2009;
Index Performance in Changing Economic Environments, MSCI, April 2014;
MSCI Cyclical and Defensive Sectors Indexes Methodology, June 2014.
2
MSCI Developed Markets in the European Economic and Monetary Union
(EMU) include: Austria, Belgium, Finland, France, Germany, Ireland, Italy, the
Netherlands, Portugal and Spain.
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Figure 2: MSCI EMU Sector Breakdown
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Figure 3: MSCI EMU Sector Performance and Exposure
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Source: MSCI, UBS Global Asset Management, as of October 2014
For all charts/tables: Past performance is not a reliable indicator for the future.

hence return attribution requires more advanced decomposition.
To avoid potential sector concentration - within cyclical and
defensive indices - the capped indices assign the equal weight of
20% to each sector as shown in Figure 1. Between quarterly
rebalancing, however, sector weights may deviate from 20%
target based on their relative performance as determined by the
constituents of each sector.

Return & Risk vs. Allocation

In Figure 3, the upper panel shows the annualized return by
sector, while the bottom panel shows the average allocation by
sector, based on the EMU exposure. On the one hand, the MSCI
EMU Financial sector - which dominates the MSCI EMU standard
index - delivered the lowest annualized return over the period
studied. On the other hand, the MSCI EMU Health Care sector –
with the lowest exposure on average in the standard MSCI EMU
index – delivered annually nearly 6% in net terms. An index
construction outweighing EMU Health Care - at the cost of EMU
Financials - would apparently benefit from such re-allocation over
this period.

Figure 4: MSCI EMU: realised volatilities and correlations
(monthly data, Net EUR, Dec. 1998 – Oct. 2014)
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realised correlations (entries on the lower-triangular). Three
findings can be highlighted. Firstly, cyclical sectors tend to have
above-the-market average volatility (i.e. higher than 19% of the
broad market as highlighted by light blue boxes). Secondly, the
cyclical sectors tend to have higher-than-average correlation3 to
the market and amongst themselves (as highlighted by dark blue
boxes). Thirdly, defensive sectors tend to have lower-than-average
correlation to the market and amongst themselves. Given the
changes in business cycles, correlations (also volatilities)
dynamically evolve over time, which provide investors with an
option to rotate between cyclical and defensive sector exposure in
the Eurozone.
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Figure 5: Relative performance of cyclical and defensive sectors
(monthly data, Net EUR, Dec. 1998 – Oct. 2014)
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Rotating Cyclical vs. Defensive Sectors

'Spread'

In Figure 5, the upper panel shows the historical performance of
the standard MSCI EMU exposure, along with the MSCI EMU
Cyclical and MSCI EMU Defensive (capped) exposures. The sector
indices actually both outperform (in EUR net terms) the standard
index whose weaker performance can be attributed largely to the
relatively weak (but heavy weighted) performance of Financials
(recall Figure 3). Importantly, this chart illustrates the meanreversion feature of the 'spread' between cyclical and defensive
exposures (until the financial crisis 2008), which can be explained
by different economic regimes (e.g. over-performance of cyclicals
during 'dotcom' and prior to the financial crisis). The defensive
sectors indicate a more robust (positive 'spread' over cyclicals)
behaviour from the middle of 2008, and it can be observed that in
stress periods (financial crisis 2008-2009, EMU sovereign crisis
2011-2012) the 'spread' over cyclicals reacts and gets widened.
This mean-reversion pattern provides an option to tactically rotate
between cyclical and defensive sector exposure. For example, the
UBS Chief Investment Office WM is currently neutral on Eurozone
equities, however, a drill-down to the sector level indicates
preference toward cyclical (in particular: consumer discretionary,
financials and industrials) over defensive sectors (UBS CIO Monthly
Extended, December 2014). Current valuations for the two
exposures (and the broad market) are displayed in Table 1,
whereas Table 2 lists ETFs tracking the benchmark MSCI EMU
Cyclical and Defensive Sectors Indices.

-50%

Dec-98 Dec-99 Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06 Dec-07 Dec-08 Dec-09 Dec-10 Dec-11 Dec-12 Dec-13

MSCI EMU Defensive Sectors Capped / MSCI EMU Cyclical Sectors Capped - 1 (rhs)
MSCI EMU (lhs)
MSCI EMU Defensive Sectors Capped (lhs)
MSCI EMU Cyclical Sectors Capped (lhs)
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Table 1: Index fundamentals
Index

Div Yld (%)
3.2

MSCI EMU

P/E
18.8

P/E Fwd
13.1

MSCI EMU Cyclical Sectors Capped
2.7
19.7
13.1
MSCI EMU Defensive Sectors Capped
3.8
17.5
14.5
Source: MSCI, UBS Global Asset Management, as of October 2014

P/BV
1.5
1.7
1.7

For all charts/tables: Past performance is not a reliable indicator for the future.

Average of all sector pair-wise correlations which approx. equals 70% based on
monthly Net EUR data over the period from Dec.1998 to Oct. 2014.
3

Table 2: UBS ETFs: MSCI EMU Cyclical and Defensive Sectors
Fund name
(Benchmark)
UBS (Irl) ETF plc – MSCI EMU Cyclical UCITS ETF (EUR) A-dis
(MSCI EMU Cyclical Sectors Capped Total Return Net)
UBS (Irl) ETF plc – MSCI EMU Defensive UCITS ETF (EUR) A-dis
(MSCI EMU Defensive Sectors Capped Total Return Net)
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Contact

Andrew Walsh – Head UBS ETF Sales UK & Ireland
Tel. +44 20 7901 5901/ Mob. +44 78 1804 7240
andrew.walsh@ubs.com

Florian Cisana – UBS ETF Sales UK & Ireland
Tel. +44 20 7901 5398 / Mob. +44 78 8009 6848
florian.cisana@ubs.com

E-mail / Website

ubs-etf-uk@ubs.com / ubs.com/etf
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About UBS ETFs
Passive capital investments have been a core competence of UBS Global Asset Management for over 30 years.
This business segment, which includes UBS ETFs, has assets under management of GBP 137 billion
(September 2014). Assets under management in UBS ETFs total approx. GBP 13 billion (September 2014).
UBS is one of Europe's leading ETF providers, and Europe's second largest provider of physically replicated
ETFs (measured in number of ETFs). UBS ETFs replicates 118 indices covering equities, bonds, precious metals,
real estate, commodities and alternative investments. UBS ETFs are listed on four of Europe's leading stock
exchanges: Borsa Italiana, the German Stock Exchange (XETRA), the London Stock Exchange (LSE), and the
SIX Swiss Exchange.
For more information on UBS ETFs: www.ubs.com/etf

UBS Global Asset Management (UK) Ltd is a subsidiary of UBS AG. Registered in England. UBS Global Asset Management (UK) Ltd and UBS Global Asset Management Funds Ltd are authorised
and regulated by the Financial Conduct Authority. UBS Global Asset Management Life Ltd is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority
and the Prudential Regulation Authority. Telephone calls may be recorded.
This document is for Professional Clients only. It is not to be distributed to or relied upon by Retail Clients under any circumstances.
The document has not been prepared in line with the FCA requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead
of the dissemination of investment research.
The Luxembourg and Irish domiciled funds are recognised scheme under section 264 of the Financial Services and Markets Act 2000. They seek UK Reporting Fund Status. The protections
offered by the UK’s regulatory system, and compensation under the Financial Services Compensation Scheme, will not be available.
The Switzerland domiciled funds are not recognised under section 264 of the Financial Services and Markets Act and are therefore subject to the restrictions on promotion in section 238 of the
Financial Services and Markets Act.
The returns payable to the fund are dependent on payments received by the fund from the swap counterparty under the terms of the relevant swap and, therefore are subject to credit risk of
the swap counterparty. In the event that the swap counterparty defaults under the terms of the relevant swap, the funds may suffer a loss.
This material supports the presentation(s) given. It is not intended to be read in isolation and may not provide a full explanation of all the topics that were presented and discussed. Care has
been taken to ensure the accuracy of the content, but no responsibility is accepted for any errors or omissions. Please note that past performance is not a guide to the future. The value of
investments and the income from them may go down as well as up, and investors may not get back the original amount invested. This document is a marketing communication. Any market or
investment views expressed are not intended to be investment research.
The document has not been prepared in line with the FCA requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead
of the dissemination of investment research. The information contained in this document should not be considered a recommendation to purchase or sell any particular security and the
opinions expressed are those of UBS Global Asset Management and are subject to change without notice. Furthermore, there can be no assurance that any trends described in this document
will continue or that forecasts will occur because economic and market conditions change frequently. This document does not create any legal or contractual obligation with UBS Global Asset
Management. The recipient agrees that this information shall remain strictly confidential where it relates to the Investment Manager's business. The prior consent of UBS Global Asset
Management (UK) Ltd should be obtained prior to the disclosure of commercially sensitive information to a third party (excluding the professional advisors of the recipient). Information
reasonably deemed to be commercially sensitive and obtained from UBS Global Asset Management (UK) Ltd should not be disclosed. This information is supplied with a reasonable expectation
that it will not be made public. If you receive a request under the Freedom of Information Act 2000 for information obtained from UBS Global Asset Management (UK) Ltd we ask that you
consult with us. We also request that any information obtained from UBS Global Asset Management (UK) Ltd in your possession is destroyed as soon as it is no longer required. This document
may not be reproduced, redistributed or republished for any purpose without the written permission of UBS AG.
This document is issued by [UBS Global Asset Management (UK) Ltd] and is intended for limited distribution to the clients and associates of UBS Global Asset Management. Use or distribution
by any other person is prohibited. Copying any part of this publication without the written permission of UBS Global Asset Management is prohibited. Care has been taken to ensure the
accuracy of its content, but no responsibility is accepted for any errors or omissions herein.
© UBS 2014. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved. E37

