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While the cause and extent of the quarter’s volatility were exceptional, they underlined the 
importance of planning for volatility as a long-term risk to investment portfolios. 

 
The coronavirus pandemic and the economic cost of policy 
measures aimed at mitigating its effect resulted in extreme 
market turbulence during the quarter. 

Volatility jumped above the levels experienced in the 2008 
global financial crisis as stocks swung wildly. When the S&P 
500 Index bounced back by 17.6% over three days through 
March 27, it was the biggest three-day percentage rally on 
record since 1933. 

The MSCI World Index fell 21% during the quarter, in US-dollar 
terms. 

Violent market moves prompted a liquidity squeeze. Selling by 
systematic and quantitative strategies led to indiscriminate 
pressure on share prices. While equity portfolio managers were 
able to execute trades easily enough, widening bid/offer 
spreads pushed up trading costs dramatically. 

In this environment, standard risk models performed poorly. 
That’s because risk models are based on recent historical data 
and have no close precedent for what’s happened. In many 
cases, companies whose stock prices are normally 
uncorrelated suddenly became correlated.  

Lower-beta stocks and higher-profitability stocks fell less than 
the market. Stocks of companies with low leverage performed 
better than stocks with higher leverage. Growth stocks 
outperformed value, and large-cap outperformed small-cap.  

But stocks with high dividend yields, which are typically seen 
as defensive, underperformed the market amid concerns that 
companies may cut payouts. Some industries that were 
resilient in past downturns, such as real estate and utilities, 
didn’t protect portfolios to the same degree as in the past. 

In Australia, the S&P/ASX 300 Accumulation Index fell 23.4% 
in local-currency terms. The top-performing sectors were 
consumer staples and healthcare, helped by a flight to safety. 
Real estate, normally a beneficiary of such behaviour, was 
instead one of the largest detractors on concerns about 
demand post-COVID-19 if many retail companies are forced to 
close and office demand dries up. 

 

Display 1: High Valuations, Low Volatility (VIX) Persist 
VIX vs. S&P/ASX 200 P/FE Index 

Historical analysis does not guarantee future results. 
Through March 31, 2020 
Source: FactSet 

 
Display 2: Australian Yields Stay Low 
10-year Government Bond Yield (Percent) 

Historical analysis does not guarantee future results. 
Through March 31, 2020 
Source: FactSet 

2

4

6

8

10

12

14

16

18

20

0

10

20

30

40

50

60

70

80

90

08 09 10 11 12 13 14 15 16 17 18 19 20

Aux VIX (Left Scale) ASX 200 P/FE

0

1

2

3

4

5

6

7

8

08 09 10 11 12 13 14 15 16 17 18 19 20



AB VOLATILITY INSIGHTS  1Q 2020 

 

2 

In fixed-income markets, the yield on many government bonds 
moved to extreme lows while a squeeze on liquidity caused 
shorter-dated credits to underperform their normal beta. 

GDP COULD FALL 10% 
In the near term, we are clearly looking at a substantial—
perhaps unprecedented—decline in global economic activity. 
Social distancing policies—shutdowns, school closures, travel 
restrictions, and so on—are proving to be effective at slowing 
the spread of the virus through the community.  These policies 
are now in place across most major economies; the severity 
and length of those restrictions are, however, yet to be 
established.  Countries that had early success in controlling the 
spread—Singapore, Japan, Hong Kong and others—are now 
having to impose additional measures.  

The precise magnitude of economic decline is difficult to 
quantify and will depend on how quickly restrictions can be 
lifted. But it’s quite plausible that GDP could be down 
somewhere in the order of 10% (non-annualised) in many 
economies in the second quarter.  And, along with that, we’ll 
see a huge rise in unemployment. 

The contours of that economic hit—which have been visible in 
China for a while—are starting show up in the economic data 
elsewhere.  An extra 17 million new unemployment claims in 
the US in the last three weeks and a record 62-point drop in 
Australia’s business confidence index may be a foretaste of 
what’s to come. 

GROUNDS FOR CAUTIOUS OPTIMISM 
While we expect more market volatility in the short term, this is 
likely to ease should signs appear that the public health crisis 
is being brought under control. We believe there is reason to 
be cautiously optimistic about the second half of the year and 
that, as people return to work and conditions begin to 
normalise, there could be potentially quite sharp recoveries in 
some assets that have been oversold.  

There are risks, however: for example, a second wave of 
infections in countries like China, which appear to have gained 
the upper hand in dealing with infections; and the vulnerability 
of certain industry sectors to enforced economic inactivity, 
which may lead to a spike in defaults. While government 

support for business announced to date has been encouraging, 
it could not possibly stabilise all companies and we regard an 
increase in defaults, particularly among companies with 
stretched balance sheets, as virtually inevitable. 

SOME WAYS TO REDUCE PORTFOLIO VOLATILITY 
While the volatility experienced during the quarter was extreme 
and we expect a return to more normal conditions over time, 
we believe it’s important that investors view volatility as a long-
term risk and that they should factor it into their portfolios 
accordingly. To this end, we suggest that investors consider 
certain volatility-aware principles when thinking about their 
equity and fixed-income strategies. 

We believe that Australian equity investors wishing to avoid too 
much volatility in their portfolios should look carefully at their 
exposures to banks and resources, which are both large 
weights in the S&P/ASX 300 but which, over time, can be 
unattractive in terms of stability.  

One solution might be more rigorous stock selection, and a 
reduction in weightings to these sectors; alternatively, investors 
can seek to mitigate the risks at the portfolio level by 
considering an actively managed, low-volatility strategy as part 
of their overall equities exposure.  

Such a strategy, in our view, should include some scope for 
investing outside Australia, to diversify beyond the relatively 
concentrated (and frequently volatile) domestic market. 

Our volatility-aware equity portfolios have had a lower beta 
than the market and attractive free cash flow. Our fundamental 
research insights aim to reduce our exposure to stocks with 
cyclical pressure, balance-sheet stress or negative events. 

For fixed-income investors, one way to reduce volatility is to 
diversify beyond the Australian bond market by investing 
globally, across all sectors (such as government, corporate and 
asset-backed bonds), without reference to market indices. 

Australia has a relatively small and concentrated bond market, 
and indices tend to be inherently volatile as they are weighted 
towards large borrowers, the extent of whose liabilities can be 
a source of volatility during market stress. 
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All returns and financial information are as of March 31, 2020. Source: Factset and AB 
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