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The March 2020 quarter reminds us that the perception and the reality of portfolio diversification can turn out 
very different in adverse market environments. But that’s precisely when multi-asset investment portfolios 
need reliable diversification the most. 

Many investments claim to offer diversification benefits only to end up highly correlated with equities on the 
downside and incurring outsized losses precisely when their advertised diversification benefits were most 
needed. 

The lesson here is to look beyond asset class labels and focus instead on the underlying risk drivers that 
determine investment performance. To think about how those risk drivers will impact performance in different 
market environments and whether they are sufficiently different from the equity risk drivers that tend to 
dominate most multi-asset investment portfolios. 

Viewing portfolio construction through the lens of 
underlying risk drivers leads to different conclusions, 
compared to focusing on asset class labels. The 
former leads to reliable diversification that delivers 
when most needed. The latter gives only the 
appearance of diversification. 

Specifically, in fixed income, watch out for investments 
that behave like defensive fixed income on the upside 
but more like equity investments on the downside. 
From a diversification perspective, that’s like an 
umbrella which only opens on sunny days. It fails to 
provide protection when most needed. 

In this article we review the risk drivers of conventional 
fixed income investments – duration and credit – 
specifically from a multi-asset portfolio diversification 
perspective. We then evaluate how well they 
performed as diversifiers through the Q1 2020 turmoil. 

But first, what are the key diversification takeaways from the March quarter? 

• For reliably diversified portfolios, ignore asset class labels and focus instead on the underlying risk drivers 
of investments. Otherwise you end up just adding the same risks, only with different labels. 

• Duration did OK as a diversifier for equity risk, but not nearly as well as it has in the past. 

• Credit was a poor diversifier for equity risk. 

• Despite labels, even ostensibly ‘safe’ investment grade credit has more in common with equities than 
defensive bonds, when viewed through the lens of underlying risk drivers. 
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Genuine and reliable risk diversification for multi-asset portfolios comes from adding investments whose 
underlying risk and return drivers are different to the conventional economic forces that dominate equity 
returns.  

Even better are investments that offer these attributes, while also maintaining a consistent volatility profile and 
reliable liquidity, irrespective of the market environment. Best of all are investments that wrap all these 
attributes into a positively skewed return profile that offers additional performance upside when equities incur 
losses. 

Duration was an OK diversifier (but not like the good old days) 

The interest rate duration exposure inherent in conventional government bond investments has long been the 
go-to diversifier of choice for multi-asset investment portfolios.  

The basic idea is that when equities fall, bond yields decline, resulting in capital gains on bond holdings, which 
help offset equity losses. In this way duration can help dampen overall portfolio performance volatility and 
reduce total portfolio level drawdown risk. The higher the starting point of bond yields (i.e. the yield cushion), 
the better this dynamic works. 

Looking backward, we can point to historical episodes where duration has indeed worked very well as a 
defensive risk diversifier, with the best (relatively) recent example being the 2008 financial crisis (GFC). But 
since then, duration has been working less well. 

As the table below shows, over subsequent equity drawdown periods following the GFC, the defensive 
protection provided by conventional government bond investments (i.e. duration) has progressively decreased 
as yield cushions shrunk.  

 
Q1 2020 saw the largest global equity market drawdown since the GFC and in some respects a more violent 
one. Against this backdrop, government bonds did not provide the same diversification benefits as they have 
in the past. 

As the chart below shows, government bonds have generally been more positively correlated with equities 
than they have in the past, which is bad from a diversification perspective. 
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Why have government bonds and equities become more positively correlated? We can point to extreme 
central bank intervention across global financial markets as a recent cause, while a longer history of bond vs. 
equity correlations shows substantial fluctuations across varying macroeconomic and policy regimes. 

For multi-asset portfolios, it’s about a nuanced re-assessment of how government bonds are expected to 
behave, an objective scrutiny of how reliably duration exposure can continue to play its defensive role and 
balanced consideration of the tail-risk scenarios that might play out because of the unprecedented fiscal and 
monetary policy actions currently being implemented. 

Credit was a poor diversifier 
It’s only within the past decade that material credit risk has crept into defensive fixed income allocations. 
However, as collapsing interest rates intensified pressure on bond investors to boost returns, corporate bonds 
became the favourite sub-asset class within fixed income for yield hungry investors. 

As a result, there has been a 
pronounced ‘credit creep’ theme 
whereby even ‘defensive’ portfolios 
have persistently increased 
allocations to credit investments in 
pursuit of higher yields. 

While these credit exposures have 
historically driven higher returns, 
they come at the cost of introducing 
equity beta into these portfolios, 
which compromises their 
diversification and downside 
protection benefits in adverse 
market environments. 
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These dynamics played out in a big way 
during Q1 2020, when credit heavy fixed 
income portfolios suffered large losses as 
equities fell. To make matters worse, much 
of the credit investment universe also 
became highly illiquid, forcing many funds 
to impose large sell spreads.  

When assessing the above credit losses, 
it’s important to do so in the context of the 
role those investments were supposed to 
play in a broader multi-asset portfolio. 

It should be obvious that some segments 
of credit markets will get hit hard when 
equities fall (e.g. high yield, leveraged 
loans) and are therefore clearly not 
suitable for playing a defensive role.  

However, we find it’s underappreciated just how much ostensibly ‘safe’ investment grade / diversified fixed 
income investments can also fall and they often are used specifically to play a defensive role. It is in these 
cases where there was the greatest divergence between investors’ diversification expectations and the 
reality of what transpired. 

IG credit returns can exhibit low (or even negative) correlation to equities in benign market environments but 
then become positively correlated when equities fall materially, as shown in the chart below.  

 

Through most of 2019, which was a positive equity market environment, credit behaved well, maintained low 
volatility and did not exhibit a strong positive correlation vs. equities. However, when the Q1 2020 sell-off hit, 
credit became highly volatile and correlated with equities on the downside, incurring substantial losses in the 
process.  

When viewed through the lens of underlying risk drivers, it becomes clear that credit heavy fixed income 
portfolios have more in common with equities than defensive bond investments. Therefore, from an asset 
allocation perspective, being long equities and being long credit represents very similar risk, just with different 
levels of volatility. 
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While the diversification argument for adding credit to equity heavy multi-asset portfolios is weaker at 
present, there may be other reasons for investing in credit. For example, as a tactical move to exploit 
particularly attractive standalone opportunities, as a lower beta equity replacement or as an income 
alternative to dividend paying stocks. 

Whatever the use case, it’s important to be clear about what role credit investments are intended to play in 
a portfolio and whether their risk vs return and liquidity characteristics are optimal for reliably playing that 
role. 

Implications for portfolio construction   

Any investment that exhibits low volatility and low correlation vs. equities only in benign market 
environments, while becoming highly volatile and highly correlated with equities every time they fall, can 
hardly claim to be a good diversifier. It’s like an umbrella that only opens on sunny days. 

To be clear, there is nothing inherently wrong with credit or duration based fixed income investments. Like 
any other investment, they come with certain risks in exchange for the returns they offer. Problems arise 
when they don’t behave as expected and fail to play the portfolio role they were supposed to. 

What matters for achieving genuine and reliable risk diversification is considering how these exposures will 
behave in different scenarios, how those behaviours can change in varying market environments and how 
they will interact with other investments in the portfolio. 

While the general concept of investment portfolio diversification is well known, the importance of focusing 
on underlying risk drivers rather than asset class labels is less well understood. 

Genuine and reliable risk diversification for multi-asset portfolios comes from adding investments whose 
underlying risk and return drivers are different to the conventional economic forces that dominate equity 
returns.  

Even better are investments that offer these attributes, while also maintaining a consistent volatility profile 
and reliable liquidity, irrespective of the market environment. 

Best of all are investments that wrap all these attributes into a positively skewed return profile that offers 
additional performance upside when equities incur losses. 
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The information in this article is current as at the date of publication and is provided by Ardea Investment Management Pty Limited (Ardea) ABN 50 132 
902 722 AFSL 329 828. The information is intended solely for holders of an Australian Financial Services License, institutional or other wholesale clients.  
It is intended to be general information only and not financial product advice and has been prepared without taking into account your objectives, financial 
situation or needs.  You should consider the applicable disclosure document or product disclosure statement (PDS) and any additional information booklet 
for the Fund before deciding whether to acquire or continue to hold an interest in the Fund. These documents can be obtained from your financial adviser, 
our Investor Services team on 13 51 53, or on www.fidante.com.au.  Past performance is not a reliable indicator of future performance. Neither your 
investment nor any particular rate of return is guaranteed. Fidante Partners Limited ABN 94 002 835 592 AFSL 234668 (Fidante Partners), is the 
responsible entity of the Fund.  Other than information which is identified as sourced from Fidante Partners in relation to the Fund, Fidante Partners is not 
responsible for the information in this publication, including any statements of opinion. The information is not intended to be relied upon as a forecast or 
research and is not a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy, nor is it investment advice. 
Neither of Fidante Partners nor Ardea makes any representation or warranty as to the accuracy of the data, forward‐ looking statements or other 
information in this material and shall have any liability for any decisions or actions based on this material. Neither of Fidante Partners nor Ardea undertakes, 
and is under any obligation, to update or keep current the information or opinions contained in this material. The information and opinions contained in this 
material are derived from proprietary and non‐proprietary sources considered by Fidante Partners or Ardea (as applicable) to be reliable but may not 
necessarily be all-inclusive and are not guaranteed to be accurate. 
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