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Asset class-based diversiﬁca on
Diversiﬁca on: what it is and isn’t
Diversiﬁca on across asset classes is one of the most fundamental principles of investment por olio construc on. The reason for
inves ng in a number of diﬀerent types of assets is that they perform diﬀerently at diﬀerent stages of the economic cycle or in
the face of diﬀerent types of shocks aﬀec ng the economy over me. BetaShares chief economist David Bassanese said when
done properly, diversiﬁca on across asset classes results in “extra return without taking on extra risk”.
Most discussions about asset class-based diversiﬁca on focus on its ability to improve returns for a given level of risk. The
Schwab Center for Financial Research, however, said it is less clearly understood that another advantage of diversiﬁca on is the
poten al to grow wealth (Davidow & Peterson n.d. p.5):

An appropriately allocated por olio helps smooth out the ups and downs of the markets so investors can enjoy the posi ve
compounding of returns over me.
Because well diversiﬁed por olios will not fall as much in the face of a given type of market shock, they are be er able to hold
their value over me. A por olio that loses 25% of its value due to lower economic growth or a sharp rise in interest rates, for
instance, must grow by 33% to reverse the loss. A por olio that has fallen by 10% must only grow by 11% to fully recover
(Davidow & Peterson n.d.).
Bassanese points out that asset alloca on is not the same as asset class-based diversiﬁca on. “Pure diversiﬁca on means ge ng
a be er return for the same level of risk,” he said. This contrasts with just adding bonds to an equity por olio to reduce its
vola lity, as doing so would also reduce long-run returns because bonds tend to return less over me than equi es. Table 1
illustrates the power of asset class-based diversiﬁca on.
Table 1: More than the sum of its parts

(h p://ontrack.mykaplan.edu.au/wp-content/uploads/2018/10/Table-1-More-than-the-sum-of-its-parts.jpg)

Davidow, AB & Peterson, JD n.d., A Modern Approach to Asset Alloca on and Por olio Construc on.
The diversiﬁed por olio’s return is 20% higher than the pure stock por olio and nearly double the commodity por olio’s return.
Addi onally, the diversiﬁed por olio’s average risk is lower (Davidow & Peterson n.d.):

While stocks and commodi es are both deemed rela vely risky investments, combining them helps mi gate the risk of the
por olio. This is due to their rela vely low correla on to one another.

The birth and evolu on of diversiﬁca on …
It was in 1952 that economist Harry Markowitz’s ‘Por olio Selec on’ ar cle was published in the Journal of Finance. In it, he
demonstrated that building a por olio of imperfectly correlated assets could result in reduced por olio risk for a given level of
expected return (Bianchi, Drew & Walk 2017).
Table 2: Correla on matrix between asset classes (2000–2016)
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(h p://ontrack.mykaplan.edu.au/wp-content/uploads/2018/10/Table-2-Correla on-matrix.jpg)

Source: Lezmi, et al 2017 ‘The Quest for Diversiﬁca on, Why Does It Make Sense to Mix Risk Parity, Carry and Momentum Risk
Premia?’
In the same journal 12 years later, Sharpe’s Capital Asset Pricing Model (CAPM) described the rela onship between risk and
expected return. He introduced “beta” as a measure of sensi vity to market risk.
Subsequently, Gary Brinson, Randolph Hood and Gilbert Beebower examined the alloca ons of 91 pension funds. Among their
ﬁndings published in the Financial Analysts Journal in 1986 was that, on average, asset alloca on decisions explained more than
90% of pension fund risk, as measured by the vola lity of returns over me.
In 2000, Roger Ibbotson and Paul Kaplan argued that asset alloca on policy actually explained 100% of the typical individual
investor’s return. That is because the average return of investors who do not beat the market is oﬀset by the average return of
investors that outperform the market (Davidow & Peterson n.d.).

… and perhaps the death of diversiﬁca on
The extremely nega ve impact that the GFC of 2007–2009 had on investment por olios caused many people to ques on the
value of asset class-based diversiﬁca on.
One reality is that correla ons between asset classes — such as interna onal and Australian equi es — depend on the nature of
the shocks aﬀec ng the economy. Nega ve economic shocks that aﬀect the whole global economy, such as the GFC, can cause
both global and domes c equi es to fall. Many mes, it has been observed that diversiﬁca on disappears when it is most
needed. However, diversiﬁca on never promised to ensure gains or prevent losses.
Table 3: Diversiﬁca on helped limit losses and capture gains through the GFC and recovery
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(h p://ontrack.mykaplan.edu.au/wp-content/uploads/2018/10/Table-3-Diversiﬁca on.jpg)

Source: Fidelity n.d. The Guide to Diversiﬁca on
Nevertheless, some believe that the various asset classes are becoming increasingly correlated, therefore making it more diﬃcult
to build a truly diversiﬁed por olio.

Example
According to Huntsley (n.d.):
Interna onal markets have long been the staple for diversiﬁca on, however there has been a marked increase in correla on
between the global equity markets. This is most easily seen among the European markets a er the forma on of the
European Union. In addi on, emerging markets are also becoming more closely correlated with US and UK markets.
Perhaps even more troubling is the increase in what was originally unseen correla on between the ﬁxed income and
equi es markets, tradi onally the mainstay of asset class diversiﬁca on.

PIMCO Australia also says long-term trends such as globalisa on are driving correla ons higher. (PIMCO Australia n.d.)
Davidow and Peterson (n.d.) agree:

We believe that correla ons have been rising due to greater inter-connec vity between global markets. Mul na onal
corpora ons have proliferated to such an extent that what happens in Europe and Asia impacts the US markets and vice versa.
Many Fortune 500 companies in the US depend on emerging markets for growth; and many overseas corpora ons depend on
demand from American consumers. In addi on, access to more informa on via the internet is fuelling the inter-connec vity.
Table 4: Equity correla ons have been rising
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(h p://ontrack.mykaplan.edu.au/wp-content/uploads/2018/10/Table-4-equity-correla ons.jpg)

Source: Davidow & Peterson n.d. A Modern Approach to Asset Alloca on and Por olio Construc on.
Bassanese agreed that correla ons between equity markets have certainly increased. He believed this is due to markets
becoming more globalised and more integrated.
Others have variously pointed the ﬁnger at hedge funds, passive inves ng and exchange-traded funds (ETFs).
“At the margin, passive inves ng may be contribu ng, but I am scep cal because a lot of ac ve investors are index-huggers,”
Bassanese said.
“Hedge funds have been around a long me. Quan ta ve trading has also been around many years. And to the extent there is
more momentum-driven trading, that eventually breaks down. So over me, I am not sure if the asset correla ons are aﬀected
but perhaps within [the] equi es [asset class, correla ons have been aﬀected].”
Another school of thought is that more asset classes are needed to construct a diversiﬁed por olio than in the past (Lezmi et al
2017):

For a long me, a universe of large cap stocks and sovereign bonds was suﬃcient. In the recent years, this has not been the case,
not necessarily because the diversiﬁca on has been reduced but because yields are so low. This is why investment universes have
increased and now include corporate bonds, high-yield bonds, commodi es, real assets and even currencies.

Correla ons were never constant
One cri cism of Markowitz’s original theory was that it assumes asset class return, return vola lity and the correla on in returns
are rela vely ﬁxed, whereas they can change greatly over me as economic condi ons change.
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Example
Bassanese noted that at mes there is a posi ve correla on between equi es and bonds, namely both go up or down at
the same me. Usually, however, correla on between the asset classes is nega ve, such that if bond prices rise, stocks
prices fall and vice versa. It all depends on the stage of the economic cycle and whether the shocks aﬀec ng the economy
are demand-driven or supply-driven.
“When there are mainly demand shocks, causing inﬂa on and interest rates to rise in line with economic growth and
corporate earnings, bonds will do poorly and equi es well when the economy is strong. The opposite applies when the
economy weakens. That is, the more usual nega ve correla on [applies],” he said.
“However there have been periods when the correla on was posi ve. In the mid-1990s, for example, when there was a
structural decline in inﬂa on and interest rates in the US, both bonds and equi es performed well. The correla on was also
posi ve — but in a nega ve way — in the 1970s when the oil shock resulted in stagﬂa on. In that environment neither
bond investors nor equity investors had great outcomes.”

Case study
Alterna ve approaches to por olio diversiﬁca on
During the GFC, almost every long-only asset class — with the notable excep ons of very high-quality government bonds
and cash — lost value. As a consequence, some large ins tu onal investors have shi ed from asset class-based
diversiﬁca on to factor-based asset alloca on. Two fund managers combined forces to show that most well-known factors
have near zero correla on.
They used data from 1973 to 2010 to compare a por olio of ﬁve US domes c and interna onal asset classes with a
por olio of four dynamic styles. The factors included value, momentum and carry. The fourth was a trend style of going
long or short 60 liquid assets based on past-year returns. Their ﬁndings? There were higher returns and lower vola lity from
the factor-based asset alloca on (Ilmanen & Kizer 2012).
PIMCO Australia (n.d.) is an advocate of the risk factor approach. It deﬁnes risk factors as the underlying risk exposures that
drive the return of an asset class. It breaks a stock’s risk into general equity market risk and company-speciﬁc risk. Likewise,
a bond’s risk is a func on of credit or issuer-speciﬁc risk and interest-rate risk:

By understanding the underlying risk factors within various asset classes, investors can ul mately choose which asset class
allows them to most eﬃciently obtain exposure to that par cular risk factor.
It oﬀers the example of a US investor wan ng to add currency risk to the investment por olio. The investor could directly
buy another currency. Alterna vely, if valua ons seem more a rac ve, they could buy foreign equi es or bonds. “Over me
that ﬂexibility can help add signiﬁcant value to a por olio” (PIMCO Australia n.d.).
Yet another approach is risk-parity. This, Bassanese explained, relies on the nega ve correla on between equi es and
bonds being maintained. The basic principle is leveraging a bond investment so that its return is more similar to equity
returns. While adding leverage to a bond exposure increases the vola lity of returns from bonds alone, overall por olio
vola lity might not increase as much, if at all, due to the assumed nega ve correla on between bond and equity returns.
“While all very good in theory, there aren’t a lot of leveraged bond products out there. It hasn’t been widely prac sed
because it is diﬃcult and relies on the nega ve correla on holding up,” he said.
During the stagﬂa on of the 1970s when the correla on between bonds and equi es was posi ve, such that both asset
classes performed poorly, the risk parity approach would have been par cularly disastrous.

Is asset class-based diversiﬁca on s ll relevant?
Deﬁnitely, but it needs to be updated to reﬂect that markets today are diﬀerent from when Markowitz wrote his Nobel-Prizewinning paper.
First, there is fact that correla ons are increasing, at least between the various equity markets that used to be a staple of
diversiﬁca on. Instead of looking for uncorrelated investments, the focus should shi to slight reduc ons in correla on.
Investments with correla ons of 0.5 will provide greater diversiﬁca on beneﬁts than those with 0.7 correla ons.
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Today’s world of globalisa on, and therefore greater connec vity of economies and of ﬁnancial markets, means tradi onal asset
classes are subject to more common shocks than in the past. There is also greater understanding that tradi onal asset alloca on
has been unduly weighted to equity risk.
Moreover, while bonds were tradi onally valued for their steady income streams, their a rac on has dimmed somewhat with
interest rates near all- me lows. And as a corollary, if the risk-free rate (the 10-year government bond yield) is low, then expected
returns from equi es will adjust lower.
In response to all these changes, one approach is to look at less tradi onal asset classes such as commodi es to construct a
diversiﬁed por olio that enhances returns for an investor’s given risk appe te (Davidow & Peterson n.d.).

Consider
Using cash to reduce vola lity and add diversiﬁca on
A common recommenda on for investment por olios has been 60% stocks and 40% bonds. Using a ship as an analogy for
an investment por olio, between 1928 and 2014, stocks provided about 71% of the return, or ‘speed’ of the ship, while the
bonds acted as ‘ballast’ to stabilise the keel.
Bonds have enjoyed a prolonged bull run, but with the Federal Reserve now on the path to normalising interest rates, and
several other central banks set to follow, is it really wise to have a 40% alloca on to bonds over the next few years?
Could cash be the new ballast for equity por olios? Cash is the least correlated of all assets. One study found that cash can
act as an equity por olio stabiliser similar to bonds. However, because cash is so stable, less of it is required to achieve the
same outcome as a bigger alloca on of bonds in a mixed por olio.
Further, unlike bonds, cash can be used to fund short-term expenditures so that the investor does not have to sell long-term
investments at a loss. Cash can also be used to buy undervalued assets as they arise.
Of course, cash provides very li le return, but neither do bonds at the moment. And with interest rates set to rise, returns
from bonds could well be nega ve for a period. (Mindful Inves ng n.d.).

That said, Bassanese believed that tradi onal asset class-based diversiﬁca on remains a valid approach, given it is rela vely easy
to understand and implement compared with newer “more academic” alterna ves. Also important is the role that asset class
diversiﬁca on can play in enabling investors to calibrate their por olios to their desired risk–return se ngs. Adding bonds, for
instance, can dampen downside risk at the expense of some longer-run return.
However, the limita ons of diversiﬁca on also need to be recognised. Diversiﬁca on per se cannot protect investors from
por olio losses during major equity market meltdowns. According to Bassanese, that is why ge ng overall asset alloca on right
— the overall exposure to equi es of any ﬂavour — remains the most important considera on.
In this context, ETFs are useful in two ways. They are an easy way to get exposure to a variety of asset classes beyond just
Australian shares, so oﬀse ng the concentra on of the Australian equity market in resource and bank stocks.
ETFs are also par cularly valuable for retail investors who cannot easily access bonds or interna onal equi es. Prior to ETFs,
investors tended to rely on unlisted (typically ac ve and expensive) interna onal equity and bond managed funds, many of which
failed to beat passive investment benchmarks in any case, Bassanese explained. Addi onally, individual bonds are typically sold in
very large minimum parcel sizes, and access to direct interna onal shares requires an interna onal share trading account.

How many asset classes is enough?
Bassanese noted that the standard diversiﬁed por olio contains ﬁve to six asset classes, says Bassanese. Equi es (domes c and
interna onal) and bonds (domes c and interna onal) typically make up four of the classes, supplemented by cash and perhaps
commodi es.
“You can go into ﬁner asset class dis nc ons but the diversiﬁca on beneﬁts diminish beyond ﬁve to six core groups because
return correla ons within equity and/or bond subgroups tend to be higher. Emerging markets equi es, for example, don’t tend to
add much extra diversiﬁca on beneﬁt as their returns are more vola le than developed equity markets and returns from both
tend to be highly correlated,” he said.
However, one study that examined correla ons from 2002 to 2013 found more than 50 instances of assets being nega vely
correlated (as indicated by the green shading Table 5) (Davidow & Peterson n.d.).
Table 5: Expanded asset classes provide diversiﬁca on opportuni es (2002–2013)

https://ontrack.mykaplan.edu.au/1811-asset-class-based-diversification/2/

6/8

2/7/2019

1811 Asset class-based diversification | Ontrack

(h p://ontrack.mykaplan.edu.au/wp-content/uploads/2018/10/Table-5-Expanded-asset-classes.jpg)

Matrix depicts correla ons of monthly performance data from 1 January 2002 to 31 December 2013.
Source: Davidow & Peterson n.d. A Modern Approach to Asset Alloca on and Por olio Construc on.
The asset alloca ons of a diversiﬁed por olio should be periodically reviewed. Bassanese recommended annually at a minimum.
“If le unchanged, then say if equi es have a very strong run, the por olio will be more exposed to stocks when they are typically
ge ng more and more overvalued,” he said.
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Bassanese added that another reason for an annual check is momentum.
“You tend to see the posi ve asset return momentum over the 12-month period, but a er a year the momentum eﬀect turns
nega ve,” he said.
An alterna ve approach is to review from a tolerance perspec ve. If the equity alloca on has risen from 50% to 60%, for
instance, that may be beyond an investor’s risk tolerance and, therefore, trigger cu ng the alloca on back to 50%.

Conclusion
The world has changed considerably since Markowitz ﬁrst expounded the concept of por olio diversiﬁca on. Markets have too.
They are more interconnected than ever before, and informa on ﬂows more quickly. Arguably, they are more eﬃcient. New
styles of trading and inves ng have emerged, as have new asset classes like infrastructure and private equity. Alterna ves to
asset class-based diversiﬁca on have been developed, but debate con nues over the superior approach.
Technology is playing a role with the rise of robo-advisers and algorithm-driven trading. In the future, ar ﬁcial intelligence may
also have an impact.
What has not changed is investors trying to outperform the market while managing risk. The search for alpha remains. And for
now, asset class-based por olio diversiﬁca on con nues to be a popular approach.
“To paraphrase what Winston Churchill said of democracy; improving risk-adjusted returns through asset class diversiﬁca on isn’t
perfect, but it’s be er than the alterna ves,” Bassanese said.

References
Bianchi, RJ, Drew, ME & Walk, AN 2016, ‘The me diversiﬁca on puzzle: a survey’, Financial Planning Research Journal,
September 2016, Financial Planning Associa on of Australia, Sydney & e Department of Accoun ng, Finance and Economics,
Griﬃth Business School, Griﬃth University, Australia, viewed 9 October 2018 from
<h ps://www.griﬃth.edu.au/__data/assets/pdf_ﬁle/0025/205729/ me-diversiﬁca on-puzzle-bianchi-drew-walk.pdf>.
Davidow, AB & Peterson, JD n.d., A Modern Approach to Asset Alloca on and Por olio Construc on, Schwab Center for Financial
Research, Charles Schwab & Co., Inc., viewed 9 October 2018 from
<h p://content.schwab.com/web/retail/public/asset_alloca on/assets/MKT81752HL-02.pdf
(h p://content.schwab.com/web/retail/public/asset_alloca on/assets/MKT81752HL-02.pdf)>.
Fidelity Viewpoints 2018, ‘The Guide to Diversiﬁca on’, 22 August, Fidelity Ins tu onal Asset Management, viewed 9 October
2018 from <h ps://ins tu onal.ﬁdelity.com/app/item/RD_13569_23899/the-guide-to-diversiﬁca on.html>.
Huntsley, I n.d., ‘Diversiﬁca on: It’s All About (Asset) Class’, Investopedia, LLC, viewed 9 October 2018 from
<h ps://www.investopedia.com/ar cles/ﬁnancial-theory/08/asset-class.asp>.
Ilmanen, A & Kizer, Jared 2012, ‘The Death of Diversiﬁca on Has Been Greatly Exaggerated’, The Journal of Por olio
Management, Spring 2012, Pageant Media Ltd, UK.
Lezmi, E, Malongo, H, Roncallim T, Burgues, A, Knockaert, E & Sobotka, R 2017, The Quest for Diversiﬁca on, Why Does It Make
Sense to Mix Risk Parity, Carry and Momentum Risk Premia?’, 3 October, Amundi Asset Management, Paris, viewed 9 October
2018 from <h ps://hub.ipe.com/ﬁnd-research/white-papers/the-quest-for-diversiﬁca on-why-does-it-make-sense-to-mix-riskparity-carry-and-momentum-risk-premia/10020948.ar cle>.
Mindful Inves ng n.d., ‘7.3 Diversiﬁca on across asset classes (stocks, bonds, and cash)’, viewed 9 October 2018 from
<h ps://www.mindfullyinves ng.com/ar cles/7-diversiﬁca on/7-3-diversiﬁca on-across-asset-classes/>.
PIMCO Australia n.d., ‘Risk Factor Diversiﬁca on, PIMCO Australia Pty Limited, Sydney, viewed 9 October 2018 from
<h ps://www.pimco.com.au/en-au/resources/educa on/understanding-risk-factor-diversiﬁca on>.

https://ontrack.mykaplan.edu.au/1811-asset-class-based-diversification/2/

8/8

