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How can expected returns be 
enhanced without increasing risks? 
We discuss cutting-edge visualisation 
tools and a first-principles approach to 
secure the predictable benefits of a 
diversified portfolio.
Low interest rates across the Eurozone have focused 
investors’ attention on improving risk-adjusted returns. 
As an essential step, fully embracing diversification 
must be at the top of everyone’s mind. While 
diversification benefits are much discussed, we believe 
that many portfolios are still overly reliant on domestic 
assets and on equities.

One explanation for these biases may be that a more 
diversified portfolio often becomes more complex and 
expensive to manage. Outsourced solutions such as 
multi-asset funds can help in this regard.

Another challenge is that while the concept of 
diversification is well known, there isn’t a widely 
accepted means of implementing it in practice. On the 
contrary, many researchers have come up with different 
models, rules, and shortcuts for diversifying portfolios.

These proxies tend to run into one immediate hurdle: the 
complexity of financial markets. Asset classes do not 
follow normal distributions or conform to historical 
patterns, and the relationship between asset classes is 
always changing through time.
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How to optimise 
diversification to 
improve risk-adjusted 
returns

Correlation matrices are one way of showing the 
dependencies between asset classes, and we can 
visualise this information in correlation galaxy charts 
that plot highly correlated asset classes in close 
proximity to each other and uncorrelated ones further 
apart. Particularly high correlations are emphasised 
with dotted, solid or bold lines.

Low interest rates across the 
Eurozone have focused investors’ 
attention on improving risk-
adjusted returns. 
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Figure 1: Visualising asset class diversification

Source: LGIM analysis
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Looking at Figure 1, we see a few 
predictable patterns:

• Developed-market equities are relatively closely 
correlated.

• In bonds, the high-quality German, French and 
Dutch markets are closely related with each 
other, but also closely linked to US and UK bonds.

• Sovereign credit risk separates these bonds from 
the Spanish, Italian and Portuguese debt markets.

• Credit markets share some characteristics with 
government bonds and equities – they are often 
connected to the same corporate issuers, after all 
– with high yield being much more closely linked 
to equities.

Figure 1 also highlights a few 
potential portfolio diversifiers:

• Japan and frontier markets have relatively lower 
correlations to other equities.

• Commodities, infrastructure, emerging-market 
local and hard-currency debt, and property 
provide some diversification away from the 
bond/equity axis.
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This is not the end of the diversification 
challenge, however... 
Asset allocation is further complicated by changes in the 
correlation structure of asset classes that we can observe 
over time. For example, European bond markets looked 
highly correlated for a long time – as if there was no 
benefit in diversifying among them. The European 
sovereign credit crisis, of course, laid bare the hidden 
underlying risks, as Figure 2 illustrates.

In the pre-crisis period, all Euro government bond 
markets were strongly correlated with each other and 
some portfolio diversification could be achieved through 
allocating to different bond market currencies (the Euro, 
US dollar, and sterling).

But more recently, we can observe a different pattern: 
the risk-free curves exhibit relatively strong correlations 
regardless of their currency, and corporate bond markets 
also move broadly in line, but there is now a new factor 
of peripheral Euro sovereign risk.

So while historical correlations can help us to identify 
patterns and draw some initial conclusions, we cannot 
rely on data from the rear-view mirror alone. We need to 
augment that information with our own expert 
knowledge and forward thinking.

Three steps to better risk management
While many investors have incorporated some degree of 
diversification into their portfolios over the past few 
years, we believe that there is still room for further 
improvement. This can be implemented not only in 
terms of the number of and selection of diversifying 
assets within a portfolio, but also in the weight given to 
those diversifying asset classes.

Despite the complexity of the data, our research suggests 
that there are three pragmatic, qualitative steps to help 
investors move towards a more diversified portfolio. We 
employ these alongside more rigorous analysis, but in 
our experience they can also help investors reach better 
outcomes if used in isolation.
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Figure 2: Correlations between European sovereign credits before the crisis (1998-2007, LHS) and after (2009-2018, RHS)

Source: LGIM analysis
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The rationale for allocating to 
additional asset classes is that they 
can provide exposures to return 
sources that are different from the 
equities and high-quality bonds of a 
conventional balanced portfolio. 

As our analysis in Figure 1 (page 2) 
emphasises, there won’t be a single 
“magical” asset class that will 
transform a portfolio; 
diversification is about adding a 
multitude of different exposures.

Beyond the quantitative analysis, 
understanding the underlying 
driver of returns is helpful too. For 
example, the returns in emerging-
market debt are linked to the credit 
quality of emerging-market 
countries, not the corporate sector. 
And while high yield is linked to 
corporate balance sheets and 
therefore equities, it can perform 
well in market environments 
different from those favourable to 
stocks. Real assets, whether 
accessed as direct investments or 
through listed alternatives, can 
meanwhile provide exposure to 
physical assets with typically stable 
and broadly inflation-linked returns.

We believe that regional 
diversification should be the 
second pillar of an institutional 
portfolio, and we are particularly 
interested in managing regional 
economic and political risks. 

Most of this is related to equities, 
but investors should not forget the 
exposures they obtain through 
various other asset classes, as our 
analysis of sovereign credit risk in 
Figure 2 (page 3) shows.

When we design a regional 
allocation, we pay particular 
attention to the following three 
considerations:

First, we want to avoid the 
traditional home bias of many 
investors; global exposure provides 
a portfolio with protection against 
decelerating Eurozone growth or 
local political risks.

Second, investing into generic 
global or developed market indices 
often results in a large exposure to 
North America given the large size 
of US capital markets, which may 
expose a portfolio to a narrow set 
of economic or political risks that 
we want to minimise.

Third, we want to increase the 
allocation to emerging-market 
countries from benchmark defaults 
given their market capitalisation is 
small compared with other measures 
of their importance such as their 
GDP, growth, and population.

An additional issue when 
diversifying assets globally is that 
doing so leads to higher exposure 
to foreign currencies. This naturally 
invites the question of what level of 
currency hedging European 
investors should implement. 

Opinions on currency hedging differ 
widely, and the total asset exposure, 
risk appetite and investment beliefs 
will each play a role as well. But we 
believe that investors should 
consider their overseas currency 
exposure and hedging decisions as 
part of their overall portfolio 
construction, not just on an asset 
class by asset class basis.

Currency exposure can provide 
enhanced diversification, act as a 
hedge against tail risks, and offer 
additional returns. Exposure to 
safe-haven currencies such as the 
US dollar, Japanese yen and Swiss 
franc, for example, tends to 
mitigate risk in market downturns. 
Foreign currency exposure can also 
provide straightforward protection 
against any Eurozone-specific risks. 
Finally, high-yielding currencies – 
emerging-market currencies in 
particular – have historically 
generated attractive risk-adjusted 
returns for investors.
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Diversification in action
While diversification is commonly talked about as a risk 
management tool, it directly improves returns through a 
diversification bonus too, as the lower risk reduces the 
volatility drag and boosts geometric returns. And of 
course investors may decide to use efficiency gains to 
achieve higher returns instead of reducing risks. 
Eurozone investors in particular will be eager to raise 
return expectations given the low-yield environment in 
which they find themselves.

To illustrate the benefits of diversification, in Figure 3 we 
examine the performance profile of three portfolios. In 
the middle is a relatively standard balanced portfolio of 
developed equities and euro government bonds and 

cash. To its left is a diversified portfolio, where we have 
introduced a number of additional asset classes such as 
emerging-market debt and equity, property, listed 
alternatives, and high yield. This portfolio also carefully 
diversifies the geographic allocation and uses currency 
exposures for risk management and incremental 
returns. On the right is a portfolio 100% invested in 
developed equities.

Figure 3 :Historical analysis of the risk and returns of a diversified portfolio
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Diversified 60:40 Equities
The value of an investment and any income taken from it is not guaranteed  
and can go down as well as up, you may not get back the amount you originally invested.
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No panacea, but a time-
tested improvement in 
portfolio efficiency
While there is no panacea when it comes to managing 
the effect of market volatility, we believe the simple 
steps we have laid out above can help European investors 
improve the efficiency of their portfolios. 

Diversification is crucial to providing a portfolio with a 
multitude of exposures that should help to produce 

returns in a broader range of market scenarios and 
reduce the portfolio’s dependence on the equity market’s 
performance alone. Diversifying can also assist in 
providing natural risk hedges, for example through 
exposure to a safe haven like the US dollar. Finally, 
diversification should make a portfolio more efficient 
and investors can use these gains to boost their expected 
returns or to reduce risks.

In this example, the broadly diversified portfolio generated higher total returns than the 60/40 portfolio for a similar 
level of volatility. Indeed, the diversified portfolio’s returns were in line with those of the pure equity portfolio but 
with considerably less volatility. The diversified portfolio also featured additional resilience in the form of a much 
reduced tail risk, of -10.5% versus -15.1% for the 60/40 portfolio and -28.0% for the equity portfolio.1 

1 While both the diversified and 60/40 portfolios performed similarly in 2008, the 60/40 portfolio also had a material drawdown in 2000 given its equity 
exposure. Having moved away from equities, the diversified portfolio would have displayed considerably less downside.

Past performance is not a guide of the future

Source: LGIM analysis, risk and return are from a 25-year backtest covering 1994 to 2018.
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Assets Diversified 60:40 Equities
Developed equities 0.0% 60.0% 100.0%

Europe ex UK Equity 8.5% 0.0% 0.0%

Developed Small Cap 4.0% 0.0% 0.0%

North America Equity 9.5% 0.0% 0.0%

UK Equity All Cap 2.5% 0.0% 0.0%

Japan Equity 5.5% 0.0% 0.0%

Asia Pacific ex Japan Equity 3.5% 0.0% 0.0%

Emerging Market Equity 6.5% 0.0% 0.0%

Nominal bonds (EUR, global) 6.0% 40.0% 0.0%

Index-Linked Bonds (EUR, USD, GBP) 5.5% 0.0% 0.0%

IG Corporate Bonds (EUR, USD, GBP) 19.5% 0.0% 0.0%

Emerging Sovereign Debt (USD, Local) 9.0% 0.0% 0.0%

High Yield Bonds 5.5% 0.0% 0.0%

Global Infrastructure 5.0% 0.0% 0.0%

Global Real Estate 8.0% 0.0% 0.0%

Commodities 1.5% 0.0% 0.0%

Total 100.0% 100.0% 100.0%

Historic return (p.a.) 6.9% 6.0% 7.0%

Volatility (p.a.) 8.9% 8.8% 14.7%

VaR 95% 1Y -10.3% -15.1% -28.0%
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Why invest with Legal & 
General Investment 
Management?
• LGIM is the investment management arm of Legal & 

General Group, a FTSE 100 company founded in 1836.

• We are one of Europe’s largest asset managers and a 
major global investor, with assets under management 
of €1.1 trillion (as at 31 December 2018).2  

• Our success has been built by focusing on clients and 
providing them with services and solutions that meet 
their needs.

• We offer strategies across the full spectrum of asset 
classes, including equities, bonds, property, 
alternatives and cash, as well as multi-asset strategies 
tailored to the needs of institutional and retail 
investors.

• We play an active role in the companies we invest in, 
from exercising shareholder voting rights to directly 
engaging with companies at a board level. 

2 LGIM internal data as at 31 December 2018, including derivative 
positions and advisory assets. These figures include assets managed by 
LGIMA, an SEC Registered Investment Advisor.
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CONTACT US

For further information please contact us:

Tom O’Gorman

  00 35 19058520   Tom.ogorman@lgim.com

Richard Kelly

  00 35 19058522   Richard.kelly@lgim.com

We record and monitor calls. Call charges will vary. 

Important Notice 

Legal & General Investment Management Limited (Company Number: 02091894) is registered in England and Wales and has its registered office at One 
Coleman Street, London, EC2R 5AA (“LGIM”).

LGIM is authorised and regulated by the Financial Conduct Authority. The value of an investment and any income taken from it is not guaranteed and can 
go down as well as up, you may not get back the amount you originally invested.

This document is designed for our corporate clients and for the use of professional advisers and agents of Legal & General. The views expressed within 
this document are those of Legal & General Investment Management, who may or may not have acted upon them. The information contained in this 
brochure is not intended to be, nor should be construed as investment advice nor deemed suitable to meet the needs of the investor. Nothing contained 
herein constitutes investment, legal, tax or other advice nor is it to be solely relied on in making an investment or other decision. This document, and any 
information it contains, has been produced for use by professional investors and their advisors only. It should not be distributed without the permission of 
Legal & General Investment Management Limited. This document may not be used for the purposes of an offer or solicitation to anyone in any jurisdiction 
in which such offer or solicitation is not authorised or to any person to whom it is unlawful to make such offer or solicitation.

As required under applicable laws Legal & General will record all telephone and electronic communications and conversations with you that result or may 
result in the undertaking of transactions in financial instruments on your behalf. Such records will be kept for a period of five years (or up to seven years 
upon request from the Financial Conduct Authority (or such successor from time to time)) and will be provided to you upon request.

 lgimetf.com


