
Non-correlated investments in 
a highly correlated world  
Alex Lee

T
he behaviour of financial assets during the 2020 
pandemic triggered a re-examination of the 
role of correlation in portfolios. Most market 
participants were surprised that the historically 
observed negative correlation between certain 
assets did not eventuate in the r expected manner. 
This observation worried the Future Fund’s new 

CIO, Sue Brake, sufficiently to initiate an examination into long-held 
beliefs of the use of correlation in portfolios.

A primer on correlation 
If asset A is positively correlated to asset B, the returns of asset A 
would move in tandem with the returns of asset B. 

For example, Westpac stock is considered positively correlated to 
NAB stock. Both stocks would go up or down at the same time. In 
this example, these two stocks are positively correlated (a correla-
tion reading closer to 1). Negatively correlated assets would move 
in opposite directions (a correlation reading closer to –1). Uncorre-
lated assets would move independently of each other a (correlation 
reading closer to 0).

Portfolio allocators use correlation to optimise returns for a given 
level of risk. Putting positively correlated assets in a portfolio might 
provide an enhanced return but will not reduce the portfolio’s volatil-
ity. Negatively correlated assets can reduce volatility, but the portfo-
lio’s performance might be detracted due to the negatively correlated 

assets performing in the opposite direction. The ideal is an uncor-
related asset which generates returns independently from the other 
assets. This allows for reducing the dispersion of possible returns 
while optimising for the highest expected return.

The 60/40 portfolio
One can observe the usage of correlation in a common portfolio al-
location strategy—the 60/40 portfolio. This portfolio allocates 60% 
to equities and 40% to bonds. 

It is a strategy that utilises the historically negative correlation be-
tween equities and bonds to lower the volatility of the portfolio while 
retaining exposure to equities as the return-generating assets. When 
equities do well, their outperformance usually overwhelms that of 
the underperforming bonds. When equities go through a downturn, 
bonds stabilise a portfolio with their consistent returns. Bonds pro-
vide the stability and consistency to preserve a portfolio’s returns 
while the riskier equities hunt for higher returns.

The net result of a 60/40 portfolio is returns with a lower disper-
sion around an average return, providing the portfolio with stability 
and consistency.

The cornerstone of such a portfolio is the stabilising characteristic 
of bonds. Bonds have long been considered a safer asset than equi-
ties because bonds rank higher than equities (bondholders get paid 
first from regular earnings), provide regular income and, barring 
any credit events, pay back principal. These characteristics of bonds 
make them good candidates to be the counterbalance to equities.
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The quote

This unreliability of 
correlation means 
that asset behaviour 
might swing in the 
most disadvantageous 
manner in times of 
need.

Reliability of historical correlations is 
in doubt
While bonds remain the stabilising investment for many 
portfolios, their expected characteristics are being tested 
by current market conditions. Near-zero interest rates 
around the world imply less headroom for bond returns. 
Credit spreads on corporate bonds have tightened due to 
surging money supply. Bond prices are inherently lim-
ited to a ceiling, and prices are close to that ceiling. 

This means that when equities go through a down-
turn, bond prices and returns are close to being maxed 
out, and hence cannot offer the desired correlation effect. 

The above issue was observed in March 2020 when 
bond prices dived along with equities. This positive cor-
relation is the opposite of past observations. Investors are 
starting to realise that correlation can change over time. 
This unreliability of correlation means that asset behav-
iour might swing in the most disadvantageous manner in 
times of need. 

Some investors have started seeking 
fixed income alternatives
Facing such potential risk, investors started seeking alter-
natives in assets as wide ranging as real estate, emerging 
market equities and bonds, gold and other precious met-
als, commodities, fine art, collectables, wine, litigation 
financing, trade financing, forests, and life settlements.

Some of these may be more suitable as risky assets. 
Some have established markets, some do not. Some oper-
ate in highly information asymmetric industries (sellers 
know more than buyers). Some are private markets with 
high barriers of entry and low liquidity. 

Faced with such variety, evaluating the suitability of 
these alternatives requires a framework for analysis and 
comparison. A suggestion is to revert to first principles—
portfolio stability being the end goal. Hence, one could 
dive deeper into how returns are generated to look for 
stability and non-correlation. 

Consider the concept of a ‘bedrock investment’, that 
is, an investment that generates consistent and stable re-
turns and provides non-correlation at times of distress.

Finding bedrock investments
A bedrock investment has three main criteria: 
• It should generate consistent and stable returns. 
• Its value should grow or fall independently of other assets. 
• Its performance during period of general stress should 

also be independent.
Once an asset passes the initial filters listed above, a 

deeper dive into how returns are generated is suggest-
ed. The risks associated with the generation of returns 
should be evaluated for any potential similar risks in the 
risky asset allocation. 

For example, investing in a share margin loan provid-
er would give the same risk profile as equity risk. More 
care should also be given to how risk is mitigated in the 
investment. 

Life settlements—a bedrock 
investment case study 
Using the Laureola Investment Fund as a proxy for life 
settlements, the following discussion will run through 
the two-step process suggested above to evaluate life set-
tlements as a bedrock investment candidate. 

Note: For the purpose of this case study, differences 
in foreign exchange are ignored because the focus is on 
examining the returns’ characteristics. The Laureola In-
vestment Fund’s base currency is USD, while the com-
parison assets are denominated in AUD.

3Investment www.fsadvice.com.au
April  |  2021

Life settlements are resold life insurance 

policies 

Life settlements can be understood as financing to 

individuals backed by that person’s life insurance 

policy. A life-settlement investor will provide an 

initial outlay to the insured and pay the ongoing 

premiums on the policy until maturity. At maturity of 

the policy (when the insured dies), the investor is then 

compensated with the full face-value of the policy.

Life settlements service a need in society because 

they provide insureds, usually seniors, with more 

choices in obtaining liquidity from an insurance policy 

(which is an asset the senior has paid for over a 

long period of time). The insured can obtain a higher 

cash value for their policy. The insured effectively 

obtains better terms than otherwise available from the 

insurance company.

Life settlements give the individual policyowner more 

control and promotes equality among participants in 

the life insurance industry. The life settlement industry 

is paying forward the death benefit to the insured while 

they are still alive.

When viewed with such lens, one can see how the life 

settlement is disrupting the insurance for the good of 

the insured. The US Government seems to agree—

one of the most recent laws is a Bill introduced in 

2020 (the Senior Health Care Planning Account Act), 

providing better tax incentives for seniors to sell their 

policies to the life settlement market.

Most life settlements are backed by insurance 

companies rated A or better.
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Stage 1. Gauging bedrock investment 
characteristics 
A study of performance will yield an initial view of wheth-
er an asset should be further considered as a bedrock in-
vestment. Historical data is sufficient for this stage.

Criterion 1. Consistent and stable returns
Consistency is evident from performance over a long pe-
riod of time. In this examination, a three-year period was 
chosen as a balance between averaging out extraordinary 
years and staying timely.

Figure 1 shows the distribution of the Laureola Invest-
ment Fund’s annualised returns over multiple three-year 
periods. The fund’s returns tended to be higher than that 
of the S&P/ASX 200 and three-year bank term deposit 

rates since May 2013. This highlights the consistency of 
performance over a three-year timeframe.

The second part of criterion 1 is stability. Stability can 
be measured through how widely dispersed the returns 
of the asset are. Figure 2 compares the dispersion of 
monthly returns between the Laureola Investment Fund 
and the S&P/ASX 200. The narrow range of returns for 
a life settlement fund suggests volatility of returns closer 
to that of fixed income when compared with the S&P/
ASX 200’s wide dispersion of returns.

Criterion 2. Measured non-correlation with other 
assets
The second criterion is that a bedrock investment’s returns 
should have little or no correlation to the returns of the risky 
asset. In Figure 3 on the next page, the Laureola Invest-
ment Fund has recorded low levels of correlation with oth-
er asset classes. Of note are the low correlations to equities.

Criterion 3. Independence during distress
An asset would only be considered a ‘bedrock’ if the as-
set behaves independently during risky asset drawdown 
periods. With reference to Figure 4 on the next page, 
the worst 10 months of the S&P/ASX 200 would have 
caused an average monthly decline of –7.0%, while 
the Laureola Investment Fund would have produced a 
+0.9% return average. This shows independence during 
times of distress compared with other risky assets. 

After Stage 1, life settlements (as proxied by the Lau-
reola Investment Fund) might be a good candidate as a 
bedrock investment. 

Stage 2. Deeper dive
At this stage, one would seek to understand how life set-
tlements generate their returns with a careful examina-
tion of its associated risks. 

Life settlements can be considered financing extended to 
individuals backed by their life insurance policies. Returns 
are generated when a policy matures within its actuarial 
expectancy. The risk is longevity risk in which the insured 
policyholder lives considerably longer than expected.

Upon analysis, one can see that there are no macro-
economic variables impacting such an arrangement. 
There are no risk linkages to equity or bond markets. 
Hence, fundamentally, life settlements are uncorrelated 
to equity markets.

While there is no risk contamination from equity mar-
kets, one must also examine the risk mitigation practices, 
if any, of the asset manager. Managers who show an un-
derstanding of the risks underpinning the asset and have 
mitigation processes in place should be preferred. 

For example, the Laureola Investment Fund has es-
tablished medical panel reviews, wide deal sourcing net-
works, and active policy monitoring as processes to miti-
gate the longevity risks. It avoids policies with aggressive 
life expectancies and obtains insights on the insured as 
part of a vertically integrated operation.
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Figure 1. Distribution of annualised returns over a three-year period, May 2013 to 
October 2020
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Figure 2. Distribution of monthly returns, May 2013 to October 2020
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The quote

Life settlements 
can be considered 

financing extended 
to individuals backed 
by their life insurance 

policies.
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After a deep dive, one might conclude that life settlements as an 
asset class is a good candidate as a bedrock investment. Portfolio al-
locators could then consider deploying capital to this asset class as the 
alternative to bonds. 

Conclusion
Unreliable correlations have reduced the benefits of bonds as a stabilis-
ing asset in portfolios and spurred a search for fixed income alternatives. 

This paper suggested the use of bedrock investments to ‘empower’ 

the risky assets in a portfolio to seek higher returns, knowing that 
bedrock investments have their backs. The bedrock-investment re-
view framework was also introduced to relook at how historical corre-
lations and deep dives can be used to filter the numerous choices and 
identify good bedrock investment candidates, such as life settlements 
as shown in the case study.

With such tools, portfolio allocators can navigate the unreliability 
of historical behaviour and construct more robust and stable portfo-
lios for investors. fs
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Figure 3. Correlation of Laureola Investment Fund to major asset classes, May 2013 to October 2020
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Figure 4. Performance of Laureola Fund versus the S&P/ASX 200 in the worst 10 months for S&P/ASX 200

Mar-20 Aug-15 Feb-20 Oct-18 Jan-16 Sep-14 Jun-15 May-13 Mar-18 Sep-20
ASX200 -20.7% -7.8% -7.7% -6.1% -5.5% -5.4% -5.4% -4.5% -3.8% -3.7%
Laureola 0.3% 0.4% 0.3% 0.0% 0.2% 0.8% 2.5% 1.9% 2.6% 0.4%
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