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During these volatile times in the 
financial markets, investors are 
wondering where, other than Trea-
suries, fixed income portfolio al-
locations should be made.  This 
question is especially important 
after the downfall of storied in-
vestment institutions like Mer-
rill Lynch, Lehman Brothers and 
Washington Mutual.  One answer 
involves shifting investment goals 
from incremental outperformance 
to preservation of principal.  Di-
versification provides meaningful 
risk reduction and would support 
this new goal.  Basic diversifica-
tion involves investing across the 
various fixed income sectors, as 
well as within each sector.  For ex-
ample, investment selections could 
be made among several issuers 

in the corporate sector, different 
types of municipalities in different 
states, and various types of collat-
eral within the structured product 
sector.  These sectors are discussed 
further below.
The Corporate Sector:  An inves-
tor’s corporate bond focus should 
be on an issuer’s market leadership 
and financial stability as well as 
the issue’s structure.  An issuer’s 
access to capital to retire matur-
ing debt and fund new business 
is necessary for short-term viabil-
ity.  Long term viability may be 
inferred through a strong balance 

sheet, limited leverage, and stable 
earnings generation capacity.  Cor-
porates require continuous moni-
toring because, as has been seen so 
often this fall, a company’s finan-
cial situation can change quickly, 
with disastrous consequences.  
The Municipal Sector:  A mu-
nicipal allocation can be diversi-
fied in several different ways:  1) 
geographically, thus mitigating 
exposure to regional economic 
slowdowns or catastrophes such 
as hurricanes, earthquakes, etc; 2) 
by source of payment -- e.g. tax-
backed general obligation debt 
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                             This pie chart shows how the Lehman Aggregate Index is diversified.   

       Municipal bonds could be considered for further diversification. 
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versus project specific revenue 
debt, which is backed by tolls or 
user fees -- thereby limiting the ef-
fects of reductions in tax revenues 
or property values; and 3) by sec-
tor, avoiding exposure to high de-
fault risk sectors such as industrial 
development, land secured debt, 
elderly care and tobacco settle-
ment bonds.  Underlying credits 
should be reviewed if there is an 
insurance wrap on the bond.
The Mortgage Sector:  The agen-
cy-backed mortgage security mar-
ket, which includes three Govern-

ment Sponsored Entities (GSE), 
Fannie Mae, Freddie Mac and 
Ginnie Mae, continues to perform 
well in an environment where in-
vestors are focused on safety and 
principal preservation.  These is-
sues are almost as secure as Trea-
suries, because the United States 
government continues to imply 
their guarantee in an effort to sta-
bilize the country’s housing mar-
ket.  The government’s backing of 
GSEs give them the added benefit 
of liquidity in these times of vola-
tility, allowing them to be sold ef-

ficiently in the secondary market.
Diversification in the current eco-
nomic climate requires not just 
sector allocation, but also conser-
vative investment choices with 
attention to issuer balance sheets, 
leverage and earnings generation.  
Watch this space in future issues 
for more detailed core fixed in-
come diversification articles.
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