Diversification 2.0
By Daniel Head and Bill Dunham
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eflecting backward 20 years may evoke images of
Windows 98, construction of the International
Space Station, or Michael Jordan’s last game with
the Bulls. It was in 1998 that Google was founded. Twenty
years ago investors were high on Tech and unknowingly
sat on the precipice of the largest market collapse since the
Great Depression. In many eyes, diversification had become
obsolete — or had taken a form that seems laughable
in hindsight. I distinctly recall a client telling us that
diversification meant owning both software and hardware
companies, perhaps even venturing into telecom. During
the 20 years that have followed, investors have been often
reminded that diversification is not an antiquated concept.
Investopedia defines diversification as a risk management
technique that mixes a wide variety of investments within a
portfolio. The rationale behind this technique contends that
a portfolio constructed of different kinds of investments
will, on average, yield higher returns and pose a lower risk
than any individual investment found within the portfolio.
When coupled with Modern Portfolio Theory, which
seeks to optimize portfolio risk/reward by quantifying
diversification, investors sought to move beyond the Tech
Bubble and be better educated and more prepared.
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As a simple illustration, consider the 60/40 portfolio (60
percent equity and 40 percent bonds and cash). In the 1990’s
and early 2000’s, the 60/40 portfolio was a staple for many
investment professionals. Historically, the 60/40 portfolio
had offered more than 85 percent of the return of the S&P
500, with significantly less volatility. When equities sold off,
such portfolios benefitted from the flight to quality inherent
in the bonds and cash, and from the underlying yield of the
fixed portion of the portfolios.
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Fast forward to 2008. Of all of the cruel lessons to be
learned from the 2008 global market collapse, perhaps the
most lasting is that traditional ideas of diversification do
not go far enough!
What happened in the Fall of 2008 and Spring of 2009
was a global collapse unlike any we are likely to see again
in our lifetimes. Only Tunisia’s market posted a positive
return in 2008!
Correlation, as defined by Investopedia, is a statistic that
measures the degree to which two securities move in
relation to each other. In 2008, the correlations of global
assets increased as the stress on the markets grew. Large
Cap U.S. equities lost 35 percent, while many counterparts
overseas lost even more. Diversifiers that had historically
offered a reprieve to struggling U.S. equities failed to offer a
safe haven, as hedge funds lost 19 percent, high yield bonds
26 percent, real estate investment trusts lost 37 percent, and
commodities lost 48 percent.
Aside from one’s allocation to U.S. Treasuries and cash,
investors found few places to hide. In many instances the
diversified portfolio fared little better than the one that
wasn’t “traditionally” diversified.

This article first appeared in the Winter 2019 issue of The Demotech
Difference, a publication of Demotech, Inc., www.demotech.com

That brings us back to our earlier observation that
traditional diversification alone doesn’t go far enough. As
an astute manager recently shared, investors should not
neglect one very important mathematical formula when
investing: RETURN = SKILL + OPPORTUNITY. Investing
is never done in a vacuum, but for better or worse, it’s driven
by people on a real-time basis. The investment community
has widely grown to accept ideas based on averages and
historical data that may or may not be repeated. The flaws
of traditional diversification do not refute its benefits, but
rather speak to its shortcomings.
Diversification alone does not address the prevailing
investment environment.
Consider looking back a bit further than 20 years. Since
1980, the Barclay’s Aggregate Bond Index has provided
an annualized total return exceeding 7.5 percent (just 1
percent less than the MSCI Europe, Australasia, and Far
East Index). Interest rates (10-year Treasury) today rest a
full 8 percent lower than they were in 1980. “Historically”
a 40 percent or 50 percent allocation to fixed income still
provided many investors with enough return that a blend
of bonds and equities met their desired return objectives.
With interest rates near historic lows and likely headed
higher in the coming months and years, a 40-50 percent
allocation to fixed income could present a lasting challenge.
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As the illustration above from Compustat/Factset exhibits,
expectations among large pension funds are more modest
today than they were 20 years ago. Investors have witnessed
the longest Bull market in history, only to find themselves
with expectations of total returns that suggest assets double
nearly three years slower than was assumed in 1999 (10.8 vs.
7.9 years). With the backdrop of a data-dependent Federal
Reserve, a highly volatile global stage, and equity valuations
viewed as high by many financial metrics, investors are
wise to look beyond the techniques of the 1990’s in an effort
to drive risks down and returns higher.

Diversification 2.0 speaks to an allocation of capital not only
across geography, style and manager, but across investment
disciplines. Diversification 2.0 brings an added layer of
RISK MANAGEMENT that goes beyond what has been
the industry norm. By incorporating macro, fundamental,
technical, and alternative strategies into a portfolio, an
investor not only owns a diverse group of assets, but owns
them for a variety of reasons and any one of them may
independently buy or sell based on a distinct set of skills
and signals.
For example, a typical macro strategy will overweight or
underweight a given asset class based on outlook and has
the ability to hold cash when one’s perspective dictates. A
fundamental manager typically is mandated to select the
best, or least bad, security to own within the discipline
they manage. Often, fundamental managers cannot hold
more than 5-10 percent cash by prospectus. A technical
manager most often weighs the momentum-based risk/
reward of asset classes against one another and can allocate
significantly to cash when signals dictate.
Alternative investments describe a wide array of strategies,
spanning both liquid and illiquid instruments. Whereas
hedge funds, private equity, and managed futures often
come with significant liquidity constraints, other solutions
designed to mitigate risk and enhance return offer daily
liquidity. By using advanced techniques and liquid
securities (i.e., equity index options), such strategies seek a
return pattern that looks different than that of traditional
managers. Alternative solutions are typically embraced
by investors who seek a negatively-correlated, i.e., moves
opposite a given asset class, or absolute return focused
solution, i.e., targets a return independent of a benchmark
index, as a complement to other traditional holdings.
As history has shown, at any point in time, a given
manager or strategy may be in or out of favor. A style
box may be in or out of favor. A part of the world may be
in or out
of favor.25%
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While risk will always be a part of investing, we believe it
can and should be controlled. Rather than simply allocating
across asset classes, market caps, and managers, investors
are wise to consider Diversification 2.0: a diversification
of strategies.
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reporting plan, and manage relationships with third-party
service providers. Implementing important corporate
governance mechanisms aimed at securing the company’s
data management and IT systems will help the board
mitigate cyber risk and potential liability. Importantly,
maintaining oversight over a robust cybersecurity
program can help achieve a culture of compliance in light
of new and evolving regulatory requirements.
Cybersecurity will continue to be a major issue
affecting all companies, but it is a particular concern
for companies like insurers that collect and store
massive amounts of sensitive policyholder data.
Insurance company directors may be exposed
to legal liability if they fail to implement and
oversee cybersecurity protocols in their respective
organizations. Policyholders and shareholders who
have been injured as a result of breaches will seek to
hold the board responsible for the breaches. Regulators
will continue to take action against companies that do
not adequately protect their consumer data. Regulators
will also continue to create regulations imposing
cybersecurity requirements on directors and their
companies. Effective corporate governance is the
key to ensuring compliance with those regulations,
satisfying the board’s duty of care, and avoiding the
severe consequences of a data breach.
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varying buy/sell disciplines, one distances a portfolio
from dependence on outlook, timing, and biases in the
manager selection process. Rather than purely relying
upon skill — whether that of a manager, an economist,
or an actuary — it’s our belief that Diversification 2.0
provides a far more robust solution to today’s challenging
investment landscape.
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out-of-the-box thinking. Many of their most memorable moments
center around navigating the uncertain times for clients, from the
Crash of ’87 to the Financial Crisis.
Valley Vista Asset Management is an Asset Management Firm
specializing in Alternative Risk-Focused Investment Strategies.
Such strategies are typically integrated alongside traditional
holdings to help meet the needs of High Net Worth Individuals,
Families, Businesses, Insurance Companies, and Non-Profit
Organizations. Contact www.valleyvistaassetmanagement.com or
865-999-5332.

