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For more on this topic, see our 2021 journal article: “The Myth of Diversification Reconsidered” by William Kinlaw, 

Mark Kritzman, Sébatien Page, and David Turkington, The Journal of Portfolio Management, Vol. 47, No. 8, August 

2021. 

Is Diversification a Myth? 

Why diversification tends to linger when you don’t need it and disappear when you do 

An old saying, which has been attributed both to Mark 

Twain and Robert Frost, describes a banker as “a fellow 

who lends you his umbrella when the sun is shining but 

wants it back the minute it begins to rain.” Whatever your 

view of bankers, you may have noticed that diversification 

behaves the same way. You want it when the main growth 

engine of the portfolio—usually domestic equities—is 

tanking. Unfortunately, this is when it tends to disappear. 

There are also plenty of times when you don’t want 

diversification at all. When times are good, you’d be happy 

for all of your assets to go up together. But, like an 

uninvited guest, this is when diversification likes to turn up.  

To make matters worse, some popular methods that 

investors use to detect correlation asymmetries are 

completely wrong because they ignore the periods where 

diversification actually does its job. We propose that 

investors measure what matters: the degree to which a given asset diversifies the main growth engine when it 

underperforms. This approach yields starkly different conclusions compared to some prior studies of this issue, 

particularly for asset pairs that have low correlation to begin with. In most cases, we find that correlation asymmetry 

is in the wrong direction and is therefore undesirable to investors. But there are exceptions, and by holding more of 

these assets, investors can reduce undesirable correlation asymmetry in the portfolio. 

Why bother? The goal of investing is to grow wealth, not to reduce correlation asymmetry. It turns out that by reducing 

undesirable correlation asymmetry in the portfolio, investors may reduce the frequency and size of large drawdowns. 

All else equal, this can protect and grow wealth. But traditional portfolio construction tools—which assume 

distributions are well-behaved and correlations are symmetric—are blind to this issue. In this paper, we show how 

to use a portfolio construction tool called full-scale optimization to construct portfolios that exploit correlation 

asymmetries to reduce risk. Rather than reallocating the portfolio dynamically in anticipation of drawdowns, investors 

who pursue this approach seek to prepare rather than predict. They build portfolios as one might design a house on 

the seashore: for routine use during balmy conditions but sufficiently resilient to weather a hurricane if one should 

strike. This requires that the designer strike an optimal balance between resilience to storms and utility during fair 

weather conditions. A windowless, concrete bunker would provide maximum protection but would not be particularly 

appealing on a sunny day.  
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Disclaimers and Important Risk Information  

State Street Global Markets® is the business name and a registered trademark of State Street Corporation® and is used for its financial markets business and that of its 
affiliates. State Street Associates® is a registered trademark of State Street Corporation, and the analytics and research arm of State Street Global Markets.  

The products and services outlined herein are only offered to professional clients or eligible counterparties through State Street Bank and Trust Company, authorized and 
regulated by the Federal Reserve Board. State Street Bank and Trust Company is registered with the Commodity Futures Trading Commission as a Swap Dealer and is a member 
of the National Futures Association. Please note that certain foreign exchange business, including spot and certain forward transactions, are not regulated. 

This document is a communication intended for general marketing purposes, and the information contained herein has not been prepared in accordance with legal requirements 
designed to promote the independence of investment research. It is for clients to determine whether they are permitted to receive research of any nature. It is not intended to 
suggest or recommend any transaction, investment, or investment strategy, does not constitute investment research, nor does it purport to be comprehensive or intended to 
replace the exercise of an investor’s own careful independent review and judgment regarding any investment decision. 

This communication is not intended for retail clients, nor for distribution to, and may not be relied upon by, any person or entity in any jurisdiction or country where such 
distribution or use would be contrary to applicable law or regulation. This communication and the information herein does not constitute investment, legal, or tax advice and is 
not a solicitation to buy or sell securities or any financial instrument nor is it intended to constitute a binding contractual arrangement or commitment by State Street of any 
kind. The information provided does not take into account any particular investment objectives, strategies, investment horizon or tax status. This communication or any portion 
hereof may not be reprinted, sold or redistributed without the prior written consent of State Street Global Markets. 

The views expressed herein are the views of State Street Global Markets as of the date specified and are subject to change, without notice, based on market and other 
conditions. The information provided herein has been obtained from sources believed to be reliable at the time of publication, nonetheless, we make no representations or 
assurances that the information is complete or accurate, and you should not place any reliance on said information. State Street Global Markets hereby disclaims any warranty 
and all liability, whether arising in contract, tort or otherwise, for any losses, liabilities, damages, expenses or costs, either direct, indirect, consequential, special, or punitive, 
arising from or in connection with any use of this document and/or the information herein. 

State Street Global Markets may from time to time, as principal or agent, for its own account or for those of its clients, have positions in and/or actively trade in financial 
instruments or other products identical to or economically related to those discussed in this communication. State Street Global Markets may have a commercial relationship 
with issuers of financial instruments or other products discussed in this communication. 

This document may contain statements deemed to be forward-looking statements. These statements are based on assumptions, analyses and expectations of State Street Global 
Markets in light of its experience and perception of historical trends, current conditions, expected future developments and other factors it believes appropriate under the 
circumstances. All information is subject to change without notice. Clients should be aware of the risks trading foreign exchange, equities, fixed income or derivative instruments 
or in investments in non-liquid or emerging markets. Derivatives generally involve leverage and are therefore more volatile than their underlying cash investments. Past 
performance is no guarantee of future results. 

The products and services outlined in this document are generally offered in the United States and Latin America by State Street Bank and Trust Company. This communication 
is made available in Japan by State Street Bank and Trust Company, Tokyo Branch, which is regulated by the Financial Services Agency of Japan and is licensed under Article 
47 of the Banking Act. EMEA/UK:  (i) State Street Bank and Trust Company, London Branch, authorised and regulated by Federal Reserve Board, authorised by the Prudential 
Regulation Authority, subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of 
regulation by the Prudential Regulation Authority are available upon request; and/or (ii) State Street Bank International GmbH, authorised by Deutsche Bundesbank and the 
German Federal Financial Supervisory Authority and, in respect of State Street Bank International GmbH, London Branch, subject to limited regulation by the Financial Conduct 
Authority and Prudential Regulation Authority. Details about the extent of regulation by the Financial Conduct Authority and Prudential Regulation Authority are available upon 
request.  Brazil: The products in this marketing material have not been and will not be registered with the Comissão de Valores Mobiliários - the Brazilian Securities and 
Exchange Commission ("CVM"), and any offer of such products is not directed to the general public within the Federative Republic of Brazil ("Brazil"). The information contained 
in this marketing material is not provided for the purpose of soliciting investments from investors residing in Brazil and no information in this marketing material should be 
construed as a public offering or unauthorized distribution of the products within Brazil, pursuant to applicable Brazilian law and regulations. The products and services outlined 

State Street Associates 

Our goal is to bridge the worlds of financial theory and practice with innovative investment research for asset managers 

and owners. We focus on two fundamental drivers of performance to help State Street’s clients exceed their performance 

goals and manage risk: 

INFORMATION ADVANTAGE:  Our extensive indicator suites provide investors with powerful and practical market 

intelligence. 

RESEARCH ADVANTAGE:  We partner with renowned academics to develop impactful new ideas for portfolio 

construction, risk management and investment strategies. 

Learn more about our thought leadership, publications, interactive tools and indicators at  

https://secure.reged.com/AdTrax/submitrequest/True$002c3369803?t:lb=t
https://globalmarkets.statestreet.com/insights
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in this document are generally offered in Canada by State Street Bank and Trust Company. This communication is made available in Hong Kong by State Street Bank and Trust 
Company which accepts responsibility for its contents, and is intended for distribution to professional investors only (as defined in the Securities and Futures Ordinance). 
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and regulations of the Kingdom of Saudi Arabia or any other jurisdiction and this communication is not directed to any person in any country in which the distribution of such 
communication is unlawful. This communication provides general information only. The information and opinions in this communication are stated as at the date indicated. The 
information may therefore not be accurate or current. The information and opinions contained in this communication have been compiled or arrived at from sources believed to 
be reliable in good faith, but no representation or warranty, express or implied, is made by State Street Bank and Trust Company and its affiliates as to their accuracy, 
completeness or correctness. This communication is made available in South Korea by State Street Bank and Trust Company and its affiliates, which accept responsibility for its 
contents, and is intended for distribution to professional investors only. State Street Bank and Trust Company is not licensed to undertake securities business within South 
Korea, and any activities related to the content hereof will be carried out off-shore and only in relation to off-shore non-South Korea securities. This communication is made 
available in Indonesia by State Street Bank and Trust Company and its affiliates. Neither this communication nor any copy hereof may be distributed in Indonesia or to any 
Indonesian citizens wherever they are domiciled or to Indonesian residents except in compliance with applicable Indonesian capital market laws and regulations. This 
communication is not an offer of securities in Indonesia. Any securities referred to in this communication have not been registered with the Capital Market and Financial 
Institutions Supervisory Agency (BAPEPAM-LK) pursuant to relevant capital market laws and regulations, and may not be offered or sold within the territory of the Republic of 
Indonesia or to Indonesian citizens through a public offering or in circumstances which constitute an offer within the meaning of the Indonesian capital market law and 
regulations. This communication is made available in Oman by State Street Bank and Trust Company and its affiliates. The information contained in this communication is for 
information purposes and does not constitute an offer for the sale of foreign securities in Oman or an invitation to an offer for the sale of foreign securities. State Street Bank and 
Trust Company is neither a bank nor financial services provider registered to undertake business in Oman and is neither regulated by the Central Bank of Oman nor the Capital 
Market Authority.  Nothing contained in this communication report is intended to constitute Omani investment, legal, tax, accounting, investment or other professional advice. 
This communication is made available in Taiwan by State Street Bank and Trust Company and its affiliates, which accept responsibility for its contents, and is intended for 
distribution to professional investors only. State Street Bank and Trust Company is not licensed to undertake securities business within Taiwan, and any activities related to the 
content hereof will be carried out off-shore and only in relation to off-shore non-Taiwan securities. Peoples Republic of China (“PRC”). This communication is being distributed 
by State Street Bank and Trust Company. State Street Bank and Trust Company is not licensed or carrying on business in the PRC in respect of any activities described herein 
and any such activities it does carry out are conducted outside of the PRC. These written materials do not constitute, and should not be construed as constituting: 1) an offer or 
invitation to subscribe for or purchase securities or futures in PRC or the making available of securities or futures for purchase or subscription in PRC; 2) the provision of 
investment advice concerning securities or futures; or 3) an undertaking by State Street Bank and Trust Company to manage the portfolio of securities or futures contracts on 
behalf of other persons. 

Products and services may not be available in all jurisdictions. Please contact your State Street representative for further information. SSA MMD 2022-01 

To learn how State Street looks after your personal data, visit: https://www.statestreet.com/utility/privacy-notice.html. 

© 2022 State Street Corporation – All Rights Reserved 

 

https://secure.reged.com/AdTrax/submitrequest/True$002c3369803?t:lb=t

