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Is Portfolio Diversification Dead? An Update
A Forward-Looking 60%/40% Portfolio Replacement – Part II
In October 2022, we published “Is Portfolio Diversification Dead?” Our view is
that diversification is not dead, and it remains the key to achieving long-term
financial goals. The underlying risk exposures of the new 60/40 portfolio should be
positioned in a way that a transition from the traditional 60% equity/40% bond
investment portfolio to a portfolio of diversified factors better defining the types of
equity, fixed and non-correlated portfolio exposures an investor should move toward. In
this update we focus on the near-term market and economic and market challenges in
this new environment of the long-term challenge of lower returns and higher volatility
over the next 10+ years (Table 1.0).
Our original thesis still holds:
• Current valuations are still rich for stocks and less so for bonds
• We believe inflation will be more persistent and that the Federal Reserve will
need to establish 4% as the new rate of inflation target
• Risks will be higher, and correlations will continue to move higher near-term
• Capital flows will continue to feed longer-term real growth, especially in
proprietary new technologies (innovation) that involves infrastructure capital
investment.
We mentioned in the earlier paper, that there are four pillars as the foundation
of building a solid and diversified investment portfolio.
• Inflation proof
• Short duration
• Smart diversification
• Long-term real growth prospects

The Building Blocks of the New 60%/40% Portfolio
Inflation Hedge

Short Duration

Smart Diversification

Long-term Real Growth
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A Forward-Looking 60%/40% Portfolio - Update
We continue to believe that investors should position most of their portfolios in
defensive areas of the stock and bond market. The goal should be to target a level of
total market risk (volatility) for a diversified portfolio expected to be much lower than a
traditional 60% stock/40% bond portfolio. This portfolio aims to lower the probability of
a significant performance drawdown and generate a positive Sharpe ratio to help
achieve long-term compounded wealth.
Most asset classes have generated negative year to date returns, with bonds
posting some of their worst losses in 40 years. Investors are anxious and concerned
about the heightened level of global uncertainty. With this backdrop, investors should
review and understand their risk exposures in their portfolios. Long-term investors that
do not need to short-term access their investments should remain invested according to
their long-term plan. Long-term plans were built with a guide to navigating short-term
market fluctuations.
We believe better than average risk-adjusted returns are the best path to a successful
long-term financial outcome. These results are built through strong risk management,
including a basket of diversified investments, and the patience to sit through the daily
fluctuations of the markets. History has not been kind to investors who deviate from
their portfolio roadmap, and not had the patience to remain focused on the long-term
financial plan. Most do not realize that the results of successful funds or portfolios has
not been the typical experience of the average investor. This is due investor’s short
holding period and practice of getting into and out of the markets at the wrong time
based on emotions. Jumping off the long-term financial roadmap often seems the
easiest decision of investors in bear markets. Not knowing how and when to get back
on the plan is the major reason investors actual return fall below their targeted return.
Historical bear market data reveals the median peak to bottom decline in stocks
is -33%. The current bear market equity decline is approximately stocks -28%. This
could suggest that there is room for additional declines in stocks (Table 1.1). Protecting
wealth in these turbulent markets will require a focus on properly managing drawdown
risk in efforts to minimize the effect on long term compounded wealth. Carefully
constructing portfolios to balance several risks in addition to equity and fixed income
risk will require a deeper dive into to the factors that are more likely to drive investment
returns over this period of uncertainty. Some of these factors for stocks include high
quality & low volatility and other underlying risk factor exposures such as credit,
duration, inflation, valuation and earnings growth (Table 1.2).
The difference now is that we believe long-term expected returns on financial
assets will be lower than in the past for stocks and bonds. Therefore, it is prudent to
consider more defensive exposures for stocks and bonds (short duration real returns)
over the next 1-3 years, maintain active exposure to those companies primed for
superior long-term real growth (innovation and subsidized infrastructure re-build) and
seek investments in transparent, lower cost alternative investments. With lower
expected returns and higher volatility ahead, investors should also focus on costs, tax
management, liquidity and transparency.
Alternatives investment exposure can be allocated between private and liquid
investments depending on the investor’s liquidity requirements and understanding of
the underlying risks.
Palladiem, LLC is a Registered Investment Adviser.
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A Forward-Looking 60%/40% Portfolio Replacement – Part II
This approach remains in place with markets discounting a good deal of this
outcome. We do believe there are a few tweaks necessary to the first approach to
building this portfolio. Below we will discuss the current view on the four pillars as well
as other forces we think will shape intermediate to longer term portfolio outcomes.
The first pillar is inflation (Table 1.3). Since our first paper most inflation reports
have surprised on the upside suggesting that current levels of inflation October be here
to stay for awhile. Fed funds rates are currently targeted at 3.25% and the market has
mostly discounted two more hikes at 0.75% this year, take fed funds rates to 4.75% by
year-end. The concern is that with the rate of inflation running around 8% per year, real
fed fund rates are still negative. The Fed is behind the curve on this and there might not
be much that they can do. The government has already provided massive subsidies to
boost growth and global competitiveness, at a time when debt to GDP ratios are well
over 100%.
The second pillar is short duration. Short duration means investing in assets
with low sensitivity to interest rates and volatility, such as cash and government bonds.
This type of investment can provide stability during high uncertainty and volatility
periods when other asset classes do not perform well. With the recent rise in rates,
bonds certainly look cheap, but the problem is that yields are more apt to rise to the
upside.
The third pillar is diversification which refers to the need for investors to spread
their investments across different types of assets where their prices do not move in the
same direction (diversification). Diversification means having a variety of investments in
various sectors, so when one investment does poorly, it won’t affect the other ones. In
times of market stress, security prices for several assets all tend to move in the same
direction, creating a concentrated risk portfolio. By understanding the long-term drivers
of risk and return for equities, bonds and alternative assets, we can better construct a
portfolio with factor exposures that have demonstrated independent positive outcomes
away from the broad equity and bond markets.
The fourth pillar is real long-term growth. Real long-term growth is the longterm driver of real stock returns. We believe that opportunity continues to be in
companies embracing and investing in innovative disruption for the long term, as well
as those companies that are the beneficiaries of government subsidies incented and
able to invest in infrastructure and alternate sources of energy and technologies.
A practical guide to constructing the “new” 60/40 portfolio is based on the
following portfolio construction ideas and asset allocations to balance risk between
these four pillars or themes:
1.
2.
3.
4.
5.

What assets will provide me some degree of inflation protection?
What assets have shorter durations and are less exposed to increases in interest
rates?
If stocks and bonds are less attractive, what types of assets can I include in my
portfolio (non-correlated)?
As investors, we still want exposure to positive long-term real growth; how do
we do that?
What other factors should be considered?
Palladiem, LLC is a Registered Investment Adviser.
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Table 1.0 Lower Returns and Higher Risk Ahead
Defensive Balanced
Long Term Equity Allocation
Long Term Fixed Allocation
LT Expected Return
Realized Return (20 yrs)
LT Expected Risk
Realized Risk (20 yrs)

Balanced
30.00%
70.00%
3.00%
5.30%
8.00%
4.50%

Growth
40.00%
60.00%
4.00%
5.50%
13.00%
6.80%

Opportunistic
60.00%
40.00%
5.00%
6.50%
16.50%
9.80%

Focused
80.00%
20.00%
6.00%
7.50%
18.00%
13.90%

100.00%
0.00%
6.50%
8.38%
20.00%
17.00%

Source: Palladiem, LLC, Portfolio Visualizer. Expected risk and return derived from Palladiem’s
proprietary risk factor model. Real risk and return derived by a weighted total index return of
combinations of the S&P 500 and the Bloomberg Barclays Capital US Aggregate Bond Index.

Table 1.1 Bear Markets

Table 1.2 The New 60/40 Portfolio – An Update
Equity

Fixed Income
Alternative

Asset Class

Pillar

Factor

% Allocation

US Equity Equal Weighted Index
US High Dividend Low Volatility
International Equity Developed Index
Non-US Small Cap Developed Markets
Global Innovation
Total Equity

Real Growth & Diversification
Diversification
Real Growth
Real Growth & Diversification
Innovation & real growth

Valuation
Valuation & Defensive
Market Exposure
Valuation & Earnings
Earnings

Senior Loans
Short term TIPS
Asset Backed Securities
Total Fixed Income
Diversified Dynamic Roll Commodity Index
Global Macro Credit
Hedged Equity
Long/Short Systematic Managed Futures
Merger Arbitrage
Total Alternative
Total

Real growth & Short Duration
Inflation protection & Short Duration
Real growth & Short Duration

Credit & Short Duration
Short Duration
Credit& Short Duration

15.00%
5.00%
5.00%
5.00%
5.00%
35.00%
10.00%
10.00%
10.00%

Inflation & diversification
Diversification
Diversification
Inflation & diversification
Diversification

Carry & non-correlated
Diversification
Valuation & Earnings
Diversification
Diversification

5.00%
5.00%
10.00%
5.00%
10.00%

Palladiem, LLC is a Registered Investment Adviser.
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Palladiem, LLC is a Registered Investment Adviser.

6

Impor tant Disclosures
The statements contained herein are based upon the opinions of Palladiem LLC (Palladiem) and the data available at the
time of publication and are subject to change at any time without notice. This communication does not constitute
investment advice and is for informational purposes only, is not intended to meet the objectives or suitability
requirements of any specific individual or account, and does not provide a guarantee that the investment objective of any
model will be met. An investor should assess his/her own investment needs based on his/her own financial circumstances
and investment objectives. Neither the information nor any opinions expressed herein should be construed as a
solicitation or a recommendation by Palladiem or its affiliates to buy or sell any securities or investments or hire any
specific manager.
Palladiem prepared this Update utilizing information from a variety of sources that it believes to be reliable that October
include, but not be limited to, custodians, mutual fund companies, investment managers, Morningstar, Bloomberg, other
third-party service providers and in some cases as directed by the client or their representative. Palladiem takes
reasonable care to ensure the accuracy of such information but does not warrant that it is complete, accurate or adequate
and it should not be relied upon as such.
It is important to remember that there are risks inherent in any investment and that there is no assurance that any
investment, asset class, style or index will provide positive performance over time. Diversification and strategic asset
allocation do not guarantee a profit or protect against a loss in a declining markets. Past performance is not a guarantee of
future results. All investments are subject to risk, including the loss of principal. Portfolio positions referenced are subject
to change at any time, your portfolio October not reflect the information referenced.
Projections are not reflective of potential performance, are not guaranteed and actual events or results October differ
materially.
Palladiem has sole discretion to change allocations to styles and vehicles at any time.
Index definitions:
“U.S. Large Cap” represented by the S&P 500 Index.
“U.S. Small Cap” represented by the Russell 2000 Index.
“International” represented by the MSCI Europe, Australasia, Far East (EAFE) Net Return Index.
“Emerging” represented by the MSCI Emerging Markets Net Return Index.
“U.S. Aggregate” represented by the Bloomberg Barclays U.S. Aggregate Bond Index.
“U.S. Government” represented by the Bloomberg Barclays U.S. Government Bond Index.
“U.S. Corporate” represented by the Bloomberg Barclays U.S. Credit Bond Index.
“U.S. High Yield” represented by the Bloomberg Barclays U.S. Corporate High Yield Index.
“Non-U.S. Developed” represented by the S&P International Treasury ex U.S. Index.
“Emerging Market Debt” represented by the JP Morgan GBI-EM Global Core Index
“REITs” represented by the FTSE North American Real Estate Investment Trust (REIT) Equity REITs Index.
“Commodities” represented by the Dow Jones Commodity Index .
“Managed Futures” represented by the Credit Suisse Managed Futures Index.
“Global Macro” represented by the Credit Suisse Global Macro Index
Palladiem, LLC is a Registered Investment Adviser.
For more information about Palladiem, as well as its products, fees and services, please refer to Palladiem’s website,
www.palladiem.com or call us at 888-886-4122; 610-304-6529
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