VIEWPOINTS

How to Identify True Diversifiers:
Managing Your Future
The Oracle of Omaha once said “Diversification is protection
against ignorance; it makes little sense for those who know what
they’re doing.” With respect to Mr. Buffett, we’d disagree, at least
with the second part of that statement. Even investors who know
what they are doing need protection against ignorance – ignorance
of, or uncertainty about, the future that is.
Proper diversification is a must if your goal is to build a portfolio
that you can actually stick with over multiple market cycles,
including tumultuous times. Of course it’s one thing to diversify
the idiosyncratic risk in a stock or bond portfolio – that isn’t
particularly difficult – it’s another problem entirely to diversify
a multi-asset class, multi-manager portfolio. And that requires
explanation, because surely a multi-asset class, multi-manager
portfolio is, by definition, diversified, right? Yes, but…

Clifford Stanton, CFA
Co-Chief Investment Officer

KEY TAKEAWAYS
• Adding new funds won’t reduce
volatility if correlations are the
same.

Investors routinely over diversify at the manager/fund level, filling portfolios with so
many SMAs, mutual funds and ETFs that they end up with expensive index portfolios
that still aren’t diversified in a way that is beneficial; in a way that materially reduces
volatility. Simply adding more funds isn’t effective if the risk exposures that new funds
bring to the portfolio are redundant or highly correlated to those already contained in
the portfolio.

• True diversifiers are rare, but
there is another option beyond
investment grade debt –
Managed Futures.

True diversification is difficult because volatility reduction is only achieved when
correlations are really low. For example, if you take two assets with a correlation of 0.7,
equally weighted and with the same volatility, you only diversify away about 8% of the
volatility, leaving you with 92% of the undiversified volatility. If that correlation drops to
0.5, 87% of the undiversified volatility still remains. Even with a correlation of 0, about
70% of the undiversified volatility remains.

• Counter-trend models offer a
systematic approach to sell
short-term overbought levels and
buy short-term oversold levels.

With that knowledge in hand, consider the following correlation table.
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With the notable exceptions of investment grade debt and managed futures, the
correlations are rather high in the context of the math we just laid out. Now, that can’t
be applied directly to any pair of assets in this matrix because these assets all have
different volatilities, but with the full admission that this is an oversimplified exercise,
a back of the envelope analysis would suggest that many “diversifying assets” don’t
reduce volatility all that much. The takeaway is that those few assets that are truly
uncorrelated are hugely valuable to a portfolio.

In addition to being
uncorrelated to traditional
assets, these disparate
approaches to managed
futures tend to be
uncorrelated to one
another.

Historically, bonds have played the role of the uncorrelated asset, and they have done
an admirable job. But volatility reduction is only part of the equation; an asset class or
strategy must have a meaningfully positive real return expectation to warrant inclusion
in a portfolio. And with the 10-year Treasury at 1.78% as of April 4, well, you get the
picture.
True diversifiers are rare, but as the correlation chart reveals, there is another option
beyond investment grade debt, one with arguably better expected returns at this point
– Managed Futures.
There are many strategies that fall under the Managed Futures label, with the most
common approach being trend following, that is, buying assets that are trending higher
and shorting assets that are trending lower. The primary differences amongst trend
following strategies are the asset classes that are traded, and the durations of the
trends that managers are attempting to capitalize on. But there are other approaches
within the category as well, such as short term counter-trend strategies. To be clear,
counter-trend trading models are not the opposite of trend following, rather they are
indifferent to longer term trends. Counter-trend models offer a systematic approach
to sell short-term overbought levels and buy short-term oversold levels. This meanreverting behavior allows counter-trend models to thrive in markets with a lot of back
and-forth price movement.
Importantly, while both trend following and counter-trend strategies can be effective
in their own right, it’s worth noting that in addition to being uncorrelated to traditional
assets, these disparate approaches to managed futures tend to be uncorrelated to one
another. And as we’ve demonstrated, most investors can use all of the uncorrelated
assets they can get.

For more viewpoints:
Call 866.361.1720 or visit 361capital.com.
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About 361 Capital
361 Capital is a leading boutique asset manager focused on delivering an array of innovative strategies to institutions,
advisors and their clients. Founded in 2001, the Firm has specializes in creating distinctive portfolio solutions using
behavioral-driven, quantitative methods designed to monetize behavioral biases and market factors in order to pursue
consistent alpha for client portfolios.

Investing involves risk, including possible loss of principal. Futures prices may be very volatile. The small margin
required for futures contracts magnifies the effect of market volatility and allows the loss from a contract potentially to
exceed the Fund’s initial investment. With short contracts, the loss is theoretically unlimited since the appreciation of the
underlying asset also is theoretically unlimited. Fund assets not invested in futures are invested primarily in investmentgrade bonds. Bond prices generally fall when interest rates rise. Frequent trading by the Fund may reduce returns
and increase the number of taxable transactions. Concentration of its portfolio in relatively few issuers may make the
Fund more volatile than a diversified fund. Foreign investment entails additional risk from adverse changes in currency
exchange rates, lax regulation, and potential market instability.
You should consider the Fund’s investment objectives, risks, charges and expenses carefully before investing. For a
prospectus, or summary prospectus, that contains this and other information about the Funds, call 1-888-736-1227
or visit our website at www.361capital.com. Please read the prospectus or summary prospectus carefully before
investing.
Russell 3000 Index measures the performance of the largest 3000 U.S. companies representing approximately 98% of the investable U.S. equity market.
Russell Emerging Large Cap Index measures the performance of the largest investable securities in emerging countries globally, based on market capitalization.
Bloomberg Commodity Index is a broadly diversified index that allows investors to track commodity futures through a single, simple measure. It is composed of
futures contracts on physical commodities
JPM EMBI Global Diversified Index is a comprehensive global local emerging markets index that consists of regularly traded, liquid fixed-rate, domestic currency
government bonds.
Credit Suisse Managed Futures Index is a subset of the Credit Suisse Hedge Fund IndexSM that measures the aggregate performance of dedicated short bias funds.
Managed futures funds (often referred to as CTAs or Commodity Trading Advisors) typically focus on investing in listed bond, equity, commodity futures and currency
markets, globally.
International Equities is represented by the MSCI EAFE Index which is a free-float adjusted market capitalization weighted index that is designed to measure the
equity market performance of developed markets.
US Investment Grade Debt is represented by the Barclays Aggregate Bond Index which is a broad bond index covering most U.S. traded bonds and some foreign
bonds traded in the U.S.
US High Yield Debt is represented by the Barclays US Corporate High Yield Index which measures the USD-denominated, high yield, fixed-rate corporate bond market.
The views expressed are those of the authors at the time created. These views are subject to change at any time based on market and other conditions, and 361
Capital disclaims any responsibility to update such views. No forecasts can be guaranteed. These views may not be relied upon as investment advice or as an
indication of trading intent on behalf of any 361 Capital portfolio.
This 361 Capital article is not intended to provide investment advice. This paper should not be construed as an offer to sell, a solicitation of an offer to buy, or a
recommendation for any security by 361 Capital or any third-party. You are solely responsible for determining whether any investment, investment strategy, security
or related transaction is appropriate for you based on your personal investment objectives, financial circumstances and risk tolerance. You should consult your legal
or tax professional regarding your specific situation.
Data and other materials appearing that are provided by third-parties are believed by 361 Capital to be obtained from reliable sources, but 361 Capital cannot
guarantee and is not responsible for their accuracy, timeliness, completeness, or suitability for use.
The 361 Funds are distributed by IMST Distributors, LLC.
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