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The endowment adoption 

With the publication of Portfolio Selection in 1959, Harry Markowitz first formalized the quantifying of risk, 
return, and correlation among disparate asset classes that we recognize today as modern portfolio theory.  His 
models show the clear benefits of diversification across a range of asset classes and recognize that variance is 
an important measure of economic risk.   

His seminal insight - one which contributed to his winning of the Nobel Prize - was that diversification could 
reduce risk, but not eliminate it.  While Markowitz believed that an entire portfolio’s risk could be less than the 
sum of its individual positions, he correctly recognized that underlying securities, even in appropriately 
diversified portfolios, do carry risk.        

But investors, hungry for outsized returns and yields, warped Markowitz’s work to justify a mutation of 
diversification principles.   Famously, we remember how in recent years investment banks created - and 
pensions and endowments bought - securitized mortgage instruments that relied wholly on an over-simplified 
theory of diversification and ignored the individual security risks within each portfolio.  With an 
unemployment rate hovering at 10%, soft consumer confidence, and low growth, we are still paying a brutal 
price for this conveniently profitable oversight.   

What observers may not recognize is how dramatically the investment landscape has morphed over the last 
two decades to embrace the widening of exposures into higher-risk instruments for all investors.  Seeking 
outsized returns within the perceived protective armor of a diversification strategy, a broad swath of the 
marketplace adopted its own iteration of the endowment model.  

Understandably, investors today are attracted to the endowment model by the remarkably consistent and 
powerful historic returns generated over the last two decades by early adopters.  But when considering past 
performance it is critically important to consider the context in which those gains were made: during that 
same timeframe, we experienced pervasive and dramatic declines in global interest rates that played a 
profound role in the rate of return enjoyed by many investors.  

In addition, we have witnessed one of the largest and most coordinated expansions of credit in history.  
Combined with the emergence of developing economies, that created a well-documented “global savings 
glut.”  It is no wonder then that endowment models were heavily skewed toward private equity, venture, and 
other high-return vehicles, or that they delivered extraordinary returns over this period.  Floods of liquidity 
provided exits for all manner of investments, and dropping interest rates made refinancing continuously 
profitable while improving discount model valuations across the board.       

The 2008 Lessons Most Investors Ignore 

After markets recovered from lows in 2009, most finger-wagging pundits explained that the primary lesson 
learned in 2008 was that wide diversification was the only way to preserve capital.  And yet, those who 
diversified core fixed-income holdings into high yield funds, mortgage-backed securities, and multi-alpha 
hedge fund products were skewered.  Those who built out wide exposures in real estate, financial products, 
private equity, and venture certainly were hurt more than those with more focused investment portfolios.    



That difficult year taught us that with money flows 
come correlations.  Low interest rates, automated 
trading processes, and vast inflows of capital into 
popular investments resulted in many endowments 
(and individuals) carrying the same allocations and risk 
profiles.  The correlations – modeled to be minimal – 
became massive.  Even the long-short hedge funds 
that promised equity-like returns with uncorrelated risk 
found themselves at the center of the market swoon.  

Asset classes that were reasonably uncorrelated in 2000 
had become very highly correlated by 2006, as more 
and more investors adopted the model.ii  With so many 
managers and committees following the conventional wisdom, they found themselves shopping for the very 
same diversification opportunities.  As a result, by 2006 many asset classes were nearly perfectly correlated to 
the S&P 500.    

Sticking with the basics 

With the advance of the endowment model, due diligence took a distant back seat to the unrealistic promise 
of total protection through ever-widening diversification.  The historic magnitude of the resulting market 
implosion taught investors, once again, that there is a fine line between diversification and exposure.  As 
investors saw the values of their portfolios plummet, they learned the hard way that risk cannot be imagined 
away. 

Those who remain committed to the fundamentals of intelligent diversification (outlined in the 2009 
Reynders, McVeigh paper, Finding Safety in Intelligent Diversification: Maintaining the Marriage Between Risk and 
Investment Qualityiii) likely had their feet under them even as the global markets dropped into turmoil.  
Intelligent diversification recognizes that valuation and underlying quality are critical components in the 
selection of assets within a portfolio.   

Intelligent diversification understands that correlations are not static and that managers cannot find safety by 
filling the same buckets that other managers are filling.  It confirms that liquidity has a value, and it allows a 
manager to step aside when the risks within an asset class are too great or when a lack of transparency creates 
concern.     

Focusing on the minute details of investments is the fundamental, essential work that safeguards investors 
from risk.  Portfolio strength is developed on themes, opportunities in the marketplace, diversification, and, 
as we are once again discovering, underlying quality.  Ensuring a full understanding of the composition of and 
rationale behind each investment requires investigating elements such as: 

 Disruption opportunities.  Economies are made up of shifting plates of industry, and those who 
identify undervalued areas poised for significant momentum – and individual companies that are 
positioned to benefit – will see enduring upside that thrives when the general investing population 
weakens. 

 Quality of Demand.  Stability and sustainability of demand are critical factors that drive opportunities.  
Investors must also understand the value of functional demand as it relates to supply.  In the last decade, 

5-Year Correlations of Selected Asset 
Classes to the S&P 500i 

  2/28/2000 2/28/2006 

T-Bills  34% -58% 

Long-term Treasuries  37% -54% 

Goldman Sachs 
Commodity Index  

-14% 33% 

Russell 2000  62% 94% 

MSCI EAFE®  32% 96% 

Hedge Funds  35% 96% 
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