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NBK Wealth Thought Leadership

Redelining diversification:
Portfolio construction
in a post-60/40 world

KUWAIT: Diversification is one of the most endur-
ing p m‘iplm v estment management. ALils core,
il is the practice of spreading risk across assels,
strategies, and return-drivers W build portfolios that
can remain resilient across a wide range of economic
and markel environments. For high-net-worth indi-
viduals and their advi diversification is not an
ahstracl academic concepl; it is central Lo the long-
Lerm preservation and growth of capital.

As Harry Markowilz, the Nobel laurcale and fa-
ther of Modern Portfolio Theory, famoush observed,
“Diversification is the only free lunch.” While it cannot
eliminate risk, diversilicalion can minimize risks that
are nol compensated for by higher expected returns
In doing so, il allows investors Lo pursue long-lerm
objectives with greater conlidence and emotional i
cipline, particularly during periods of markel stress.

The mechanics of diversification

Elfective diversilication dep on combining
assels that are driven by different economic forces
and thal respond dillerently Lo changes in growlh,
inflation, interest rates and markel sentiment. Assets
with prices thal move independently of cach other
provide the greatest div ation benefits when
combined in a portfolio. By contrast, assets with
prices Lhal often [all together when prolection is
most needed are not adding much diversification Lo
a portfolio. Diversification also requires hehavioral
resilience as a well-diversified portlolio will abvays
include some assets that are underperforming at
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any given Lime, which can feel uncomlortable during
strong bull markets. Over Tull market ey cles, how-
ever, diversification helps smooth returns, reduce
drawdowns, and limit the ol permanent loss of
capital

Historical conlext: The rise of the 60/40 portlolio

For much of the past four decades, diversification
has largely been synonymous with the tradition-
al 60/40 portfolio. combining equitics and honds.
This framewaork was well suited Lo an environment
characterized by disinllation, globalization, and ac-
commodalive monetary policy. During periods of
cconomic stress, equilies lypically declined while
government bonds rallied as central banks cul inter-
estrates, making bonds an effective hedge as well as
a source of income. From the carly 1980s through the
post-Glohal Financial Crisis period, this relationship
proved remarkably reliable.

2022 exposing the imitations
ol Lthe 60/40 alppmal'll
The year 2022 exposed the limits of the 60/40
= in inflation, driven by
ruplions, expansive

aggressive monetary lightening. Interest rates rose

e

rapicly, and both equities and bonds e ienced
nificant and simullancous drawdowns. For many
investors, the failure of bonds o provide protection
came as a shock and challenged long-held assump-
tions about portfolio constructi

‘This episade refllected more than a cyclical sel-
hacks it highlighted a shiflt in the broader macroeco-

NBK Wealth
Thought Leadership

Redefining Diversification
Fortiniio Consiruction in-2 Post-G0/40 Era

regime. Geopolitical fragmentation, de-glo-
balizalion, increased prolectionism, and structural
labor shorlages have created an environment where
the risk of inflation shocks and growth shocks is
more balanced. In such an environment, central
banks may he less able, or less willing, o respond
Lo every downlurn with aggressive easing. Relying
on a single source of diversification is therelore no
longer enough.

This does not mean that bonds have lost thei
evance. High-quality honds continue to play an im-
portant role, particularly as vields have resel Lo more
altractive levels. Bonds can still provide income, li-
and downside proleclion in recessionary
s. However, diversification today must be
broader and more intentional, incorporating str

o

-

twrally dilferent sources of return

Rethinking diversification — Beyond equities
and bonds

Broadening the traditional 60/40 framework Lo
include alternative investments can improve port-
folio diversification, with infrastructure and hedge
funds serving as relevant examples of this expanded
toolkil. Core infras ssels, such as regulated
ulilities, power distribution networks, and transpor-
Lation assets, lend Lo generate stable and predictable
cash (lows supported by long-term contracts or reg-
ulatory frameworls. Demand for essential services is
typically resilient, and revenues are often linked Lo
inflation, providing a degree of real retum protee-
tion. From a portiolio perspective, the performance
of infrastructure has historically been independent
of both equities and fixed inc
Hedze funds can also offer mear
by [ocusing on specific strategies Lhat do not depend
on the direction of equily ma

Key takeaways

+ The 60/40 portlolio is oo simplistic Lo provide in-
vestors with adequate diversification

* Investors should nol abandon honds as they still
have an important role Lo play

+ Diversificalion should be expanded thoughtlully,
with a clear understanding of what cach alloca-
tion is intended 1o achieve.

+ Combining equitics, high qualily lixed income, real
assels such as infrastructure and careflully select-
ed hedge Tund strate; can resull in portlolios
that are better equipped o navigale a wide range
ol economic oulcomes,

+ In an environment of grealer uncerlainly, regime
shifts and geopolitical risk, diversilication remains
the only free lunch, bul it must be carned through
hroader thinking and disciplined portfolio con-
struction.

» Preserving wealth in the new cra demands a tru-
Iy multi-asset framework capable of weathering
shilting global macro conditions.
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Redefining diversification in modern portfolio
construction strategies beyond the 60/40 era

By NBK Wealth

iversification is one of the

most enduring prnciples in
investmenl management. AL ils
core, it is the practice of spread-
ing risk across assets, strategies,
and retum-drivers to buld port-
folios that can remain resilient
across a wide range of economic
and market environments. For
high-net-worth mdividuals and
their advisors, diversification is
not an abstract academic con-
cept: it 15 central o the long-
term preservation and growth of
capital.

As Harry Markowitz, the No-
bel laureate and father of Mod-
ern Portfolio Theory, famously
observed, “Diversification is the
only free lunch.” While it can-
not eliminate risk, diversifica-
ton can minimize risks that are
not compensated for by higher
expected returns. In doing so, it
allows investors to pursue long-
term objectives with  greater
confidence and emotional disci-
phne, particularly during pen-
ods of market stress.

The Mechanics of Diversifica-
tion

Effective diversification de-
pends on combining assets that
are driven by different economic
forces and that respond differ-
ently to changes in growth, infla-
tion, mierest rates, and market
sentiment. Assels with prices that
move independenty of each other
provide the greatest diversifica-
tion benefits when combined in
a portfolio. By contrast, assets
with prices that often fall together
when protection is most needed
are not adding much diversifica-
tion o a portfolio. Diversification
also requires behavioral resibence
as a well-diversified portfolio will
always mclude some assets that
are underperforming at any given
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time, which can feel uncomfort-
able dunng strong bull markets.
Over full market cycles, however,
diversification helps smooth re-
turns, reduce drawdowns, and
limit the sk of permanent loss of
capital.

Historical Coniext: The Rise
of the 60/40 Portfolio

For much of the past four dec-
ades, diversification has largely
been synonymous with the tra-
ditional 60/40 portfolio, com-
bming equities and bonds. This
framework was well suited 10 an
envirmonment  charactenzed by
disinflation, globalization, and
accommodative monetary poli-
cy. During periods of economic
stress, equities typically declined
while government bonds rallied
as central banks cut interest rates,
making bonds an effective hedge
as well as a source of income.
From the early 1980s through the
post-Global Financial Crisis pe-
rind, this relationship proved re-
markably reliable.

2022 Exposing the Limita-
tions of the 60/40 Approach

The year 2022 exposed the
limits of the 60/40 approach. A
sharp surge o inflaton, driven
by pandemic-related supply dis-
ruptions, expansive fiscal policy,
and energy shocks, forced central
banks into aggressive monetary
tightening. Interest rates rose rap-
idly, and both equities and bonds
experienced significant and simul-
taneous drawdowns. For many
investors, the failure of bonds
to provide protection came as a
shock amd challkenged long-held
assumptions about portfolio con-

struction.

This episode reflected more than
a cyclical sethack; it highlighted a
shift in the broader macroeconom-
ic regime. Geopolitical fragmen-
tation, de-globalization, increased
protectionism, and structural labor
shortages have created an environ-
ment where the rsk of inflation
shocks and growth shocks 158 more
balanced. In such an environment,
central banks may be less able, or
less willing, to respond to every
downum with aggressive easing.
Relying on a single source of di-
versification is therefore no longer
enough.

This does not mean that bonds
have lost their relevance. High-
quality bonds continue to play
an imporant role, particularly
as yields have reset 10 more at-
tractive levels. Bonds can stll
provide income, hquidity, and
downside protection in reces-
sionary  scenanos.  However,
diversification today must be
broader and more intentional, in-
corporating structurally different
sources of return.

Rethinking Diversification -
Beyond Equities and Bonds

Broadening  the traditional
60/40 framework to include al-
ternative investments can im-
prove portfolio diversification,
with infrastructure and hedge
funds serving as relevant exam-

ples of this expanded toolkit.
Core infrastructure assets, such
as regulated utihibes, power dis-
tribution networks, and trans-
portation assets, tend o gener-
ate stable and predictable cash
flows supported by long-term
contracts or regulatory frame-
works. Demand for essential
services 15 typically resilient,
and revenues are often linked
to inflation, providing a degree
of real return protection. From
a portfolio perspective, the per-
formance of infrastructure has
historically been independent of
both equities and fixed income
performance. Hedge funds can
also offer meaningful diversi-
fication by focusing on specific
strategies that do not depend on
the direction of equity markets.
Key Takeaways
B The 60/40 portfolio is wo sim-
plistic to provide investors with
adequate diversification.
W Investors should not abandon
bonds as they still have an impor-
tant role to play.
B Diversification should be ex-
panded thoughtfully, with a clear
understanding of what each allo-
cation is intended to achieve.
B Combining equities, high qual-
ity fixed mcome, real assets such
as infrastructure and carefully se-
lected hedge fund strategies, can
result in portfolios that are better
equipped to navigate a wide range
of economic outcomes.
B In an environment of greater
uncertainty, regime shifts and
geopolitical risk, diversification
remains the only free lunch, but
it must be earned through broader
thinking and disciplined portfolio
construction.
B Preserving wealth in the new
era demands a truly multi-asset
framework capable of weather-
ing shifting global macro condi-
Lons.
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