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Is Hedging the New Diversification? 

Executive Summary

ISSG Senior Investment Strategist Bob Jaeger warns that the current interest in  
hedging against downside risk often underestimates the explicit and implicit costs  
while overestimating the protection provided. The global financial crisis of 2008/2009  
bred disillusionment with traditional approaches to diversification, but Bob argues 
that investors did not have the appropriate kind of diversification across risk-on 
and risk-off assets. Genuine diversification, he says, still provides an opportunity to 
improve risk/return ratios, while hedging is best viewed as a tool for reducing risk. 

As sophisticated investors take a fresh look at portfolio risks in the wake of the global 
financial crisis, many of them have given up on diversification and are now more 
focused on hedging. They complain that “diversification failed” during the global market 
meltdown of late 2008/early 2009, because “all correlations went to one.” They have 
therefore adopted a hedging strategy, either buying “tail risk insurance” or perhaps 
pursuing what ISSG calls “the Goldilocks approach” to portfolio construction. The 
Goldilocks approach divides the total portfolio into three main “bowls”: (1) equities 
and other growth assets (private equity, equity hedge funds, high yield bonds, etc.) for 
the Just Right environment, when growth and inflation are well-behaved; (2) inflation 
hedges (mainly TIPS, commodities, and commodity-related equities) for the Too Hot 
environment, when rising inflation shuts off growth; and (3) deflation hedges (mainly  
U.S. Treasuries and other sovereign debt) for the Too Cold environment, when growth 
turns negative and inflation may even turn to deflation. 

The Goldilocks approach can be an effective asset allocation tool, but only when 
guided by a realistic sense of what hedging is all about. Diversification can fail, but so  
can hedging. Diversification can be a free lunch, in the sense that it can improve return 
while reducing risk. But hedging is primarily a risk-reduction tool.  The “free lunch” 
issue is especially important in the current environment, where so many investors are
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When home-owners 
buy fire insurance, 
houses do not thereby 
become cheaper or 
more flammable. But 
when investors flock 
to portfolio protection 
assets, those assets 
become expensive and 
the assets they’re trying 
to protect may become 
attractively cheap.

looking for portfolio protection that the standard inflation and deflation hedges all look 
potentially expensive, and “regular old equities” may be the value hidden in plain sight.
When home-owners buy fire insurance, houses do not thereby become cheaper or more 
flammable. But when investors flock to portfolio protection assets, those assets become 
expensive and the assets they’re trying to protect may become attractively cheap.

Diversification vs Hedging

To appreciate the contrast between diversification and hedging, six points are essential:

1)	� Diversification didn’t fail during the global market meltdown, and not all correlations 
went to one. Rather, investors weren’t adequately diversified: they owned a long 
menu of risk-on assets (oriented toward generating return) but not enough risk-off 
assets (oriented toward safety and liquidity). Correlations among the risk-on assets 
went to one, but the correlation between risk-on assets and risk-off assets went to 
minus one.

2)	� Diversification is based on low correlation, while hedging is based on negative 
correlation, or, better yet, negative downside correlation. That is, the protecting asset 
will make money when the vulnerable asset is losing money, without losing an equal 
amount when the vulnerable asset is making money. Thus, the ideal hedging asset is 
either an option or an option-like asset that can deliver asymmetrical returns. 

3)	� Options have an explicit cost, and option-like assets are likely to have an implicit 
cost, in that they may lower the expected return of the total portfolio. The standard 
inflation and deflation hedges (commodities, inflation-linked government debt, and 
nominal government debt) aren’t literally options, but they are expected to deliver 
option-like asymmetrical returns. That is, they are expected to boost performance 
in environments that are hostile to equities, without killing performance in equity-
friendly environments. But if hedging assets behave like options, it’s prudent to 
assume that they will have an implicit cost, thus lowering the return of the total 
portfolio. ISSG historical analysis suggests that the cost of insurance may be less 
than one might expect, but we know that history is often an imperfect guide. 

4)	� The mantra that “diversification is the only free lunch in investing” is true in one 
sense but not another. Diversification presents an opportunity to build more efficient 
portfolios, that is, portfolios that offer higher return for a given level of risk. However, 
“free lunch” can also mean “opportunity for risk-free arbitrage,” which diversification 
definitely isn’t. Diversification involves the blending of risks; it’s not scooping up $100 
bills lying on the sidewalk.
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A more thoughtful
approach to portfolio 
construction will 
include both robust 
diversification (as 
opposed to ersatz 
diversification across 
a menu of risk-on 
assets) and value-
conscious hedging 
when the cost/
benefit analysis  
adds up.

5)	� Hedging is not a free lunch in any sense of the term. Hedging is best viewed as a tool 
for reducing risk, not for improving the return/risk tradeoff. Moreover, hedging does 
not deliver arbitrage-like profits. This is obviously true for the standard option hedges 
(e.g., buying puts for insurance), and it’s equally true for the various return spread 
hedges that are common among hedge funds: buy cheap stocks, short expensive 
stocks; buy good companies, short bad companies; buy high yield debt, short low 
yield debt (and similar carry trades). All these hedges may generate attractive 
returns, but none of them is guaranteed to do so. In fact, many hedge fund trades 
have the same generic profile: buy the more risky asset, short the less risky asset, 
thus capturing a risk premium. When investors go into risk-off mode, these hedges 
are bound to fail.

6)	� Diversification is often viewed as a long-term strategy vulnerable to short-term 
shocks, whereas hedging is often viewed as a more opportunistic strategy designed 
for short-term protection. But it’s important not to overstate this distinction: hedging 
can make sense as a long-term strategy (many commodity-based companies hedge 
the commodity price as a matter of policy), and some hedges are vulnerable to short-
term shocks. 

Many investors are attracted to hedging because they believe it offers more protection 
than diversification, but they also don’t want to give up return. That’s a tall order in 
the best of circumstances, and virtually an impossible order given the current market 
circumstances. Hedging strategies are potentially expensive and not necessarily bullet-
proof. A more thoughtful approach to portfolio construction will include both robust 
diversification (as opposed to ersatz diversification across a menu of risk-on assets)  
and value-conscious hedging when the cost/benefit analysis adds up.

Investment Strategy and Solutions Group (“ISSG”) is part of The Bank of New York Mellon (“Bank”). 
ISSG offers products and services through the Bank, including investment strategies that are 
developed by affiliated BNY Mellon Asset Management investment advisory firms and managed by 
officers of such affiliated firms acting in their capacities as dual officers of the Bank.



The Alcentra Group
BNY Mellon ARX

BNY Mellon Beta Management
BNY Mellon Cash Investment Strategies

BNY Mellon Western Fund Management
Company Limited

The Boston Company Asset Management, LLC
The Dreyfus Corporation

EACM Advisors LLC 
Hamon Investment Group

Insight Investment
Mellon Capital Management Corporation

The Newton Group
Pareto Investment Management Limited

Siguler Guff & Company LP
Standish Mellon Asset Management Company LLC

Urdang Capital Management, Inc.
Urdang Securities Management, Inc.

Walter Scott & Partners Limited
WestLB Mellon Asset Management

BNY Mellon Asset Management is one of the world’s leading asset management organizations, encompassing 
BNY Mellon’s affiliated investment management firms and global distribution companies. BNY Mellon is the corporate 
brand of The Bank of New York Mellon Corporation. • The statements and opinions expressed in this document are 
those of the authors as of the date of the article, are subject to change as economic and market conditions dictate, 
and do not necessarily represent the views of BNY Mellon, BNY Mellon Asset Management International or any 
of their respective affiliates. This document is of general nature, does not constitute legal, tax, accounting or other 
professional counsel or investment advice, is not predictive of future performance, and should not be construed as an 
offer to sell or a solicitation to buy any security or make an offer where otherwise unlawful. The information has been 
provided without taking into account the investment objective, financial situation or needs of any particular person. 
BNY Mellon Asset Management International Limited and its affiliates are not responsible for any subsequent 
investment advice given based on the information supplied.

Past performance is not a guide to future performance. The value of investments and the income from them is not 
guaranteed and can fall as well as rise due to stock market and currency movements. When you sell your investment 
you may get back less than you originally invested. • While the information in this document is not intended to 
be investment advice, it may be deemed a financial promotion in non-U.S. jurisdictions. Accordingly, where this 
document is used or distributed in any non-U.S. jurisdiction, the information provided is for use by professional and 
wholesale investors only and not for onward distribution to, or to be relied upon by, retail investors. • Products or 
services described in this document are provided by BNY Mellon, its subsidiaries, affiliates or related companies and 
may be provided in various countries by one or more of these companies where authorized and regulated as required 
within each jurisdiction. This document is not intended for distribution to, or use by, any person or entity in any 
jurisdiction or country in which such distribution or use would be contrary to local law or regulation. This document 
may not be distributed or used for the purpose of offers or solicitations in any jurisdiction or in any circumstances 
in which such offers or solicitations are unlawful or not authorized, or where there would be, by virtue of such 
distribution, new or additional registration requirements. Persons into whose possession this document comes are 
required to inform themselves about and to observe any restrictions that apply to the distribution of this document 
in their jurisdiction. The investment products and services mentioned here are not insured by the FDIC (or any 
other state or federal agency), are not deposits of or guaranteed by any bank, and may lose value. • This document 
should not be published in hard copy, electronic form, via the web or in any other medium accessible to the public, 
unless authorized by BNY Mellon Asset Management International Limited. 

In Australia, this document is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482 815, 
AFS License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000. Authorized and regulated 
by the Australian Securities & Investments Commission. • In Brazil, this document is issued by BNY Mellon 
Serviços Financeiros DTVM S.A., Av. Presidente Wilson, 231, 11th floor, Rio de Janeiro, RJ, Brazil, CEP 20030-905. 
BNY Mellon Serviços Financeiros DTVM S.A. is a Financial Institution, duly authorized by the Brazilian Central Bank to 
provide securities distribution and by the Brazilian Securities and Exchange Commission (CVM) to provide securities 
portfolio managing services under Declaratory Act No. 4.620, issued on December 19, 1997. • Investment vehicles 
may be offered and sold in Canada through BNY Mellon Asset Management Canada Ltd., a Portfolio Manager, 
Exempt Market Dealer and Investment Fund Manager. • In Dubai, United Arab Emirates, this document is issued 
by the Dubai branch of The Bank of New York Mellon, which is regulated by the Dubai Financial Services Authority. 
• In Germany, this document is issued by WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH, 
which is regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management 
Holdings Limited is a 50:50 joint venture between BNY Mellon and WestLB AG. WestLB Mellon Asset Management 
Kapitalanlagegesellschaft mbH is a wholly owned subsidiary of this joint venture. • If this document is used or 
distributed in Hong Kong, it is issued by BNY Mellon Asset Management Hong Kong Limited, whose business 
address is Level 14, Three Pacific Place, 1 Queen’s Road East, Hong Kong. BNY Mellon Asset Management Hong 
Kong Limited is regulated by the Hong Kong Securities and Futures Commission for Type 1 (dealing in securities), 
Type 4 (advising on securities) and Type 9 (asset management) regulated activities, and its registered office is at 
6th floor, Alexandra House, 18 Chater Road, Central, Hong Kong. • In Japan, this document is issued by BNY Mellon 
Asset Management Japan Limited, Marunouchi Trust Tower Main Building, 1-8-3 Marunouchi Chiyoda-ku, Tokyo 
100-0005, Japan. BNY Mellon Asset Management Japan Limited is a Financial Instruments Business Operator with 
license no 406 (Kinsho) at the Commissioner of Kanto Local Finance Bureau and is a Member of the Investment 
Trusts Association, Japan and Japan Securities Investment Advisers Association. • In Korea, this document is issued 
by BNY Mellon AM Korea Limited for presentation to professional investors. BNY Mellon AM Korea Limited, 21/F 
Seoul Finance Center, 84 Taepyungro 1-ga, Jung-gu, Seoul, Korea. Regulated by the Financial Supervisory Service. 
• In Singapore, this document is issued by The Bank of New York Mellon, Singapore Branch for presentation to 
professional investors. The Bank of New York Mellon, Singapore Branch, One Temasek Avenue, #02-01 Millenia 
Tower, Singapore 039192. Regulated by the Monetary Authority of Singapore. • This document is issued in the UK 
and in mainland Europe (excluding Germany), by BNY Mellon Asset Management International Limited, 160 Queen 
Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorized and regulated by the Financial 
Services Authority. • This document is issued in the United States by BNY Mellon Asset Management.

BNY Mellon holds over 90% of the parent holding company of The Alcentra Group. The Group refers to these 
affiliated companies: Alcentra, Ltd and Alcentra NY, LLC. Only Alcentra NY, LLC offers services in the U.S. • BNY 
Mellon Western FMC, Insight Investment and WestLB Mellon Asset Management do not offer services in the U.S. 
This presentation does not constitute an offer to sell, or a solicitation of an offer to purchase, any of the firms’ 
services or funds to any U.S. investor, or where otherwise unlawful. • BNY Mellon holds a 20% interest in Siguler Guff 
& Company, LP and certain related entities (including Siguler Guff Advisers LLC). • BNY Mellon Beta Management 
is a division of The Bank of New York Mellon, a wholly-owned banking subsidiary of BNY Mellon. • BNY Mellon 
Cash Investment Strategies is a division of The Dreyfus Corporation. • BNY Mellon Western Fund Management 
Company Limited is a joint venture between BNY Mellon (49%) and China based Western Securities Company 
Ltd. (51%). The firm does not offer services outside of the People’s Republic of China. • Hamon’s services are offered 
in the U.S. by Hamon Asian Advisors Limited. BNY Mellon holds a 19.9% interest in Hamon Investment Group Pte 
Limited, which is the parent of Hamon Asian Advisors Limited. • The Newton Group refers to the following group of 
companies: Newton Investment Management Limited, Newton Capital Management Limited, Newton International 
Investment Management Limited, Newton Capital Management LLC, and Newton Fund Managers (CI) Limited. 
Except for Newton Capital Management LLC and Newton Capital Management Limited, none of the other Newton 
companies offers services in the U.S. • BNY Mellon Asset Management International Limited and any other BNY 
Mellon entity mentioned above are all ultimately owned by BNY Mellon.

www.bnymellonassetmanagement.com	 BNY Mellon Asset Management©2011 The Bank of New York Mellon Corporation. 	 11/11


