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Uncorrelated Strategies: The Holy Grail of
Portfolio Construction

1. Introduction

Investing can be thought of as a balancing act between risk and reward. Risk here refers to the
uncertainty or variability of investment returns, namely how much the value of your portfolio might
fluctuate over time. Reward, meanwhile, is the potential gain you can achieve by taking on that risk.
A popular saying, “Don’t put all your eggs in one basket,” suggests distributing capital across multiple
investments or strategies so that a single poor performer does not drag down your entire portfolio.
This process is commonly referred to as diversification.

Yet, even investors who appear to be diversified occasionally face large losses, especially during major
market downturns. Why does this happen if their holdings seem well-spread? The issue often boils
down to correlation, a measure of how closely the returns of different strategies move in tandem. If
multiple investments are all positively correlated with one another, a market shock can make them
drop at the same time, undermining the intended benefits of diversification.

Modern Portfolio Theory (MPT), introduced by economist Harry Markowitz in his 1952 paper
“Portfolio Selection,” first demonstrated mathematically how combining assets or strategies with low
or negative correlations can substantially reduce volatility (risk) without necessarily giving up
returns. Volatility, in this context, is a statistical measure of how widely an investment’s returns
fluctuate around their average. High volatility means returns can swing dramatically in either direction,
while low volatility indicates more stable performance. By pairing strategies whose returns do not
move in lockstep, an investor can smooth out overall performance.

Decades after Markowitz, the famed hedge fund manager Ray Dalio popularized a further refinement:
the idea of finding a number of uncorrelated return streams. He called that the “Holy Grail” of
investing. According to Dalio, building a portfolio with a sufficiently large number of uncorrelated
strategies can dramatically reduce overall risk while maintaining strong returns. This document, aims
to educate investors on these foundational principles and show how Nurp’s diverse trading approaches
can help achieve a more stable portfolio.
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2. Foundations: Modern Portfolio Theory & Markowitz

2.1. The Core Ideas of MPT

Before Harry Markowitz’s work, many people picked investments based primarily on the potential
returns of individual assets. However, Markowitz introduced the concept that an investment’s risk
profile should be viewed in the context of a wider portfolio. By mathematically formalizing the
importance of correlation, Markowitz showed that a portfolio’s total risk is not simply the sum of
each investment’s individual risk. Instead, it also depends on how those investments behave relative
to one another.

In Modern Portfolio Theory, “risk” is often quantified using volatility, measured by the standard
deviation of returns. If two strategies have high individual volatility but do not move in the same
direction at the same time, the combined portfolio can end up being less volatile than either strategy
on its own. In essence, when one strategy experiences a drawdown, another may be stable or even
profitable, thereby cushioning the blow.

2.2. Correlation Explained

Correlation refers to the degree to which two (or more) return streams move in tandem. It is expressed
as a coefficient between —1 and +1:

e +10r 100% means they move perfectly in sync (if Strategy A goes up by a certain percentage, Strategy
B will do the same).

e 0implies there is no consistent relationship in how the two return streams move.

e =1 or -100% means the returns move in exact opposition—when Strategy A rises, Strategy B falls
proportionally.

A lower correlation (closer to zero or negative) between two strategies is generally desirable from a
diversification standpoint. This is because the poor performance of one strategy can be offset by the
neutral or positive performance of another, leading to lower overall portfolio volatility.

2.3. The Efficient Frontier

Markowitz’s work also introduced the Efficient Frontier, a graphical representation in which risk
(volatility) is on the horizontal axis and expected return is on the vertical axis. You plot possible
portfolio combinations, each producing a certain mix of risk and return. The set of portfolios that offer
the highest return for each level of risk forms the “frontier.”
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According to Modern Portfolio Theory, these frontier portfolios are optimal relative to the risk level
an investor is willing to take. Any portfolio lying below this frontier is considered suboptimal because
there exists another mix of strategies that could deliver the same return with lower risk (or a higher
return for the same risk level).

By following MPT’s guidelines, specifically, by carefully selecting uncorrelated strategies investors
can move closer to this Efficient Frontier, maximizing returns per unit of risk.

3. Ray Dalio’s “Holy Grail” of Investing

Harry Markowitz provided the statistical underpinning for diversification, but Ray Dalio (founder of
Bridgewater Associates) took the idea one step further, emphasizing the value of specifically seeking
uncorrelated return streams. He famously refers to this approach as the “Holy Grail” of investing,
suggesting that if you can find 15 or more good uncorrelated strategies, your total portfolio risk can
drop dramatically without cutting your overall return potential.

Dalio’s reasoning relies on one critical principle: the more distinct your returns are from one
another, the less likely they are to fail simultaneously. In other words, if each strategy is influenced
by different market drivers: be it interest rates, macroeconomic trends, or even specialized niche
factors, then no single downturn in a particular environment should devastate the entire portfolio. This
concept resonates deeply with Nurp’s objective of offering a range of trading strategies that behave
differently across market cycles.

In practice, building such a portfolio requires:

1. Identifying or designing multiple uncorrelated strategies (e.g., strategies that focus on
different sectors, market movements, or time frames).

2. Ensuring each strategy has a positive expected return; that is, it tends to make more money
than it loses over the long run.
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3. Combining these strategies in proportions that align with your risk tolerance and financial
goals.

The end result, as per Dalio’s research and numerous practical examples, is a portfolio that experiences
lower volatility and avoids catastrophic drawdowns, even when markets turn volatile.

Below is the illustration of how correlation between strategies impacts the risk of the portfolio. All
assets have equal expected return and volatility.
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4. How Adding Uncorrelated Strategies Improves the Portfolio: A Single
Example

To illustrate how uncorrelated strategies can strengthen a portfolio, consider a simplified scenario.
Let’s say an investor holds just one main approach: a long-only equity strategy that invests in a broad
basket of stocks. This strategy can perform well in bull markets but is vulnerable to significant losses
in bear markets.

Now imagine introducing a second strategy developed by Nurp - let’s call it “Algo Strategy” This
second approach might use a combination of quantitative techniques that can go “long” or “short” on
various market opportunities, attempting to capture gains whether markets rise or fall. The key is that
the success of Algo Strategy depends on different factors than those driving standard equities. Perhaps
it is designed to identify momentum in commodities or exploit inefficiencies in foreign exchange rates,
thereby not relying on a typical stock market rally to generate returns.
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If equity markets plunge due to, say, poor economic data or geopolitical tensions, Algo Strategy might
be less affected or even profit from the downturn. Consequently, while the investor’s long-only equity
portfolio might decline, Algo Strategy could hold steady or gain, helping reduce the overall
drawdown. Over multiple market cycles, these offsetting effects lead to more stable performance.

In real-world applications, Nurp strives to build and refine numerous strategies with low correlation to
each other. One might exploit intraday price patterns in FX, another might focus on gold market, while
yet another on cryptocurrencies. By weaving these varied approaches into a single portfolio, the
potential drawdown from any single strategy is minimized. The combined result is often more
consistent returns over time, embodying the principles laid out by both Markowitz and Dalio.

5. Common Pitfalls

Even when incorporating uncorrelated strategies, investors should be mindful of common pitfalls that
can undermine their efforts:

Over-Diversification: Putting money into too many strategies that are essentially similar can create
unnecessary complexity without providing real diversification benefits. The point is not to hold more
strategies for its own sake, but to ensure each strategy you hold is genuinely driven by different market
factors.

Lack of Liquidity: Some alternative or niche strategies may have lock-up periods or slow redemption
processes, making it hard to exit quickly if you need cash. Always match your portfolio allocations to
your liquidity needs.

Changing Correlations: Correlations can shift significantly in times of market stress. Two strategies
that showed low correlation in stable periods might move in sync during a financial crisis. Ongoing
monitoring and periodic re-assessment of correlation patterns are vital for ensuring real diversification.

Emotional Reactions: Seeing one strategy underperform while another thrives can be psychologically
challenging. Investors might be tempted to abandon the underperformer before it has a chance to
contribute positively in a future market phase. Maintaining discipline and understanding that different
strategies shine under different conditions is essential for reaping long-term benefits.

6. Conclusion

Modern Portfolio Theory, pioneered by Harry Markowitz, reshaped the way we think about risk and
return, emphasizing the importance of correlation and volatility in building a stable portfolio. Ray
Dalio’s “Holy Grail” principle of combining many uncorrelated return streams advances that idea by
focusing on how unique strategies can balance each other’s weaknesses and harness diverse market
opportunities.

At Nurp, our aim is to help investors implement these insights by developing and curating strategies
that do not all move in lockstep. By mixing multiple positive-expected-return approaches, each
driven by different principles, we aim to reduce volatility and lower the risk of losses. Whether you
are an experienced investor or new to these concepts, understanding how uncorrelated strategies
enhance diversification is a critical step toward constructing a portfolio that can endure across a range
of market conditions.
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Suggested Further Reading

1. A Random Walk Down Wall Street by Burton G. Malkiel

Explores the Efficient Market Hypothesis and discusses why index investing may outperform active
approaches. Offers foundational insights on risk, return, and market behavior.

2. The Intelligent Investor by Benjamin Graham

A classic introduction to value investing and long-term portfolio management. Although published
decades ago, its principles on margin of safety and investor psychology remain highly relevant.

3. Against the Gods: The Remarkable Story of Risk by Peter L. Bernstein

Chronicles how humanity’s understanding of risk evolved over centuries. Provides background on
probability, statistics, and their role in modern finance and investment decisions.

4. Antifragile: Things That Gain from Disorder by Nassim Nicholas Taleb

Introduces the concept of “antifragility,” suggesting that certain strategies can benefit from market
volatility. A thought-provoking read on building resilient systems—including investment portfolios.



