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MOTIVATION

• THE VARIOUS DIFFERENT WAYS OF THINKING ABOUT 

DIVERSIFICATION

• TO THE EXTENT POSSIBLE, DISCUSS WHAT RESEARCH FINDS 

REGARDING THE EFFECTIVENESS OF EACH DIFFERENT WAY OF 

THINKING ABOUT DIVERSIFICATION



STRUCTURE OF THE PRESENTATION



RECENT INTEREST 



MY PORTFOLIO

46%

5%

39%

10% 0% Equity (includes ETFs)

Bond/fixed income

Derivatives

Cash

Cryptocurrencies



A COLLEAGUE ONCE TOLD ME... 

..THAT “DIVERSIFICATION IS GOOD” IS THE 
ONE AND ONLY THING WE ALL AGREE 

ON IN FINANCE.



"Keep all your eggs in 

one basket, but watch 

that basket closely.“



"Keep all your eggs in 

one basket, but watch 

that basket closely.“

“Diversification is 

protection against 

ignorance. It makes 

little sense if you know 

what you are doing.”





INTUITION

• REDUCES RISK.

• HEDGES YOUR BETS.

• CONSISTENT WITH BUY AND HOLD 

PRINCIPLES.

• ENCOURAGES US TO INVESTIGATE 

A WIDE RANGE OF DIFFERENT 

INVESTMENTS BEFORE ACTING.

• RESULTS IN WEAK IDEAS BEING 

INCLUDED WITH STRONG IDEAS.

• RESULTS IN A PORTFOLIO WITH 

TOO MANY INVESTMENTS WE 

DON’T KNOW VERY WELL.

• LEADS TO LAZINESS, NOT 

ENOUGH ANALYSIS CONDUCTED 

ON OUR INVESTMENTS.



SO … WHAT DO WE MEAN BY 
“DIVERSIFICATION”?

• DIFFERENT STOCKS WITHIN INDUSTRY?

• DIFFERENT INDUSTRIES IN OUR PORTFOLIO?

• DIFFERENT ACCOUNTS THAT WE HAVE OUR MONEY IN?

• DIFFERENT ASSET CLASSES?

• DIFFERENT COUNTRIES?

• ALL (OR SOME COMBINATION) OF THE ABOVE?

• OR,  WHAT ABOUT DIFFERENT STRATEGIES?



DOCUMENTED WAYS IN WHICH 
PORTFOLIOS STRAY FROM DIVERSIFICATION

• TOO MUCH INVESTED IN THE COMPANY YOU WORK FOR.

• TOO MUCH INVESTED IN ASSETS THAT HAVE SIMILAR CASH FLOWS TO YOUR

“HUMAN CAPITAL”.

• TOO MUCH INVESTED IN THE SAME INDUSTRY.

• TOO MUCH INVESTED IN “LOCAL” COMPANIES.

• GOETZMAN AND KUMAR (2008), YALE AND UNIVERSITY OF TEXAS:

• LESS THAN 10% OF SAMPLE OF 60,000 INDIVIDUAL INVESTORS HOLD > 10 STOCKS

• 70% OF INVESTORS HAD 5 OR FEWER STOCKS



THE APPEAL OF DIVERSIFICATION

The ability to 

lower portfolio 

volatility without 

sacrificing on 

expected return.



THE APPEAL OF DIVERSIFICATION



THE APPEAL OF DIVERSIFICATION



CAN TIMING HELP? BAD NEWS FROM BLACKROCK



TRADITIONAL THINKING ON DIVERSIFICATION

• RISK CAN BE BROADLY SPLIT INTO TWO CATEGORIES:

• SYSTEMATIC RISK:  BROAD, AFFECTS MOST/ALL INVESTMENTS TO SOME DEGREE 

OR ANOTHER.

• UNIQUE RISK:  NARROW, AFFECTS ONLY ONE COMPANY, MAY BE A FEW.

• TRADITIONAL THINKING:

• UNIQUE RISK CAN BE DIVERSIFIED AWAY, SYSTEMATIC RISK CANNOT.

• FOCUS ON ASSET ALLOCATION, CONSTRUCT PORTFOLIO THAT MATCHES THE 

LEVEL OF RISK YOU CAN TOLERATE.



ALTERNATIVE THINKING ON DIVERSIFICATION

• RISK CAN BE BROADLY SPLIT INTO TWO CATEGORIES:

• SYSTEMATIC RISK:  BROAD, AFFECTS MOST/ALL INVESTMENTS TO SOME DEGREE 

OR ANOTHER.

• UNIQUE RISK:  NARROW, AFFECTS ONLY ONE COMPANY, MAY BE A FEW.

• ALTERNATIVE THINKING:

• SYSTEMATIC RISK CAN BE HEDGED, CONSTRUCT MARKET NEUTRAL PORTFOLIO.

• FOCUS ON SECURITY SELECTION, LIVE OR DIE BY WHETHER YOU CAN PICK THE 

BEST/WORST COMPANIES IN DIFFERENT SECTORS.



Cremers and Petajisto,

Yale School of Management, 2009, 

The Review of Financial Studies

Across industry versus within industry





DIVERSIFYING ACROSS DIFFERENT 
ACCOUNTS

• GOOD PROTECTION AGAINST FRAUD

• SOMETIMES UNAVOIDABLE IF YOU FIRST AIM TO 

MAX OUT YOUR TAX ACCOUNT AND THEN 

CONTINUE INVESTING

• BEWARE OF “MENTAL ACCOUNTING” PROBLEM 

HIGHLIGHTED BY BEHAVIORAL FINANCE

• MAKE SURE YOU CONSIDER WHAT’S ALREADY IN 

YOUR OTHER ACCOUNTS BEFORE ADDING ANY 

INVESTMENT



DIVERSIFYING ACROSS DIFFERENT 
COUNTRIES

• TAKE ADVANTAGE OF LOW CORRELATIONS 

AMONGST DIFFERENT COUNTRIES

• EVIDENCE IS THAT CORRELATIONS HAVE BEEN 

INCREASING OVER TIME

• ADMINISTRATIVE ISSUES INVOLVED IN 

INVESTING INTERNATIONALLY

• I HAVE SOME MONEY IN INTERNATIONAL 

FUNDS



WHAT ABOUT …?

• DIFFERENT STRATEGIES

• BROAD ENOUGH GOAL TO ENCOMPASS OTHER 

ELEMENTS (DIFFERENT SECTORS ETC.)

• EMBRACES THE FACT THAT THERE IS MORE THAN 

ONE STRATEGY THAT “WORKS”, BUT THAT NO 

STRATEGY WORKS ALL THE TIME.

• KEY IS CORRELATION!
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MOMENTUM FUND - MTUM



VOLATILITY AS AN ASSET CLASS



VOLATILITY AS AN ASSET CLASS
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INCREASE UPSIDE



MAIN POINTS

• YOU DON’T HAVE A TO HAVE A LOT OF INVESTMENTS IN YOUR PORTFOLIO TO BE WELL 

DIVERSIFIED

• DIVERSIFICATION ACROSS SECTOR IS BETTER FOR RETURNS THAN DIVERSIFYING WITHIN SECTOR.  

THE LATTER IS MORE LIKELY TO CONFORM TO THE FEAR THAT WE’RE SIMPLY ENSURING 

MEDIOCRITY WITH DIVERSIFICATION.  FOCUS ON ASSET ALLOCATION!  I LOVE ETF’S!

• CONSIDER DIVERSIFICATION ACROSS STRATEGY:  THERE’S MORE THAN ONE WAY TO SUCCEED 

AND OFTEN DIFFERENT STRATEGIES SUCCEED AT DIFFERENT TIMES.

• AVOID ANALYZING AN INVESTMENT IN ISOLATION.  CONSIDER HOW IT COMPLEMENTS YOUR 

EXISTING PORTFOLIO:  RAISES EXPECTED RETURN? LOWERS VOLATILITY? INCREASES UPSIDE?

• HAVE AT LEAST ONE POSITION IN YOUR PORTFOLIO THAT BENEFITS FROM INCREASED VOLATILITY 

AND/OR A MARKET DOWNTURN.


