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13.5: Diversification- Return with Less Risk

1. Explain the use of diversification in portfolio strategy.
2. List the steps in creating a portfolio strategy, explaining the importance of each step.
3. Compare and contrast active and passive portfolio strategies.

Every investor wants to maximize return, the earnings or gains from giving up surplus cash. And every investor wants to minimize
risk, because it is costly. To invest is to assume risk, and you assume risk expecting to be compensated through return. The more
risk assumed, the more the promised return. So, to increase return you must increase risk. To lessen risk, you must expect less
return, but another way to lessen risk is to diversify—to spread out your investments among a number of different asset classes.
Investing in different asset classes reduces your exposure to economic, asset class, and market risks.

Concentrating investment concentrates risk. Diversifying investments spreads risk by having more than one kind of investment and
thus more than one kind of risk. To truly diversify, you need to invest in assets that are not vulnerable to one or more kinds of risk.
For example, you may want to diversify

between cyclical and countercyclical investments, reducing economic risk;
among different sectors of the economy, reducing industry risks;
among different kinds of investments, reducing asset class risk;
among different kinds of firms, reducing company risks.

To diversify well, you have to look at your collection of investments as a whole—as a portfolio—rather than as a gathering of
separate investments. If you choose the investments well, if they are truly different from each other, the whole can actually be more
valuable than the sum of its parts.

Steps to Diversification
In traditional portfolio theory, there are three levels or steps to diversifying: capital allocation, asset allocation, and security
selection.

Capital allocation is diversifying your capital between risky and riskless investments. A "riskless" asset is the short-term (less than
ninety-day) U.S. Treasury bill. Because it has such a short time to maturity, it won't be much affected by interest rate changes, and
it is probably impossible for the U.S. government to become insolvent—go bankrupt—and have to default on its debt within such a
short time.

The capital allocation decision is the first diversification decision. It determines the portfolio's overall exposure to risk, or the
proportion of the portfolio that is invested in risky assets. That, in turn, will determine the portfolio's level of return.

The second diversification decision is asset allocation, deciding which asset classes, and therefore which risks and which markets,
to invest in. Asset allocations are specified in terms of the percentage of the portfolio's total value that will be invested in each asset
class. To maintain the desired allocation, the percentages are adjusted periodically as asset values change. Figure 12.11 shows an
asset allocation for an investor's portfolio.

Figure 13.5.1 : Proposed Asset Allocation

Asset allocation is based on the expected returns and relative risk of each asset class and how it will contribute to the return and
risk of the portfolio as a whole. If the asset classes you choose are truly diverse, then the portfolio's risk can be lower than the sum
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of the assets' risks.

One example of an asset allocation strategy is life cycle investing—changing your asset allocation as you age. When you retire, for
example, and forgo income from working, you become dependent on income from your investments. As you approach retirement
age, therefore, you typically shift your asset allocation to less risky asset classes to protect the value of your investments.

Security selection is the third step in diversification, choosing individual investments within each asset class. Here is the chance to
achieve industry or sector and company diversification. For example, if you decided to include corporate stock in your portfolio
(asset allocation), you decide which corporation's stock to invest in. Choosing corporations in different industries, or companies of
different sizes or ages, will diversify your stock holdings. You will have less risk than if you invested in just one corporation's
stock. Diversification is not defined by the number of investments but by their different characteristics and performance.

Investment Strategies
Capital allocation decides the amount of overall risk in the portfolio; asset allocation tries to maximize the return you can get for
that amount of risk. Security selection further diversifies within each asset class. Figure 12.12 demonstrates the three levels of
diversification.

Figure 13.5.2 : Levels of Diversification

Just as life cycle investing is a strategy for asset allocation, investing in index funds is a strategy for security selection. Indexes are
a way of measuring the performance of an entire asset class by measuring returns for a portfolio containing all the investments in
that asset class. Essentially, the index becomes a benchmark for the asset class, a standard against which any specific investment
in that asset class can be measured. An index fund is an investment that holds the same securities as the index, so it provides a way
for you to invest in an entire asset class without having to select particular securities. For example, if you invest in the S&P 500
Index fund, you are investing in the 500 largest corporations in the United States—the asset class of large corporations.

There are indexes and index funds for most asset classes. By investing in an index, you are achieving the most diversification
possible for that asset class without having to make individual investments, that is, without having to make any security selection
decisions. This strategy of bypassing the security selection decision is called passive management. It also has the advantage of
saving transaction costs (broker's fees) because you can invest in the entire index through only one transaction rather than the many
transactions that picking investments would require.

In contrast, making security selection decisions to maximize returns and minimize risks is called active management. Investors
who favor active management feel that the advantages of picking specific investments, after careful research and analysis, are
worth the added transaction costs. Actively managed portfolios may achieve diversification based on the quality, rather than the
quantity, of securities selected.

Also, asset allocation can be actively managed through the strategy of market timing—shifting the asset allocation in anticipation
of economic shifts or market volatility. For example, if you forecast a period of higher inflation, you would reduce allocation in
fixed-rate bonds or debt instruments, because inflation erodes the value of the fixed repayments. Until the inflation passes, you
would shift your allocation so that more of your portfolio is in stocks, say, and less in bonds.

It is rare, however, for active investors or investment managers to achieve superior results over time. More commonly, an
investment manager is unable to achieve consistently better returns within an asset class than the returns of the passively managed
index .[1]
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Diversification can decrease portfolio risk through choosing investments with different risk characteristics and exposures.
A portfolio strategy involves

capital allocation decisions,
asset allocation decisions,
security selection decisions.

Active management is a portfolio strategy including security selection decisions and market timing.
Passive management is a portfolio strategy omitting security selection decisions and relying on index funds to represent
asset classes, while maintaining a long-term asset allocation.

1. What is the meaning of the expressions "don't count your chickens before they hatch" and "don't put all your eggs in one
basket"? How do these expressions relate to the challenge of reducing exposure to investment risks and building a high-
performance investment portfolio? View ING's presentation and graph on diversification and listen to the audio at
http://www.ingdelivers.com/pointers/diversification. In the example, how does diversification lower risk? Which business
sectors would you choose to invest in for a diversified portfolio?

2. Draft a provisional portfolio strategy. In your personal finance journal, describe your capital allocation decisions. Then
identify the asset classes you are thinking of investing in. Describe how you might allocate assets to diversify your
portfolio. Draw a pie chart showing your asset allocation. Draw another pie chart to show how life cycle investing might
affect your asset allocation decisions in the future. How might you use the strategy of market timing in changing your asset
allocation decisions? Next, outline the steps you would take to select specific securities. How would you know which
stocks, bonds, or funds to invest in? How are index funds useful as an alternative to security selection? What are the
advantages and disadvantages of investing in an index fund such as the Dow Jones Industrial Average? (Go to
http://money.cnn.com/data/markets/dow/ to find out.)

3. Do you favor an active or a passive investment management strategy? Why? Identify all the pros and cons of these
investment strategies and debate them with classmates. What factors favor an active approach? What factors favor a passive
approach? Which strategy might prove more beneficial for first-time investors?

4. View the online video blog "3 Keys to Investing" at www.allbusiness.com/personal-...4968227-1.html. What advice does
the speaker, Miranda Marquit (October 26, 2007), have for novice investors? According to this source, what are the three
keys to successful investing?

 Much research, some of it quite academic, has been done on this subject. For a succinct (and instructive) summary of the
discussion, see Burton G. Malkiel, A Random Walk Down Wall Street, 10th ed. (New York: W. W. Norton & Company, Inc., 2007).

This page titled 13.5: Diversification- Return with Less Risk is shared under a CC BY-NC-SA 3.0 license and was authored, remixed, and/or
curated by Anonymous via source content that was edited to the style and standards of the LibreTexts platform.

 Summary

 Exercises
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