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 Diversify, diversify, diversify

Similar to how critical ‘location’ is to the value of a property 
in the real estate world, leading to statements such as 
“location, location, location”, ‘diversification’ is critical for 
successful investing. As it is so important, it is no surprise 
that it features in nearly every piece of investment marketing 
literature. But can you answer a simple question: “How does 
diversification work?”

Over a series of related educational articles, I want to help all 
readers to appreciate what diversification is and is not and 
the different dimensions of diversification. This first article 
is covering the basics. But before you stop reading because 
you believe you already know all about it, have a look at 
the following graph and answer the following question for 
yourself; “Which of the three diversifying assets, A, B or C, 
would you pick to add to a current position to create a 50/50 
combination with reduced risk?”

Many people would pick asset B because its line looks the 
most different to the current position. Some people might 
choose asset C because its line ends at the highest point 
compared to the other two alternatives. The right answer 
is represented by the green line (asset A) because it has the 
lowest correlation and slightly lower risk. 

Correlation is the closest relative of diversification. It is a 
statistic that measures the degree to which two or more 
measurements (like investment returns) show a tendency 
to vary together. A correlation coefficient can have a value 
between 1 and -1. At 1, the investment returns are always 
both above or below their respective averages at the same 
time, at -1, one is always above at the same time as the other 
is below its average. The lower the correlation, the higher the 
diversification. Look at the chart below again. Can you now 
see that the variations of the yellow and the blue line appear 
more in sync with the black line? Asset B and C are perfectly 
correlated to the current position. Asset A on the other hand 
has a slight negative correlation.
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Diversify, diversify, diversify

Let’s now look at a couple of examples.

If you combine two assets with equal risk (volatility) that 
have a correlation of 1, the portfolio has the same risk as 
both assets. So, there is no risk reduction. This changes dra-
matically if the assumed correlation drops to 0:

Now portfolio risk has dropped to 10.61% from 15%, a 
reduction of nearly 30 percent. Can one do better? As shown 
in the following table, we could mix equities with bonds.

At 7.65%, portfolio risk has nearly halved. Aren’t low 
correlations amazing? Not only that but bonds also have a 
much lower risk than equities. In our stylized example, bonds 
only have 20% of the volatility that equities exhibit. Can we 
isolate the correlation effect from the effect of mixing two 
assets with very different volatility levels? The answer is 
that we can, by assuming a correlation of 1 between them:

In this example portfolio volatility is still 40% lower. From 
this we can conclude that the low correlation delivered the 
additional 10% from the 50% volatility reduction we saw in 
the previous example.

Below we provide an update of historical asset class 
correlations MASECO Private Wealth pursues for its 
clients*.

As is widely known and evident in the table in section 1, 
bonds are the most important diversifier to equities as 
those asset classes exhibit negative correlations over the 
long term. While all asset classes in the table have some 
degree of diversification benefit, styles within one equity 
region (Section 2) have the least diversification benefit. 
This is followed by regional diversification within equities 
(Section 3). We can also see that REITs and Commodities 
historically proved to be good diversifiers for an equity 
portfolio (Section 4). However, Managed Futures (Section 
5) beat all other asset classes, apart from bonds, as far as 
diversification benefit is concerned.

In summary, different volatility levels and pairwise 
correlations of multiple assets always come as a package, 
technically referred to as covariance. They are the drivers 
of diversification and risk reduction. I hope my examples 
have shown you that sometimes correlation is the driving 
force in achieving significant risk reduction and sometimes 
it is a difference in volatility levels. However, it is only the 
correlation term that causes the famous efficient frontier 
to have a bended shape, with portfolio risk to be lower 
than one would expect from combining multiple assets or 
asset classes. While unfortunately both variables change 
over time, therefore attaching a degree of uncertainty, 
understanding them as well as possible is a very valuable 
exercise for any investor.

Equity 1 Equity 2 Portfolio

Volatility 15% 15% 15.00%

Weight 50% 50%

Correlation 1

Equity 1 Equity 2 Portfolio

Volatility 15% 15% 10.61%

Weight 50% 50%

Correlation 0

Equity 1 Bond Portfolio

Volatility 15% 3% 7.65%

Weight 50% 50%

Correlation 0

Equity 1 Bond Portfolio

Volatility 15% 3% 9%

Weight 50% 50%

Correlation 1

*

Source: Morningstar. Data as at: 08 May 2018
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MASECO LLP is authorised and regulated by the 
Financial Conduct Authority for the conduct of 
investment business in the UK (FS Register number 
489718) and is a FINRA/SEC Registered Investment 
Advisor in the USA which trades under the names 
MASECO Private Wealth and MASECO Institutional. 
MASECO LLP is a company registered in England 
& Wales (Number OC337650) with its registered 
office at Burleigh House, 357 Strand, London WC2R 
0HS (Telephone: +44(0)20 7043 0455; Email:  email.
enquiries@masecopw.com).

 The services provided by MASECO LLP may include 
investment in non-mainstream pooled investments 
based outside of the UK. Investors in such products 
will not benefit from the UK’s legal and regulatory 
regime.

Any views or opinions expressed in this document do 
not necessarily reflect the views of MASECO LLP as 
a whole or any part thereof and are not a description 
of MASECO’s investment policy nor a forecast of 
future events and are subject to change.

Certain information in this document has been 
obtained by MASECO from reputable third party 
sources, however, MASECO does not warrant the 
completeness or accuracy of such information and it 
should not be relied upon as such.

MASECO LLP will have no liability (except as may 
arise under the Financial Services and Markets Act 
2000) for any loss or damage arising out of the 
use or reliance of the information in this document 
including, without limitation, any loss of profit or 
other damage, direct or consequential.

 Nothing in this document constitutes, or should be 
construed as constituting, investment, tax, legal or 
any other advice.

 For your protection, telephone calls may be recorded.

Past performance is not a reliable indicator of future 
results.  The value of investments, and the income 
from them, may fall as well as rise and you may not 
get back the amount originally invested. Fluctuations 
may be particularly marked in the case of higher 
volatility investments or portfolio. Rates of exchange 
may cause of the value of investments to go down as 
well as up. The levels and bases of, and reliefs from, 
taxation is subject to change.  


