
FA

JUNE.10 © COPYRIGHT	 www.financialadvisorpublications.com	F INANCIAL ADVISOR PUBLICATIONS 25

“Have Enough Eggs to Make an Omelette.”

Diversification is the “daily exercise” of 
investing. We all need it and it demands 
cipline to do it day after day, month after 
month, year after year.

Harry Markowitz, who has one more Nobel 
Prize in Economics than you or I do, called diversification one 
of the economic world’s rare “free lunches.” His life’s work 
shows that diversification can increase return for a given 
level of risk, and it can lower risk for a given level of return.

The beauty of diversification is that it remains one of the 
few promises that we can make to our clients.  We cannot 
prevent the next bear market, but we do have the power to 
promise that our clients’ portfolios are always diversified.  
Diversification is also the great socioeconomic equalizer 
because no investor is too big to ignore it or too small to 
benefit from it.

While our main focus in designing an investment plan is 
to match the portfolio asset mix with an agreed- upon set 
of goals, we may not necessarily achieve diversification.  
Proper diversification involves three crucial dimensions—
breadth, depth, and time—that we can master by answering 
three simple questions.
Breadth—Are you diversified across asset classes?

Committing to a wider range of assets within each 
category allows for a smoother ride without hurting 
results.  For equity investments, we balance domestic, 
developed international, and emerging markets.  We can 
further narrow each of those into large-cap, small-cap, 
value, core, or growth. Fixed income spans corporate, 
municipal, and government bonds of varying maturities 
and can also include international bonds.

We can further lower risk by giving each area enough 
weight to matter, but not enough to matter too much.  For 
example, the financial media has promoted the view that 
the decade ending in 2009 was a “lost decade” for stocks 
because the S&P 500 was essentially flat.  But this notion 
tells only a very small part of the story since domestic small 
cap value, international small cap value, and emerging 
markets all produced double-digit annual returns during 

that period.  A broadly diversified equity portfolio would 
not have suffered from a lost decade.
Depth—Are you diversified within each asset class?

To lower risk even further, each carefully chosen asset 
class should contain a large number of holdings.  The 
larger the number of individual stocks or bonds in each 
basket, the lower the impact that any one disastrous 
holding could have on the overall portfolio and financial 
plan. The cheapest and simplest way to gain this kind of 
deep exposure is through ETFs, mutual funds or separately 
managed accounts.
Time—Are multiple time horizons balanced properly?

No matter a client’s wealth or season of life, diversification 
also involves managing “buckets” of money to support 
current, intermediate, and long-term financial needs.  
Intimately understanding our clients’ goals, values, and 
personalities helps us to determine how and how much to 
invest in each of these buckets. A mediocre professional 
blames a client when he needs to sell holdings to generate 
cash. A first-class professional anticipates this need and 
has cash available to be sent out that day.

Besides being useful in the analysis of a portfolio, 
these three questions can also apply when looking at a 
client’s overall balance sheet.  Our holistic planning may 
reveal that a client has much of his or her net worth 
concentrated in one asset such as a private business, real 
estate, or an individual stock.  In many cases, this asset 
was the major contributor to our client’s success and we 
must honor that.  However, we must also remind clients 
that the same strategies that made them wealthy may 
not keep them wealthy. Concentration builds wealth, 
but diversification protects it.

At the simplest level, true diversification means 
carefully choosing a variety of baskets, putting a lot 
of eggs into each basket, and making sure that there 
are enough eggs available when a client needs to 
make an omelette.                                                       FA
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