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We have found the concept of diversification to be one of the most misunderstood out there. Imagine seeing a portfolio containing six Canadian equity funds—and nothing more—where the advisor handling the account claims to have put things together in this way in an attempt to enhance the client’s level of diversification.  Although the guilty advisors were correct in their belief that exposure to a number of funds is a key tenet of good diversification, the narrowness of the Canadian market prevents any portfolio that consists entirely of Canadian equity funds from being properly diversified. There’s no doubt that a bad day for the Canadian resource or financial services sectors would hit this particular client harder than a client with a basket of funds focused on a wider array of geographies and asset classes.

What is Diversification?

Diversification essentially means allocating money to multiple assets in an attempt to smooth out the performance ups and downs of each individual asset. Many investors equate a smoothing out of returns to a reduction of risk, and although volatility is not an all-encompassing definition of risk, it is a definition that many academics are comfortable with. A mutual fund is more diversified than a basket of two stocks, and a basket of mutual funds is more diversified than a single fund.
Speaking from a purely statistical standpoint, the best way to get diversification is by filling a portfolio with low correlating assets, or for our purposes, mutual funds. Correlation is a measure of whether, and how strongly, a pair of variables are related. When determining the correlation coefficient between two mutual funds, performance is the variable considered. If one fund zigs while the other one zags, correlation will likely be low. It is important to note that the correlation calculation has nothing to do with the similarity between the holdings of a pair of mutual funds or the investment philosophy employed by the managers. It is purely a function of performance.
Investing Outside of Canada

The Canadian market is quite narrow, and whether you are talking about the large cap or small cap space, the behaviour of just about every fund with a Canadian focus will be somewhat similar. Correlation coefficients run from -1 to 1. Assets with a correlation of 1 have behaved in virtual lockstep while those assets with -1 correlations have had performance histories that couldn’t be more different. It is very difficult to find any two Canadian equity products, regardless of area of focus, with a correlation coefficient of under 0.55. Most of the best known products have correlations of 0.8 or greater to one another. Given that, we don’t believe it makes sense to hold more than three Canadian equity funds in a portfolio. A forth Canadian equity fund just becomes redundant.
Global economies have become more integrated and borders have become irrelevant for many large multinational companies. These factors have reduced the benefits of investing internationally, and there’s no reason for that trend to slow down. That said, all international markets have their own unique nuances which will prevent them from ever being perfectly correlated to the Canadian market.

Correlation Fluctuations
Correlation coefficients are not static. They are constantly changing because performance numbers constantly change and the relationship between those performance numbers are therefore always in flux. That’s why broad diversification is important.

The Benefits of Investing Outside of Equities
Moving money into asset classes outside of equities can provide even greater diversification benefits than investing in multiple stock markets can do alone. That should not come as a surprise to anyone. The standard balanced fund has exposure to stocks and bonds for a reason—the two asset classes complement one another very nicely. As is the case with equity markets in different regions, the correlation coefficients between asset classes fluctuate, and often those fluctuations are more severe. The extreme fluctuations are why we say exposure to other asset classes is a superior way to create a diversified portfolio.

The Bottom Line
The purpose of including low correlating assets in a portfolio is to enhance diversification. In turn, the point of diversifying a portfolio is to reduce volatility. When determining the appropriate level of diversification for a portfolio, it is crucial to understand what the objectives of a client are, because there is a direct relationship between volatility and returns. Sure, low volatility is a great thing, but you’d be hard pressed to squeeze a substantial return out of just about anything with very low return fluctuations. Take a look at T-bills, for instance.

Some clients may be willing to take on significant levels of volatility in exchange for the potential for high returns by holding a very concentrated portfolio, but for most clients who are saving for their retirement, exposure to a combination of low correlating equity markets and asset classes makes a ton of sense.

We have also seen far too many portfolios where the advisor seemingly arbitrarily slapped together a handful of similar mutual funds in an attempt to introduce diversification. Such a practice creates inefficient portfolios with large amounts of redundancy. Creating a bloated collection of mutual funds is a very different thing from creating a well diversified basket of mutual funds.
