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Why Diversify?

Diversification: What is it and why does it matter?

Diversification is one of the most over-used terms in the financial industry. We think it's
valuable to discuss why diversification is beneficial through multiple lenses. Let’s focus on
two of them: the theoretical finance and the behavioral finance rationales. The theoretical
finance justification is that non-systemic risk is not rewarded. Non-systemic - or single stock -
risk is the unique risk associated with a particular company. For example, if Walmart or
Amazon were to be subject to a lawsuit or a product recall, that would be a company-specific
risk. Systemic risk, on the other hand, is the uncertainty inherent to a broader market
segment or the economy as a whole. An example would be a change in interest rates or a
geopolitical shock that would impact all companies, not just one. An investment's total risk is
the combination of non-systemic and systemic risks.

What does it mean when we say that non-systemic risk is not rewarded? After all, sometimes
you can purchase an individual company'’s stock and outperform the market over a period of
time. The theoretical argument is that to do so, you would be taking on additional non-
systemic risk and, as such, would not be outperforming on a risk-adjusted basis. You're paying
the same price for those shares regardless of if you purchase them individually or as part of a
diversified allocation, but your risk is much higher if you only buy a few individual equities. By
combining a sufficiently large portfolio of individual securities, many of the stock-specific risks
offset each other and what remains is the non-diversifiable market risk. This is commonly
referred to as the efficient markets hypothesis (EMH).

Elimination of unsystematic risk through diversification
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Diversification is cheaper and easier to achieve than ever before

Diversification is essentially free in our modern world. Investors can get exposure to a broad
range of securities easily without restrictive minimumes. This is due to the proliferation of
pooled investment vehicles such as Exchange Traded Funds and Mutual Funds. With these
products, you can eliminate non-systemic risk almost without cost. Contrarily, systemic risk
can be both challenging and costly to hedge. As such, investors demand a risk premium for
holding risky asset classes. This premium varies over time and across asset classes.
Historically, over the long term, fixed income tends to outperform cash and equities tend to
outperform fixed income. This is partially due to the incremental systemic risk you take when
you invest in fixed income over cash and when you invest in equities as opposed to fixed
income. Each asset class is gradually more exposed to macroeconomic risk.

PORTFOLIO DIVERSIFICATION

20-25 stocks from different sectors can effectively
remove the unsystematic risk from a portfolio and
strike a healthy balance with the expected returns.
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The Human Element: It's not just about the endpoint, the smoothness of the ride matters

Behavioral finance explains that the endpoint of a portfolio’s expected value is not the only
thing that matters. The ride is equally important. If investors were unemotional, the
significance of volatility would be diminished. However, most people are emotional creatures,
and those emotions can lead to poor investment choices. This is supported by the fact that
the average investor underperforms the average investment dramatically. The DALBAR
Investor Behavior Study indicated that the average investor earned an average annual return
of 2.9% for the period from 2001-2020. That slightly beat inflation but drastically
underperformed a 60/40 portfolio allocated to a diverse mix of stocks and bonds. The
primary goal of diversification is to reduce volatility and promote less emotional
investment decisions.
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A powerful reference tool is the asset class returns “quilt” chart. This presents annual returns
for a variety of asset classes and shows how they vary year to year. In addition to the
individual classes, there is an “Asset Allocation” category, an artificial construct that emulates
a 65/35 mix between equities and fixed income. The returns for this allocation were lower
over the period than for some other categories. For example, the return for the Large Cap
category was nearly double that of the Asset Allocation category over the past 15 years but
the volatility was about 50% higher. It's easy to say that you should concentrate your
portfolio in those categories that exhibited the best returns in the past. However, the ability
to realize those returns is predicated on being able to ride the volatility rollercoaster without
getting off and having a prescient viewpoint of the future. If you bought and sold during the
past fifteen years, your realized returns could vary dramatically from those of the category.
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Conclusion & Takeaways

When a large proportion of market returns are driven by a narrow subset of securities, such as
growth-oriented large cap equities, some question the benefits of diversification.
Additionally, many find it difficult to quantify risk, while returns are easy to measure. Our
primary focus as asset allocators is portfolio construction, the objective of which is to
maximize returns while minimizing risk. Diversification is fundamental to our approach due to
both the behavioral tendencies of investors as well as the lack of compensation for taking
non-systemic risk. One of the oft repeated tenets of investing is that if you're properly
diversified, you'll always be unhappy with
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at least one of your investments. Said another way; if all your investments move in the same
direction at the same time, you may be under-diversified. Our approach at Journey centers
around evaluating your unique return requirements and risk tolerance in the context of your
overall financial plan. Individual investment decisions are made with an emphasis on how the
investment fits within the portfolio and, by extension, your individual financial plan.

Important Disclosure: The information contained in this whitepaper is intended to be general in nature
and for informational purposes only. It should not be considered as investment advice or as a
recommendation of any particular tax or investment strategy or product. Moreover, this whitepaper is
not a solicitation or an offer to provide any specific tax, estate planning or financial planning service.
Please consult with qualified tax, legal and/or financial professionals for advice specific to your
situation before engaging in any business succession strategies.




