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In never hurts to review some basic investment theory from time to time.  

In the 1960s, Professor Harry Markowitz introduced the basic theory about diversification.

Note 1: Diversification is about reducing specific 
risk – the risk that any one investment may fail.

Note 2: We can also reduce portfolio volatility by 
choosing  investments  that  are  likely  to  be  less 
volatile.  Sometimes, it  is a matter of judgement 
about  which  the  best  way is  to  go.  Sometimes, 
lower volatility investments can help a client sleep 
at night. Often some more volatile investments can 
deliver higher returns – but not always.
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Two points to remember:-
• It never makes sense to diversify into an investment that is likely to generate a negative 

return – that is, it never make sense to diversify just for the sake of it. Given current high 
valuations in many markets at this time, getting diversity while avoiding investments which 
overly-expensive can be a bit of a challenge.
◦ Ideally, you thoughtfully diversify between investments (or sectors) that you think have 

a significant probability of generating a good return. 
• Over the last  10 years or so, a lot  of the time, markets and segments have been highly 

correlated – more so than normal in history. This meant for example, that during the Global 
Financial Crisis in 2008, investors generally found that diversification did not reduce the 
portfolio  risk as expected.   A possible  reason for this  higher  sector correlation was that 
central bank monetary policies had been “lifting all boats”, and when the money supply 
started shrinking in 2008, this lowered all boats. Hedge fund activity (and high frequency 
traders) have I believe, contributed over the last 10 years to the comparative lack of negative 
correlation of volatility (compared with what had been “normal”.)  

I believe that the next most important contributor to portfolio theory was James Tobin.

The key point issue of James Tobin's Separation Theorem, if that if you wish to reduce risk and 
volatility from a portfolio, you need to hold a greater proportion of the portfolio in “cash”. 

Note:  When  you  contemplate  the  volatility  of  your  portfolio,  you  need  to  be  considering  the 
volatility of the entire portfolio as a whole (Cash + risky assets), and not just the risky part (shares 
and property) of the portfolio in isolation. 
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