WHY DIVERSIFY?

Everyone knows not to “put all your eggs in one basket”.

Apart from volatility, individual securities are subject to

However, excessive fear and greed often tempts investors

specific risks that do not apply to the asset class as a whole.

to do so. After all, if an investment can double in value over

For instance, some companies sell imported goods while

a short period of time, why wouldn’t investors be tempted

others are exporters. Exchange rate movements will therefore

to put all their capital behind it? Similarly, if an investment

benefit some companies and not others. Companies are

could lose value in the short term, many would want to

also affected by regulatory changes, shifts in consumer

avoid it even if it could gain much more over the long term.

behaviour and global trade patterns, and commodity price

We don’t know what the future holds. There are many smart
people who make predictions but ultimately the future is
inherently uncertain. Diversification means not taking a bet
on a single outcome, but rather preparing for the fact that
things can turn out differently to how we might imagine.
It is also important to remember what diversification is not.
It’s not about buying everything or spreading your portfolio
as widely as possible (a common mistake amongst retail

fluctuations, amongst others. There is also the very specific
risk of management causing fluctuations in the share price
of a security. Two companies in the same industry may face
the same macro environment, but still take very different
strategic or operational decisions due to management
decisions. Sometimes companies completely lose direction
or are blindsided by competitors. Remember when Nokia
was once the world’s leading producer of cellular phones
while Apple only made computers?

investors is buying too many different funds - especially
now that index funds are easily available). This strategy is
called, half tongue-in-cheek, diworsification. Ultimately
portfolio construction is about selecting the right mix of
securities, asset classes, regions and fund managers to
match the profile and goals of each investor.
There are four main areas of diversification that we believe
are important and that we, as Old Mutual Multi-Managers
apply in our funds. We discuss each in turn below.
1. Diversification of securities (within asset classes)
Securities with similar characteristics are grouped together
and called asset classes. The main types of asset classes
available to investors in South Africa are bonds, equities,
money markets (cash), and listed property. Since each asset
class combines many individual securities that move in
different directions, the asset class tends to be less volatile
than its individual components. To use an example from
nature: a flock of birds. If you focus on any single bird, its
movement can be quite erratic, but widen your gaze to the
entire flock, and movement becomes a lot more graceful.

CASE STUDY:
Steinhoff was one of the biggest and most successful
companies on the JSE. Among professional investors,
opinion on it was divided. But being such a large part
of the equity benchmark, no investor could ignore it.
However, even those fund managers who really liked
the share did not invest more than 5% or 6% of portfolios
in it. Steinhoff’s rapid growth overseas convinced
several ultra-wealthy investors that its shares offered a
safe and easy way to reduce exposure to South Africa.
Some of them, apparently ignoring the diversification
principle, invested hundreds of millions of rand in
the company. Most of this was lost. While the final
details have yet to emerge, Steinhoff management
seemingly engaged in fraud, hiding the true state of
the company from investors, auditors and regulators.
Even though Steinhoff fell by a considerable margin,
the benchmark was largely unaffected. This is further
evidence that a diversified portfolio of stocks adds
protection against such stock events.
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Chart 1: The collapse of Steinhoff did not have a material impact on the overall JSE All Share Index
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be sure where the economic cycle is headed. This makes

In our funds, we outsource security selection to external

appropriate diversification across asset classes important.

fund managers. We employ managers that are benchmark
aware. This means that the managers are aware of the
stock size in the benchmark and as they are employed to
outperform this benchmark they will not take unnecessarily
large positions to these stocks, which may result in them
underperforming the benchmark by a large margin.
Managers also have internal limits to avoid over-exposure,
even when they really like a particular security. This is part
of what makes ‘portfolio construction’ such an important
skill. We take nothing for granted and constantly monitor
the holdings of our managers and the overall exposure of
the funds to individual securities.
For our local equity benchmark we have selected the Capped
SWIX, which limits stocks in this benchmark to 10%.
2. Diversification between asset classes
Each asset class has its own underlying economic drivers. For
equities (shares) the main long-term driver is profit growth
of companies, which is broadly tied to economic growth. In
the short term, investor sentiment (optimism or pessimism)
can drive the share up and down. Property returns are clearly
dependent on demand for office, retail or warehouse space on
the one hand, and the available supply on the other. Demand
is linked to economic growth, the supply is influenced by
factors like land prices, building and maintenance costs and
zoning laws. Money market returns are directly impacted by
central bank interest rate changes. Bond returns are also
linked to interest rate changes, but because they are longterm loans, they will also reflect investor perceptions of future
inflation and creditworthiness of the borrower.
Therefore, different asset classes behave differently at different
points in the economic cycle, but as investors, we can never

How much the investor should hold in each asset class
depends on their investment goals and risk appetite. Equities
and property have historically delivered the highest long-term
returns, and offer the best chance of beating inflation, but
can be volatile in the short term. Equity market corrections
are unpredictable and price declines of 10% or more are
common. On the other end of the risk spectrum, money
market returns are very stable. Bonds are more volatile than
money markets but less than equities.
For most multi-asset class funds, regulatory limits dictate
how much exposure the funds can have to a particular
asset class. There are also category limits for unit trusts.
Low equity multi-asset class funds have a 40% equity limit.

CASE STUDY:
The outbreak of Covid-19 rocked global markets and
put diversification to the test. While global equities
fell sharply, global bonds rallied. In rand terms, both
were positive since the rand fell sharply. South African
equities and bonds fell, but money market returns held
up well. A diversified portfolio held up reasonably well,
but simply being in cash would have been better, if
you could predict the pandemic (which very few did).
However, it is not just the crash, but the rebound that
matters. Equities and bonds rallied strongly, while money
market returns have declined due to interest rate cuts.
The market moves in March 2020 were so extreme that
investors’ ideal asset allocation would have moved out
of line. Simply rebalancing (without emotion) would
have seen a move out of the best performing asset
classes into the laggards that subsequently recovered
the sharpest. Regular rebalancing is one of the simplest
ways to avoid overexposure to a single asset class.
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Table 1: Ranking of asset class performance by calendar year.
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deliver above average returns. Not knowing with certainty

Diversification across asset classes is a cornerstone of how

how much each asset class may return, we invest across a

we manage our funds. We utilise historical asset class

number of asset classes locally and globally.

returns and volatility data to model a strategic (long term)
asset allocation for each real return objective of our funds.
This asset allocation provides a mix of asset classes most
likely to reach the target with the least amount of volatility.
We are aware that the future can differ from the past, and
therefore we take tactical (shorter term) tilts around the
strategic allocation. We hold overweight positions to the

3. Diversification across regions
Asset classes tend to follow underlying global patterns, but
some countries experience very different economic cycles.
For instance, if the oil price rises, producing countries become
richer and importing countries poorer. Some countries are

asset class best placed to deliver real returns in the future,

also mature, while others are still catching up. This means

and underweight to those that may under deliver. Typically,

different industries tend to dominate different countries. It

the more expensive an asset class is, the less likely it is to

is important therefore to invest in a mix of these countries.
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CASE STUDY:
Global regional returns in ZAR differed during the Global Financial Crisis (GFC) to the Covid-19 crisis. In both periods
China outperformed as they manage their currency. But in 2008 South Africa performed better than in 2020 while the
USA performed better in 2020 than in 2008. In 2020 the depreciation of the Rand was far greater than in 2008 and
this cushioned the fall in the global markets far more.

Equity market performance ZAR: The Global Financial Crisis 2008
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within these regions and try to avoid the poor ones. Passive

We invest with Global Equity managers who invest across

managers on the other hand, will buy the benchmark,

a number of global regions such as the USA, UK, Germany,

which is the entire stock holding of the country, therefore

China, Korea and South Africa. These managers are ‘Active’

owning both good and bad stocks. Some managers prefer

which means that they will search for the good stocks

only developed markets such as the USA, UK and Germany
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while others prefer only emerging markets such as China,

As a result, different managers are expected to deliver different

Brazil and South Africa. Developed and emerging markets

returns at the same point in the economic or market cycle.

offer differing opportunities to make returns. We invest

It therefore makes sense to diversify across different fund

in both these markets.

managers even within a single asset class. Ideally managers
should complement one another i.e. when one manager

For South African investors the volatility of the rand makes

underperforms the other will hopefully outperform. The

global investing rather challenging, as positive returns in

science is in identifying and staying invested with these

global markets do not necessarily take place when the rand
depreciates. The rand may sometimes appreciate when

complementary managers. Choosing two or more very similar

global markets are strong, nullifying the offshore returns

managers does not deliver much by way of diversification.

in rand. The benefits of global regional diversification are

Another reason to diversify, is that any given fund manager,

much more important than trying to time the level of the

even the best, is almost guaranteed to underperform its

rand and whether it weakens or strengthens.

peers at some point. This can lead to investors switching out,
usually at the worst point. If the manager is a relatively small

4. Diversification across fund managers

portion of your overall portfolio, the underperformance has

Different fund managers will look at the same set of facts
and come to different conclusions. Each will have a specific

less of an effect on performance. Limiting overall exposure

investment philosophy and process that differs from that

to a single manager helps investors manage their own

of others and will therefore lead them to hold stocks for

behaviour. Investing in too few managers is assuming that

different reasons and for differing time periods.

humans do not make errors and companies do not fail.

CASE STUDY:
For illustration we created an equally weighted blend of SA equity fund managers that we invest in and called this - SA
Equity FoF. Chart 1 shows the result of the blend, which is an average of all manager returns over time. It is not always
possible to predict when a manager will outperform or underperform and attempting to do so may result in buying or
selling the manager at the wrong time. The blend removes the top performing manager over time, but also avoids the
worst. Negative performance is difficult to handle; positive performance is not. Chart 2 illustrates how a well-diversified
fund can reduce investment risk. The blend has far less tracking error (risk) than the individual managers.

Chart 1: Manager vs Benchmark Return July 2016 - June 2020
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Chart 2: Manager vs Benchmark Return July 2016 - June 2020
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In our funds, we use a number of external fund managers
for each asset class. We do careful and ongoing work to
understand the drivers of manager performance. This

and global fund managers. We focus all of these skills
on ensuring that our funds are well diversified, while still
able to achieve their long term performance objectives.
At times investing in local and global asset classes can be

includes analysing the depth and capabilities of the

extremely challenging as we saw in 2008/9 and in 2019/20

team, understanding the investment philosophy and

and this results in poor investment returns for clients.

process and the track record of delivery, and how stock

But it is during times like these that it is important to

and sector risk is managed. We know that even the best

stick to the investment process and philosophy that has

managers will underperform from time to time so we

delivered in the past and will deliver again in the future.

need to always remain diversified. We do not hire and fire
on performance alone.

When investing with Old Mutual Multi-Managers, you not
only benefit from the skills and experience of our own

Our investment team has decades of experience in managing

investment team, but also from the skills and experience

asset allocation and selecting the most appropriate local

of the best asset managers locally and globally.

Old Mutual Multi-Managers is a division of Old Mutual Life Assurance Company (South Africa) Limited. Registration number
1999/004643/06. Old Mutual Life Assurance Company (South Africa) Limited is a licensed financial services provider, FSP 703,
authorised in terms of the Financial Advisory and Intermediary Services Act 37 of 2002 to furnish advice and render intermediary
services with regard to long-term insurance and pension fund benefits as well as providing intermediary services as a discretionary
investment manager.

