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The Free Lunch Illustrated

One of the most remarkable discoveries in modern finance is the ability to improve
the expected return of a portfolio while simultaneously reducing its risk. While the
proverbial “free lunch” does exist, its exploitation requires a focus not only on the
returns and volatility of the assets in the portfolio but on the degree of covariance
between those assets - i.e. the extent to which the returns of the assets move in
tandem. All other things being equal, mixing assets that do not move in tandem will
improve a portfolio’s risk-adjusted returns.

Unfortunately, the typical investor, eschewing diversification in favour of the latest
hot manager or the recommendations of a market prophet, often misses out on the
free lunch. That is unfortunate because, in retrospect, one can clearly discern the
tremendous value that diversification offers. Take a single asset class portfolio
comprised of the S&P 500 stocks (in blue) - by diversifying equally into foreign stocks
as represented by the MSCI EAFE index (in brown), the new two asset class portfolio
(in red) outperformed the single asset portfolio from January 1972 through July 2010.
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Most importantly, this outperformance was achieved with less volatility. The standard
deviation of the two asset class portfolio - a measure of its volatility - was less than
that of either the S&P 500 or MSCI EAFE. The free lunch was served!
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Incorporating additional asset classes with low covariances to equities into the
portfolio increases the size of the free lunch. For example, the following graph
illustrates that the addition of a 20% allocation to real estate investment trusts (FTSE
NAREIT Equity REIT index) with the balance invested equally in U.S. and foreign stocks
creates a three asset class portfolio (in green) that had a higher return with less
volatility than the two asset portfolio (in red).
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The full impact of adding an asset class with a low covariance to equities into a
portfolio is illustrated with the addition of a 10% allocation to commodities as
measured by the S&P Goldman Sachs Commodity index (S&P GSCI). Despite the lower
compound return and extreme volatility of this asset as portrayed by its outlying
position in the bottom right of the graph, its addition creates a four asset portfolio (in
pink) that had a higher return with even less volatility than the three asset portfolio.

Where the covariance of an asset class relative to equities is sufficiently low or
possibly even negative, its addition to a portfolio can improve risk-adjusted returns
even if the asset itself exhibits tremendous volatility and has relatively low compound
returns. In this case, the strong performance of the S&P GSCI during periods of weak
equity returns in the early and late 1970’s, late 1980’s and early this decade
dramatically improved the risk-adjusted return of the total portfolio over the entire
period. Patient, long-term strategic asset allocation is paramount in accessing the
free lunch.
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Today, many analysts assert that diversification is no longer effective in the context
of a truly global economy. They believe the returns of risk assets are now so
correlated that the free lunch is at best a snack. In evidence, they cite the poor
performance of both U.S. and foreign stocks over the last decade.

To the contrary, diversification that incorporated style and size elements and a more
diverse mix of assets delivered superior risk-adjusted returns. This is evidenced in the
following graph which compares the return of a twelve asset class portfolio (in red) to
that of a two asset portfolio (in brown) comprised of U.S. and foreign stocks over the
past decade. The broad diversification of the twelve asset portfolio - comprised of
equal weights of U.S. large and small company stocks; U.S. large and small value
stocks; foreign large, large value and small company stocks; emerging market stocks;
U.S. REITs; hedge funds, gold and commodities - resulted in substantially higher
returns with less volatility than the two asset portfolio.
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Diversification’s free lunch is still being served. The biggest helpings go to those who
order a robust assortment of assets and are patient enough to remain seated until the
entire meal is on the table.
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Tacita Capital Inc. (“Tacita”) is a private, independent family office and investment counselling firm
that specializes in providing integrated wealth advisory and portfolio management services to families
of affluence. We understand the challenges of affluence and apply the leading research and best
practices of top financial academics and industry practitioners in assisting our clients reach their goals.

Tacita research has been prepared without regard to the individual financial circumstances and
objectives of persons who receive it and is not intended to replace individually tailored investment
advice. The asset classes/securities/instruments/strategies discussed may not be suitable for all
investors and certain investors may not be eligible to purchase or participate in some or all of them.
The appropriateness of a particular investment or strategy will depend on an investor's individual
circumstances and objectives. Tacita recommends that investors independently evaluate particular
investments and strategies, and encourages investors to seek the advice of a financial advisor.

Tacita research is prepared for informational purposes. Neither the information nor any opinion
expressed constitutes a solicitation by Tacita for the purchase or sale of any securities or financial
products. This research is not intended to provide tax, legal, or accounting advice and readers are
advised to seek out qualified professionals that provide advice on these issues for their individual
circumstances.

Tacita research is based on public information. Tacita makes every effort to use reliable,
comprehensive information, but we make no representation that it is accurate or complete. We have
no obligation to inform any parties when opinions, estimates or information in Tacita research changes.

All investments involve risk including loss of principal. The value of and income from investments may
vary because of changes in interest rates or foreign exchange rates, securities prices or market
indexes, operational or financial conditions of companies or other factors. There may be time
limitations on the exercise of options or other rights in securities transactions. Past performance is not
necessarily a guide to future performance. Estimates of future performance are based on assumptions
that may not be realized. Management fees and expenses are associated with investing.



