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Table 2: Portfolio 1 volatility as measured by standard deviation

 Fund A Fund B Fund C Portfolio 1

Return (p.a) 9.8% 7.5% 6.5% 9.1%

Standard Deviation (p.a.) 10.8% 14.0% 13.9% 12.3%

Sharpe Ratio    0.47

Table 3: Portfolio 2 volatility as measured by standard deviation

  Fund A Fund D Fund E Portfolio 2

Return (p.a) 9.8% 7.0% 9.3% 9.1%

Standard Deviation (p.a.) 10.8% 14.6% 16.9% 11.2%

Sharpe Ratio    0.51

As shown in tables 2 and 3, Portfolio 2 ben-
efits more from diversification due to the lower 
cross-sectional correlation between Fund A, D 
and E. This results in lower overall volatility and 
a higher Sharpe ratio. 

In other words, the use of less-correlated 
managers to construct a portfolio is akin to 
building an optimised portfolio of less-correlat-
ed stocks – it provides the foundation for better 
risk adjusted returns.

Conclusion
Building a well-balanced model portfolio with-
in a managed account’s offering still requires a 
thorough understanding of the basic founda-
tions of multi-manager investing. 

Understanding the impact of blending vari-
ous management styles and uncorrelated strate-
gies can help investors better manage the level of 
risk and return within their model portfolios of 
their managed accounts. fs

Portfolio construction or ‘asset allocation’ 
is arguably the most important aspect of 

building a multi-asset portfolio. Research has 
long shown that asset allocation decisions ex-
plain over 90% of the variance in multi-asset 
portfolio returns1. In this article, we will ig-
nore ‘asset allocation’ across broad market as-
set classes and focus on ‘manager allocation’ 
within equities, particularly on the impact of 
diversification and blending strategies.  

Preventing over-diversification 
Over-diversification of managers is often an 
overlooked subject for many advice practices. 
The challenge of achieving end investor goals 
can sometimes leave advisers (and institutional 
investors alike) wanting to hire more managers 
to ‘hedge their bet’. The problem with hiring 
too many managers is that it can significantly 
reduce your active risk, leaving your portfolio 
with an index-like composition and high aver-
age fees. 

We presume that investors do not seek to own 
the entire market when they develop an active 
manager program since there are cheaper ways 
to do so. So when blending managers, we rec-
ommend performing a look-through analysis 
of the aggregate portfolio to minimise the risk 
of individual stock tilts combining to form an 
index-like portfolio. 

We believe that a mix of three to four man-
agers within an equities allocation offers an 
appropriate level of diversification. Without 
careful analysis, blending more than four 
to five managers can easily result in over- 
diversification. 

Over-diversification is particularly problem-
atic in a small universe like Australia, where the 
largest five stocks make up almost one-third of 
the S&P/ASX 300 by market capitalisation. 

We tend to see significant commonal-
ity of holdings between managers, particularly 
amongst those who are benchmark aware. To 
illustrate, we create a three-manager-blend 
Australian equity portfolio (Table 1) using only 
active managers, then incrementally add ad-
ditional active managers to demonstrate what 
happens to the portfolio’s Active Share.

Table 1

Manager  3 Manager  4 Manager  6 Manager 
 Blend  Blend Blend

Core Manager  40%  25%  25% 

Sector Specific Manager  -  -  15% 

Sector Specific Manager  -  -  15% 

Income Manager  -  25%  15% 

Value Manager  30%  25%  15% 

High Conviction Manager  30%  25%  15% 

Total  100%  100%  100% 

Active Share  37.1%  31.6%  27.7% 

As more active managers are added, the size 
of each manager’s bets begin to diminish. So the 
more managers you hold, the more your portfo-
lio may resemble an index.

Blending uncorrelated strategies
While the number of managers is an important 
consideration, creating the optimal blend of 
managers also means considering:
• Return correlation between managers (which 

can vary through time) 
• Stock concentration and biases of each manager 
• Similarity of investment philosophy and process 
• The ‘activeness’ of managers under consideration 

For example, two strategies may appear to 
blend well based on a differentiated investment 
philosophy, in practice their returns may not be 
so differentiated due to index hugging or com-
monality of holdings.

To illustrate the benefit of blending uncorre-
lated strategies, we blend three different but cor-
related strategies to form a hypothetical Austral-
ian equity portfolio called Portfolio 1 (Table 2). 

Portfolio 1 is equal weighted and is made up 
of Fund A, B and C. We then compare this with 
a similar portfolio (Portfolio 2 - Table 3) that 
combines three differentiated and uncorrelated 
strategies, this time we replace Fund B and C 
with Fund D and E, respectively. 

Fund D and E were purposely chosen so that 
Portfolio 2 has the same return as Portfolio 1. 
The point is that while Fund D and E are in-
dividually more volatile than B and C, their 
inclusion actually reduces the overall volatility 
of the blended portfolio because intra-fund cor-
relation is lower. 

For a more detailed discussion on this topic, 
including the difference between index versus 
active “Core + Satellite” portfolio framework, 
read the white paper available online on   
www.fsitv.com under the Professional 
Learning tab and go to “Understanding 
Managed Accounts”.

The third and final instalment of this series 
will be out in the next issue titled “Managing 
Currency Exposures”. You can review the 
first instalment: “Investment Philosophy and 
Governance” in the July 23 edition of Financial 
Standard.
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Increasingly, many managed accounts solutions are incorporating managed 
funds to help with portfolio construction and diversification. In this instalment,  
we look at ‘manager allocation’ within equities and why it matters.

1 Gary P. Brinson, L. Randolph Hood, Gilbert L. Beebower, “Determinants of Portfolio Performance”, Financial Analyst Journal Vol. 42 Issue 4, as of 1986. The examples used in this article are for illustrative purposes only. Diversification does not ensure a profit or guarantee against loss.  
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