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Diversification – why you should not put all your eggs into one basket for Easter!
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“Don’t put all your eggs into one basket” – who has not heard this old stock market adage. With Easter approaching, we are having a closer look with the latest figures.

The basic principle of diversification, i.e. not to put all one’s eggs into one basket, is without a doubt one of the most important concepts of finance. As early as in the 1950s, Harry Markowitz
managed to capture this diversification principle in a mathematical model and to present quantitative solutions.

Total risk decreases as the number of investment vehicles increases

Let’s look at this topic from the perspective of a shareholder. The risk of a share is composed of risk that is specific to the security and of the so-called market risk.

Total risk = Company-specific risk plus market risk

An example: let’s assume I hold a share in voestalpine. The company-specific risks are the profit development of voestalpine, the competitive situation in the steel industry, the development
of the steel price, and the demand of important customers such as the automotive industry. The market risk affects all shares. This could be the interest rate risk, political risks such as
Brexit, or economic developments such as phases of boom or recession.

Whoever has invested in individual shares before, knows that individual shares are considerably more volatile than a benchmark index such as for example the ATX or the DAX. The more
different shares the portfolio is made up of, the more the volatility of individual shares is balanced across the portfolio and the more my portfolio will be approaching the equity index.

The risk declines because the individual shares do not correlate perfectly

The reason for the reduction in risk is the so-called correlation. The lower the mutual correlation among the individual shares, the better diversification works. voestalpine has a completely
different company-specific risk than Österreichische Post. The risks partially cancel each other out. The more shares from different companies a portfolio contains, the stronger the
diversification effect. Ultimately, what remains at sufficiently high levels of diversification, i.e. at a sufficient number of individual shares, is the volatility of the overall market.

The diversification effect becomes clearly noticeable in portfolios with equally weighted positions. This form of diversification is referred to as “naïve diversification”.

The chart below clearly illustrates this effect. At only one share held, the volatility risk is 15%*). Under the assumption that the shares correlate at only 20% (blue line), the volatility risk
clearly falls in line with the number of securities in the portfolio. Total risk is halved at about 16 different shares. At higher levels of correlation, for example 60%, risk diversification is less
pronounced as suggested by the red line. In both cases, volatility reduces only slightly after a certain number of securities in the portfolio anymore while approaching the risk that cannot be
diversified away.

Further reduction is only possible if other asset classes with lower correlation are taken into the portfolio, for example bonds.

Sources: Erste Asset Management; Multi Asset Management Team; own calculations

*) This is a theoretical example; risk in this case is expressed as standard deviation; standard deviation explains the bandwidth of fluctuation of a share in percent; at a probability of about 84%, the development over a year will within a

bandwith of 15% either side.

Risk reduction with more than one asset classes

Diversification, or risk reduction, also works at bigger scales, e.g. in mixed investment funds.  Here, more asset classes are combined. Equities are regarded as particularly risky. The chart
below illustrates on the basis of a global equity index that the fluctuation as measured in terms of volatility is highest for this category. The spike of share prices is particularly obvious in the
financial crisis of 2008/2009. By mixing US high-yield bonds at a 50/50 ratio with shares as a first step, the risk reduction becomes apparent. The portfolio is gradually expanded by further



asset classes, with cash coming in last. Even by only weighting these asset classes equally (i.e. naïve diversification), the risk reduction over this period is obvious. The lower the correlation
of the respective asset classes, the bigger the effect of risk diversification. The correlations are not stable, but can raise or fall depending on the given market cycle. For example stocks and
high yield bonds are highly correlated in crash cycles. On the other hand equities and government bonds often develop in the opposite direction, hence are negatively correlated.

Sources: Erste Asset Management; various market indices; own calculations; 17 December 2003 – 15 March 2018

The portfolio return changes in line with portfolio risk

The diversification across various asset classes does not only produce a reduction in risk, but also affects the performance of the various portfolios. The chart below highlights how the
different, equally weighted portfolios have performed retrospectively over a rolling 12M period. A pure equity portfolio achieved the lowest twelve-month-return over this time span (2003-
2018), whereas a portfolio consisting of shares and US high-yield bonds produced the best annual performance in the same period. Noticeably, the more asset classes a portfolio contained,
the calmer the time series and the more stable the performance of the portfolio.

Sources: Erste Asset Management; various market indices; own calculations; 17 December 2003 – 15 March 2018; in the performance figures are no taxes or fees included; also individual
account or custody fees are not considered in this chart. Please note that historic performance is not a reliable indicator for the future development.

Active fund managers deliberately put the diversification effect to good use

Fund managers make deliberate use of the diversification effect. Weights are allocated to the individual positions (e.g. shares or asset classes such as shares worldwide, or euro
government bonds) on the basis of risk and return aspects. Expected return and risk assessment change over time. Therefore, the positioning of the various asset classes in the fund also
changes. The art of fund management is to construct the entire portfolio optimally on the basis of the current assessment of the capital markets. To this end, special know-how is required,
and implemented for example in the YOU INVEST funds.

For more information on our actively managed, mixed investment funds, please visit:

https://en.youinvest.at/

https://www.erste-am.at/

 

Warning notices in accordance with the Austrian Investment Fund Act of 2011

The YOU INVEST funds may invest substantial amounts of assets in shares of investment funds (UCITS, UCIs) as pursuant to sec 71 of the Austrian Investment Fund Act of 2011.

Legal note:

Prognoses are no reliable indicator for future performance.

This document is an advertisement. Unless indicated otherwise, source: Erste Asset Management GmbH. The language of communication of the sales offices is German and the languages of communication of the
Management Company also include English.

The prospectus for UCITS funds (including any amendments) is prepared and published in accordance with the provisions of the InvFG 2011 as amended. Information for Investors pursuant to § 21 AIFMG is
prepared for the alternative investment funds (AIF) administered by Erste Asset Management GmbH pursuant to the provisions of the AIFMG in conjunction with the InvFG 2011.

The currently valid versions of the prospectus, the Information for Investors pursuant to § 21 AIFMG, and the key information document can be found on the website www.erste-am.com under “Mandatory
publications” and can be obtained free of charge by interested investors at the offices of the Management Company and at the offices of the depositary bank. The exact date of the most recent publication of the
prospectus, the languages in which the key information document is available, and any other locations where the documents can be obtained are indicated on the website www.erste-am.com. A summary of the
investor rights is available in German and English on the website www.erste-am.com/investor-rights and can also be obtained from the Management Company.

The Management Company can decide to suspend the provisions it has taken for the sale of unit certificates in other countries in accordance with the regulatory requirements.

Note: You are about to purchase a product that may be difficult to understand. We recommend that you read the indicated fund documents before making an investment decision. In addition to the locations listed
above, you can obtain these documents free of charge at the offices of the referring Sparkassen bank and the offices of Erste Bank der oesterreichischen Sparkassen AG. You can also access these documents
electronically at www.erste-am.com.

N.B.: The performance scenarios listed in the key information document are based on a calculation method that is specified in an EU regulation. The future market development cannot be accurately predicted. The
depicted performance scenarios merely present potential earnings, but are based on the earnings in the recent past. The actual earnings may be lower than indicated. Our analyses and conclusions are general in
nature and do not take into account the individual characteristics of our investors in terms of earnings, taxation, experience and knowledge, investment objective, financial position, capacity for loss, and risk tolerance.

Please note: Past performance is not a reliable indicator of the future performance of a fund. Investments in securities entail risks in addition to the opportunities presented here. The value of units and their earnings
can rise and fall. Changes in exchange rates can also have a positive or negative effect on the value of an investment. For this reason, you may receive less than your originally invested amount when you redeem
your units. Persons who are interested in purchasing units in investment funds are advised to read the current fund prospectus(es) and the Information for Investors pursuant to § 21 AIFMG, especially the risk
notices they contain, before making an investment decision. If the fund currency is different than the investor’s home currency, changes in the relevant exchange rate can positively or negatively influence the value of
the investment and the amount of the costs associated with the fund in the home currency.

We are not permitted to directly or indirectly offer, sell, transfer, or deliver this financial product to natural or legal persons whose place of residence or domicile is located in a country where this is legally prohibited. In
this case, we may not provide any product information, either.

Please consult the corresponding information in the fund prospectus and the Information for Investors pursuant to § 21 AIFMG for restrictions on the sale of the fund to American or Russian citizens.

It is expressly noted that this communication does not provide any investment recommendations, but only expresses our current market assessment. Thus, this communication is not a substitute for investment
advice, does not take into account the legal regulations aimed at promoting the independence of financial analyses, and is not subject to a prohibition on trading following the distribution of financial analyses.

This document does not represent a sales activity of the Management Company and therefore may not be construed as an offer for the purchase or sale of financial or investment instruments.

Erste Asset Management GmbH is affiliated with the referring Sparkassen banks and Erste Bank.

Please also read the “Information about us and our securities services” published by your bank.

Subject to misprints and errors.
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of credit and export financing.

Paul Severin is a member of the board at ÖVFA (Austrian Association for Financial Analysis and Asset Management) and a CEFA charter holder.

Paul Severin is also on Twitter: @paulseverin
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