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Learning Objectives

Recognize and identify investment asset classes.

Appreciate and value the importance of holistic diversification.
Discuss Mutual Funds vs. Exchange Traded Funds (ETFs) vs. direct
holding of stocks and other forms of managed investment accounts.

Prepare for a more formal discussion of risk, return and portfolio
construction — for next lecture.

Offer some guidance on what to do with your (investable) money
once you finally get some...
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Question: Is Jose Diversified?

Jose is 42 years-old and married to Maria (37). They have 2 children
Manuel (6) and Santiago (10) as well as a family dog.

Jose earns $87,000 (pre-tax) and he has been adding $10,000 to his
RRSP (which is his only investment), currently worth $195,000.

Jose understands the importance of diversification and has allocated
his $195,000 portfolio in the following way:

Company Symbol: Price: Amount: Value
RIM $65 1,000 $65,000

BMO $60 500 $30,000

ECA $30 2,000 $60,000

THI $40 1000 $40,000

Total Value of Portfolio $195,000

Question: Is Jose diversified?
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More Information About Jose

Jose works as a software engineer —designing the next generation of
Blackberry gadgets —at Research in Motion, in Waterloo.

His wife Maria works part-time as a teller at the Bank of Montreal,
earning $26,000 per year.

They still have approximately $20,000 in student loan debt, on which
they are paying $375 per month.

They recently purchased a house for $400,000 in Waterloo, on which
they made a $50,000 down-payment and borrowed the other $350,000
at a floating-rate mortgage, currently at 3% interest.

Question: Are Jose and Maria diversified?
Take-away: The portfolio is too narrowly concentrated.
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Largest Companies in the World: Fortune 500 List

Company Name 2009 Revenue (USD)
1.) ??? ???

2.) ??? ???

3.) ??? ???
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Largest Companies in the World: Fortune 500 List

Company Name 2009 Revenue (USD)
1.) Royal Dutch Shell $458 Billion

2.) Exxon Mobil $442 Billion

3.) Walmart $405 Billion

4.) British Petroleum $367 Billion

5.) Chevron $263 Billion

6.) Total $234 Billion

7.) Conoco Philips $230 Billion

8.) ING Group $226 Billion

9.) Sinopec $207 Billion

10.) Toyota $204 Billion

11.) Japan Post $198 Billion

12.) General Electric $183 Billion
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Important, Very Patriotic Observation

Think about this, eh.

Question: How many of the top 12 companies in the world are based
or head-quartered in Canada?

Answer: Zero.
Next Question: How low on the Fortune 500 list must you go,
before you find a Canadian company?

Answer: # 211
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Fortune 500 Companies Located in Canada

Name of Company Rank # 2009 Revenue (USD)
211

226

254

276

284

325

340

343

353

354
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Fortune 500 Companies Located in Canada

Name of Company Rank # 2009 Revenue (USD)
Royal Bank 211 $37 Billion

Power Corp 226 $35 Billion

George Weston 254 $32 Billion

Manulife Financial 276 $31 Billion

Encana 284 $30 Billion

Suncor Energy 325 $28 Billion

Petro-Canada 340 $26 Billion

Bank of Montreal 343 $25 Billion

Onex Corp 353 $25 Billion

Toronto Dominion 354 $25 Billion
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So, Canada is Quite Small

Although there many ways to define and measure company size
(revenue vs. stock market capitalization vs. net profit vs. number of
employees) Canadian companies are approximately (only) 5% of the
world’s market capitalization.

If you only invest in a few companies listed and traded in Canada you
are missing out on 95% of the world’s equity market.

This might seem obvious to you, but many Canadians aren’t as
comfortable with the idea of international diversification and they
hold very concentrated (domestic) portfolios.

Why do you think?
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It isn’t Just Geographic
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Asset Allocation Across Asset Classes

It is generally accepted by investment practitioners that there are five
(5) major asset classes across which you can (and should) invest.

What makes them distinct asset classes, is that they (normally) do
not move up and down together and are driven by different economic
factors.

Cash: Treasury bills, bank deposits, GICs, money market funds.
Bonds: National and international government bonds, short-term and
long-term maturities, as well as corporate bonds (high and low yield).

Stocks: Securities of public and privately held corporations, including
private equity and venture capital.

Commodities: Gold, silver, copper, aluminum, as well as oil, natural
gas, soybeans, wheat and even (live) cattle.

Real Estate: Physical real estate — like your house, a cottage, rental
property, a condo, a shopping plaza or an offi ce building —as well as
proxies such as real estate investment trusts (REITS).
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Graphical Representation: Risk and Return
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Remember: Diversification is More than Money

For proper portfolio construction, it is very important to consider
the entire personal balance sheet, and not just the traditional
(financial) investments.

Too many people focus exclusively on the asset allocation inside the
RRSP or TFSA or brokerage account, and forget about the other
assets on their personal balance sheet.

The two biggest other assets are your house (real estate) and human
capital (job, career). Both of them should be taken into account, as
well as your debts.

Think about risk characteristics versus your risk tolerance before
you tinker with your investment asset allocation.

Remember: Human Capital vs. Financial Capital...

CHM (Cambridge 2012) Strategic FP over L Ch. #9: Lecture Notes 15 / 25



Remember: Diversification is More than Money

For proper portfolio construction, it is very important to consider
the entire personal balance sheet, and not just the traditional
(financial) investments.

Too many people focus exclusively on the asset allocation inside the
RRSP or TFSA or brokerage account, and forget about the other
assets on their personal balance sheet.

The two biggest other assets are your house (real estate) and human
capital (job, career). Both of them should be taken into account, as
well as your debts.

Think about risk characteristics versus your risk tolerance before
you tinker with your investment asset allocation.

Remember: Human Capital vs. Financial Capital...

CHM (Cambridge 2012) Strategic FP over L Ch. #9: Lecture Notes 15 / 25



Remember: Diversification is More than Money

For proper portfolio construction, it is very important to consider
the entire personal balance sheet, and not just the traditional
(financial) investments.

Too many people focus exclusively on the asset allocation inside the
RRSP or TFSA or brokerage account, and forget about the other
assets on their personal balance sheet.

The two biggest other assets are your house (real estate) and human
capital (job, career). Both of them should be taken into account, as
well as your debts.

Think about risk characteristics versus your risk tolerance before
you tinker with your investment asset allocation.

Remember: Human Capital vs. Financial Capital...

CHM (Cambridge 2012) Strategic FP over L Ch. #9: Lecture Notes 15 / 25



Remember: Diversification is More than Money

For proper portfolio construction, it is very important to consider
the entire personal balance sheet, and not just the traditional
(financial) investments.

Too many people focus exclusively on the asset allocation inside the
RRSP or TFSA or brokerage account, and forget about the other
assets on their personal balance sheet.

The two biggest other assets are your house (real estate) and human
capital (job, career). Both of them should be taken into account, as
well as your debts.

Think about risk characteristics versus your risk tolerance before
you tinker with your investment asset allocation.

Remember: Human Capital vs. Financial Capital...

CHM (Cambridge 2012) Strategic FP over L Ch. #9: Lecture Notes 15 / 25



Remember: Diversification is More than Money

For proper portfolio construction, it is very important to consider
the entire personal balance sheet, and not just the traditional
(financial) investments.

Too many people focus exclusively on the asset allocation inside the
RRSP or TFSA or brokerage account, and forget about the other
assets on their personal balance sheet.

The two biggest other assets are your house (real estate) and human
capital (job, career). Both of them should be taken into account, as
well as your debts.

Think about risk characteristics versus your risk tolerance before
you tinker with your investment asset allocation.

Remember: Human Capital vs. Financial Capital...

CHM (Cambridge 2012) Strategic FP over L Ch. #9: Lecture Notes 15 / 25



Human Capital vs. Financial Capital
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I am (a) Bond...
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But, Most of You are Stocks...
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Take Both HC and FC into account.
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So, Which Stocks Do I Invest In?
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So, Which Stocks Do I Invest In?
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What are this ETF’s Major Holdings?
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What Countries Do I Own?
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Main (Qualitative) Take-away for Today
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Final Comments

These days it is diffi cult not to be diversified. There are no excuses
for concentrated portfolios. Investing is not that complicated, really.

Do you really think you can accurately predict if the stock of Metro
(MRU) will out-perform Loblaw (L)?
You can purchase an Exchange Traded Fund (ETF) —or cheap index
fund — that charges 10 to 30 basis points in management fees, and
just-like-that you own the entire world.
Costs really matter. In the long-run a diversified portfolio of stocks
can earn about 7% to 10% per year and bonds earn about 4% to
6% per year, both after inflation. So, if you are paying 2% to 3% in
total management fees, you are reducing your returns by a half to a
third. For what, exactly?
Next week: We will examine the historical returns and behavior of
the various asset classes, discuss the value (if any) of professional
money management and present a (much) more mathematical
approach to analyzing risk and return.
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the various asset classes, discuss the value (if any) of professional
money management and present a (much) more mathematical
approach to analyzing risk and return.
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