
 

 

 

Multi-Asset Class Unit 
Trusts: 

Why Diversification Matters 
  

  

We’ve all heard the phrase “Don’t put all your eggs in one basket”. This is a very 
simple way to explain diversification. If the basket is damaged, and the eggs in it 
break, you may end up losing all of them. 
 
In the investing world, the magic of diversification is the practice of spreading money 
among different investments to reduce risk. By picking the right group of investments, 
investors may be able to limit their losses and reduce the fluctuations of investment 
returns without sacrificing too much potential gain. 
 
The benefits of diversification have driven the increasing popularity of multi-asset 
class funds in the collective investments (unit trusts) industry over the past decade. 



 
Multi-asset funds can invest, within certain restrictions, in a mixture of various high 
and low risk asset classes. Those asset classes are broadly equities, cash, bonds, and 
property. The funds are usually invested in these asset classes both locally and 
offshore. 
 
When it comes to investing, risk and reward are inextricably entwined. Another phrase 
we’ve all probably heard is "no pain, no gain" - those words come close to summing up 
the relationship between risk and reward. All investments involve some degree of risk. 
 
The reward for taking on risk is the potential of a greater investment return. With a 
long-term horizon, more money is likely to be made by investing in asset categories 
with greater risk, like equities or bonds, rather than restricting investments to assets 
with less risk, like cash equivalents. 
 
Why then should investors use asset allocation to diversify their investments 
among asset categories? 
 
Many investors don't appreciate asset allocation or understand intuitively how a 
diversified portfolio can exceed the sum of its parts. After all, since investment 
theory suggests that return follows risk, and therefore you can't increase return and 
reduce risk at the same time. But that is just a straight-line projection. And once we 
start looking at different combinations, we get nothing but curves in our risk and 
reward projections. 
 
Crafting portfolio asset allocations is a combination of art and engineering, producing 
a unique blend of risk and return. And these blended portfolios can be better than any 
of their components. 
 
The efficiency of an investment is measured by the greatest return for the lowest 
volatility. Blending a portfolio allocation can make it even more efficient by either 
boosting returns or lowering volatility. 
 
Marotta Wealth Management gives a simple example to help understand the 
complexity behind blended returns, let's start with a simple case of two investment 
choices and two years.  

• Investment A goes up 30% the first year and 0% the second year.  
• Investment B goes up 0% the first year and 30% the second year.  

 
If you invest in either A or B, you get a 30% return over two years. Your average 
volatility is 15%. 
 
It seems no matter how you mix these two investments, you can't get more than a 30% 
return over two years. But you can. And you can lower your volatility as well. 
 
Imagine a blended portfolio of half invested in A and half invested in B. The first year 
you would experience a 15% return, and the second year a 15% return. Your volatility 
would be 0%. Lower volatility means a more efficient portfolio. 
 
You would have both lower volatility and higher returns. Compounding returns would 
produce a total return over the two years of 32.5%. You experience a higher return 
because after half of your portfolio invested in A grows by 30% the first year, you 
rebalance your portfolio. So, half of the growth from investment A is rebalanced and 
put into investment B. Half the growth would experience another 30% growth the 



 

second year when investment B did better. Thus, your total return for the two years 
would be 32.5%. 
 
Most investors are surprised that by creating a blended portfolio and rebalancing 
regularly, you can both lower volatility and boost returns. But this is what lies behind 
the efficient frontier developed in the 1950s by Harry Markowitz. 
 
By knowing the average return and standard deviation of returns for each investment 
component, we can plot each component on the risk-return grid. To look at the 
effects of blending these two investments together, we also need to know how much 
they move in sync with one another. This measurement is called the correlation 
coefficient. 
  

• Two asset categories that move completely together have a correlation of 
+1.0. 

• If they move completely opposite, their correlation is -1.0. 

 
As the graph below shows, the lower the correlation, the greater the benefit of 
blending two different indexes in a portfolio. Asset allocation means dividing your 
portfolio into components that do not move completely in sync with one another to 
reduce total portfolio volatility.  

 

  

 

Source: Marotta Wealth Management  
 

The efficient frontier is the blending of all possible components into portfolios with 
the highest possible return and the lowest possible volatility. Diversification means 
you always have something to complain about. But it also allows investors to craft 
allocations that are along the efficient frontier, getting the most return for the least 
volatility. 
 



 

Placing asset categories on the efficient frontier requires knowing their historical 
average return and standard deviation. The calculations are only as good as the 
assumptions. And the assumptions can only be measured exactly by looking backward 
at historical returns. But past performance is no guarantee of future returns, which is 
why portfolio construction is part engineering and part art. Engineering can suggest 
elegant answers or art can be crafted with engineering precision, but nothing is 
guaranteed. 
 
Looking at a 20 year history of the South African major asset classes, we can build an 
efficient frontier graph by plotting all the possible portfolios of combinations of the 
different asset classes. The graph shows the trade-off between the risk and return of 
all the possible combinations of portfolios.  

 

  

  

 

Source: A-DEX PRISM, SalientQuants 
 

The right side of the efficient frontier includes combinations of asset classes that are 
expected to have a high degree of risk coupled with high potential returns, suitable 
for highly risk-tolerant investors. Conversely, combinations that lie on the left side of 
the efficient frontier would be suitable for risk-averse investors. 
 
Various asset classes portfolios of different combinations can thus be created with 



 

superior risk and return characteristics than any of the single asset class on their own. 
 
The Security and Exchange Commission recommends that allocations need regular 
rebalancing to bring the portfolio back to the original asset allocation mix. This is 
necessary because over time some investments may become out of alignment with the 
investment goals. Some investments will grow faster than others. Rebalancing ensures 
the portfolio does not overemphasize one or more asset classes and returns the 
portfolio to a comfortable level of risk. 
 
A big attraction of multi-asset class funds is that allocating between asset classes 
happens quite efficiently and, importantly from the perspective of the investor, does 
not trigger capital gains taxes (CGT). 
 
If the investor, alone or with the assistance of a financial adviser, were to reallocate 
between asset classes then CGT would be triggered. There would be additional 
leakage from higher costs associated with the investor making all the switches. 
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