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Diversification

In last week's issue, I mentioned that the only free lunch available to investors is 
diversification.  Investment risk can be categorized as either systematic or unsystematic.  
Systematic risk (also known as market risk) is the risk that the stock market as a whole will 
decline.  Unsystematic risk is risk that's unique to a company, industry or country.  An 
example that I used to use with my clients in the 1990s: “What if one day, it's determined 
that drinking Coke causes cancer?  What would then happen to the price of Coke stock?”  I 
know, weird theory, but who could have predicted that?  

Fortunately for investors, as the number of randomly selected stocks in a portfolio 
increases from one, unsystematic risk declines rapidly before tapering off to a de minimis 
amount at around 20 stocks.  Since unsystematic risk can be eliminated through 
diversification, the market doesn't compensate investors for accepting unsystematic risk; 
it compensates investors (over the long term) only for accepting market (systematic) risk.  

The vast majority of investors who have a large exposure to an individual company, 
industry or country (which doesn't increase their expected return) have never heard of 
unsystematic risk and have no idea that they are bearing a large amount of risk that could 
be eliminated through diversification. 

https://financialpreparedness.com/wp-content/uploads/2026/05/260508_FP273.pdf
https://www.moffitt.org/endeavor/archive/theres-no-sugar-coating-it-sugary-soft-drinks-linked-to-cancer/


The key phrase above is “randomly selected.”  So if you own say ten stocks in the AI sector, 
you haven't reduced your unsystematic risk by much.  I don't invest in a random selection 
of stocks, but the quantitative, value and dividend-driven, bottom-up process that I 
employ (as opposed to a top-down process that's based themes, stories and predictions) 
results in an eclectic collection of stocks in various industries and countries.  I'm often 
surprised by my portfolio's composition, but I just go where my value/dividend muse leads 
me. 

Most American investors today have a large exposure to the S&P 500 index, either because 
they're trapped in an employer retirement plan that has few investment options (such as a 
handful of index funds), they believe in the Efficient Market Hypothesis (all markets are 
always perfectly efficient and there are never any abnormal profit opportunities available), 
they have Home Country bias, or they're currently chasing returns.  

Many of them believe that that index alone provides broad diversification because it 
consists of 500 stocks.  The devil is in the details, however.  Like nearly all indices, S&P 
500 index funds are weighted by market capitalization (the number of shares outstanding 
times the current stock price).  Currently, the top eight companies in that index (which are 
all pretty much in the technology industry) comprise 38.4% of it, which is unprecedented.  
When something has never happened before, it causes my contrarian antennae to perk up, 
because it usually means the situation is unsustainable.

Yes, investors who own an S&P 500 index fund technically own 500 stocks, though they 
have much more concentration risk than they realize.  They may assume that owning 500 
companies has eliminated unsystematic risk, but it has not due to the very large weighting 
of the top stocks.  If the value of those stocks continue to appreciate relative to the other 
492 stocks, these index funds have to buy more and more shares of them, regardless of 
their current valuation, dividend yield, investor sentiment, insider selling, short interest, 

https://financialpreparedness.com/wp-content/uploads/2025/08/250815_FP235.pdf
https://www.investopedia.com/terms/h/home-country-bias.asp
https://www.slickcharts.com/sp500
https://financialpreparedness.com/wp-content/uploads/2023/05/230512_FP118.pdf
https://financialpreparedness.com/wp-content/uploads/2022/09/220916_FP84.pdf


possible financial fraud by management, etc.  For this reason, for many years now (ever 
since I read the book The Fearful Rise of Markets), I have been saying that market cap-
weighted index funds are a Doomsday Machine.

I avoid concentration risk my limiting my weighting in each stock to a maximum of 
around 1.5%.  My target weighting for each stock is determined by a formula that's based 
on its current fundamentals (which are constantly changing), so most stocks have a target 
weighting of about 1% or less because there is almost always something about a company 
that's not attractive.  This limitation is a discipline that instills humility in my investment 
process, which is one of the most important values an investor can have. 

By way of contrast, investors who own an S&P 500 index fund have 8.3% of their capital in 
richly valued (price/earnings ratio of 48) NVIDIA.  It's current Beneish M-score of -1.34 
indicates that management is likely manipulating its reported earnings.  If the stock price 
rises (perhaps as a result of fraudulent accounting), the index fund has to buy more shares. 
Good luck with that. 

In conclusion, I want to point out that owning an eclectic collection of at least 20 
(dividend-paying) individual stocks, along with a cash hoard of at least 20%, gives you 
optionality and freedom of maneuver.  If you have all of your portfolio in an S&P 500 index 
fund (as many investors do; and many if not most of the stocks in it do not pay a 
dividend), the only actions you can take is either to buy more of all 500 stocks, hold all 500 
stocks, or sell all 500 stocks.  

Additionally, your weighting in each of those stocks is not up to you, and could rise to a 
very large percentage without your knowledge.  Do you think any S&P 500 index funds have 
sent a letter to their shareholders informing them that 38.4% of their capital is invested in 
just eight stocks that are all pretty much in the same industry?  

If you own a portfolio of individual dividend-paying stocks along with plenty of cash, 
you're free to buy, hold (and collect decent dividends) or sell any of them or buy some new 
ones when valuations and investor sentiment are more attractive.  As an investor, you 
never want to be limited to just two options (hold or sell just one holding).    
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I would love to hear from you!  If you have any comments, suggestions, insight/wisdom, or 
you'd like to share a great article, please leave a comment. 

Disclaimer

The content of this newsletter is intended to be and should be used for informational/ educational 
purposes only.  You should not assume that it is accurate or that following my recommendations will 
produce a positive result for you.  You should either do your own research and analysis, or hire a qualified 
professional who is aware of the facts and circumstances of your individual situation. 

https://www.librarything.com/work/9627625/book/195239471
https://financialpreparedness.com/newsletter-archive/
https://x.com/FinancialPrepar


Financial Preparedness LLC is not a registered investment advisor.  I am not an attorney, accountant, 
doctor, nutritionist or psychologist.  I am not YOUR financial planner or investment advisor, and you are 
not my client.

Investments carry risk, are not guaranteed, and do fluctuate in value, and you can lose your entire 
investment.  Past performance is not indicative of future performance.  You should not invest in something  
you don't understand, or put all of your eggs in one basket.

Before starting a new diet or exercise regimen, you should consult with a doctor, nutritionist, dietician, or 
personal trainer.


