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Key Takeaways: 

• Diversify, but don't overdo it: Port-

folios with more than 30 stocks do not 

gain much in lowering single-stock risk. 

• Mitigate concentrated stock risk even 

in diversified portfolios: Research, use 

stop-losses, and consider covered calls. 

• Balance diversification and focus: The 

ideal number of stocks depends on your 

personal circumstances. 

• Portfolio risk management is multi-

faceted: Utilize multiple risk-manage-

ment strategies within specific invest-

ments and across the whole portfolio. 

 

Investing in the stock market can be a 

thrilling ride, with the potential for high 

rewards. However, it's inherently risky.  

While the allure of striking it rich with a 

single stock is undeniable, the reality is that 

putting all  your  eggs in one  basket can be a 

recipe for disaster.  That's where the crucial  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

concepts of mitigating single stock risk and 

portfolio diversification come into play. 

While related, they are distinct approaches to 

managing risk in your investment journey. 

MITIGATING SINGLE STOCK 

RISK: A FOCUSED APPROACH 

Mitigating single stock risk involves taking 

specific actions to reduce the potential for 

significant losses associated with holding a 

concentrated position in one particular 

company. This strategy acknowledges that 

even the most promising companies can face 

unexpected challenges, leading to substantial 

declines in their stock price. 

 

Here are some key tactics for mitigating 

single stock risk: 

• Thorough Research and Due 

Diligence: Before investing heavily in 

any single stock, it's crucial to conduct 

extensive research. Understand the 

company's business model, its 

competitive landscape, its financial 

health, and its future prospects. Analyze 

Single Stock Risk vs.  
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industry trends, assess management 

quality, and scrutinize the company's 

track record. 

• Setting Stop-Loss Orders: A stop-loss 

order is an instruction to automatically 

sell a stock when it reaches a 

predetermined price. This acts as a 

safety net, limiting potential losses if the 

stock price starts to plummet. However, 

it's important to set the stop-loss price 

strategically to avoid being triggered by 

normal market fluctuations. 

• Covered Call Writing (for 

experienced investors): If you own a 

significant number of shares in a 

company, you can sell call options on 

those shares. This strategy generates 

income and provides some downside 

protection. However, it also limits 

potential upside if the stock price surges. 

• Diversification within the Company: 

While this may seem counterintuitive, 

you can diversify within a single stock 

by investing in different types of 

securities offered by the company. For 

instance, you might invest in the 

company's common stock, preferred 

stock, and bonds. This can offer some 

protection if one type of security 

underperforms. 

PORTFOLIO DIVERSIFICA-

TION 

Portfolio diversification is a broader risk 

management strategy that involves spreading 

your investments across a variety of asset 

classes, sectors, and geographical regions. 

The underlying principle is that different 

assets tend to behave differently under 

various market conditions. When one asset 

class is struggling, others may be performing 

well, thus cushioning the overall impact on 

your portfolio.    

 

Here's how portfolio diversification works: 

• Asset Allocation: This involves 

dividing your investment portfolio 

among different asset classes, such as 

stocks, bonds, real estate, and 

commodities. Each asset class has its 

own risk and return characteristics. 

Stocks generally offer higher growth 

potential but come with higher volatility, 

while bonds tend to be less volatile but 

offer lower returns.    

• Sector Diversification: Within the 

stock portion of your portfolio, diversify 

across different sectors, such as 

technology, healthcare, financials, and 

energy. This reduces your exposure to 

risks specific to any single industry. 

• Geographic Diversification: Investing 

in companies based in different 

countries can help mitigate risks 

associated with specific economies or 

political climates. 

• Company Size Diversification: Include 

companies of different sizes in your 

portfolio, from large-cap to small-cap 

stocks. Smaller companies may offer 

higher growth potential but also carry 

higher risk. 

KEY DIFFERENCES AND SYN-

ERGIES 

While both strategies aim to reduce risk, they 

operate at different levels: 

• Focus: Mitigating single stock risk 

focuses on reducing the impact of 

adverse events affecting a particular 

company. Portfolio diversification aims 

to reduce the impact of broader market 

fluctuations and sector-specific risks. 

• Scope: Mitigating single stock risk is a 

more focused approach, while portfolio 

diversification is a broader strategy. 

• Implementation: Mitigating single 

stock risk often involves specific actions 

related to a particular stock, such as 
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setting stop-loss orders or writing 

covered calls. Portfolio diversification 

involves strategically allocating invest-

ments across various asset classes, 

sectors, and regions. 

However, these two strategies are not 

mutually exclusive. In fact, they work best in 

tandem. Even within a diversified portfolio, 

it's prudent to take steps to mitigate the risk 

of any single stock holding an outsized 

position. 

BENEFITS OF BOTH  

• Reduced Volatility: Both mitigating 

single stock risk and portfolio 

diversification can help reduce the 

overall volatility of your investment 

portfolio, leading to a smoother ride. 

• Improved Risk-Adjusted Returns: By 

managing risk effectively, you can 

potentially improve your risk-adjusted 

returns, meaning you achieve better 

returns for the level of risk you're taking. 

• Enhanced Peace of Mind: Knowing 

that you have taken steps to mitigate risk 

can provide greater peace of mind and 

help you stay invested for the long term, 

even during periods of market 

turbulence. 

THE MAGIC NUMBER: HOW 

MANY STOCKS DIVERSIFY A 

PORTFOLIO? 

While both mitigating single stock risk and 

portfolio diversification are crucial, a 

common question arises: how many stocks 

are enough to achieve effective diver-

sification? Unfortunately, there's no magic 

number, and the answer depends on various 

factors, including your risk tolerance, 

investment goals, and the time you can 

dedicate to managing your investments. 

 

However, research and expert opinions 

provide some guidelines: 

• Around 30 Stocks, Single Stock Risk 

is Mitigated: The impact of a single 

stock’s performance in a portfolio 

diminishes once there are 30 or more. 

Single-stock risk is called “unsystem-

atic” risk whereas broad stock market 

risk such as the S&P 500 is called 

“systematic” risk. 

• The Role of Index Funds and ETFs: 

Investing in index funds or Exchange 

Traded Funds (ETFs) that track broad 

market indices like the S&P 500 can 

provide instant diversification with a 

single investment. These funds hold 

hundreds or even thousands of stocks, 

offering broad market exposure. 

BEYOND THE NUMBER: QUAL-

ITATIVE FACTORS 

While the number of stocks is important, it's 

not the sole determinant of diversification. 

Consider these qualitative factors: 

• Correlation: Modern Portfolio Theory 

(MPT) emphasizes portfolio invest-

ments that aren't highly correlated, 

meaning they don't move in the same 

direction in response to market events. 

Diversification is most effective when 

your investments have low correlation to 

one another. 

• Concentration: Avoid excessive con-

centration in any single stock or sector, 

even within a larger portfolio. A 

concentrated position can still expose 

you to significant risk. 

• Rebalancing: Regularly rebalance your 

portfolio to maintain your desired asset 

allocation. As stock prices fluctuate, 

your portfolio may drift from its target 

allocation, requiring adjustments. 

Ultimately, the optimal number of stocks for 

your portfolio is a personal decision. 

Consider your circumstances, conduct 

thorough research, and consider seeking 
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advice from a qualified financial advisor to 

determine the best approach for your needs. 

THE PITFALLS OF OVER-

DIVERSIFICATION: WHEN 

MORE ISN'T BETTER 

While diversification is a cornerstone of 

sound investing, it's possible to go overboard. 

Overdiversification occurs when you add so 

many investments to your portfolio that it 

becomes unwieldy, dilutes potential returns, 

and increases complexity without signifi-

cantly reducing risk. 

 

Here are some key pitfalls to watch out for: 

• Diminishing Returns: As you add more 

investments, the marginal benefit of 

diversification decreases. At a certain 

point, adding more stocks might not 

noticeably reduce your portfolio's risk, 

but it can dilute your returns. 

• Increased Complexity: Managing a 

highly diversified portfolio can become 

a logistical nightmare. Tracking numer-

ous holdings, monitoring their perform-

ance, and rebalancing regularly can be 

time-consuming and challenging. 

• Missed Opportunities: Overdiversifi-

cation can lead to "diworsification," 

where you spread your investments so 

thinly that you miss out on the potential 

for significant gains from your best-

performing holdings. 

• Higher Costs: If you're investing in 

actively managed mutual funds or ETFs, 

holding a large number of them can lead 

to higher expense ratios, eating into your 

returns. 

• Reduced Motivation: A highly diversi-

fied portfolio with numerous small hold- 

 

 

 

ings might make it difficult to stay 

engaged and motivated to monitor your 

investments effectively. 

SIGNS YOU MIGHT BE OVER-

DIVERSIFIED: 

• Holding Too Many Similar Assets: If 

you have multiple mutual funds or ETFs 

with significant overlap in their 

holdings, you may be overdiversified. 

• Investing in Too Many Sectors: While 

sector diversification is important, 

investing in every single sector might 

not be necessary and can lead to diluted 

returns. 

• Chasing Every Hot Stock: Trying to 

invest in every trending stock or sector 

can lead to an overdiversified and poorly 

performing portfolio. 

CONCLUSION 

Mitigating single stock risk and portfolio 

diversification are essential tools for any 

investor. While mitigating single stock risk 

helps manage the inherent risks associated 

with concentrated positions, portfolio 

diversification provides a broader safety net 

by spreading investments across various asset 

classes and sectors. By implementing both 

strategies, investors can effectively manage 

risk, potentially enhance returns, and 

navigate the complexities of the stock market 

with greater confidence. 

 

Disclaimer: This article is intended for 

informational purposes only and should not 

be construed as legal or financial advice. It is 

imperative to consult with qualified 

professionals to address your specific needs 

and circumstances. 

 


