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Managing concentrated positions:
It’s a Risk Thing
I don’t really enjoy watching or playing baseball. There. I’ve said it. But I do
appreciate baseball analogies when it comes to investing. Early on in my career
as an equity analyst, a very successful portfolio manager told me that you really
don’t need to hit homeruns in the investment world in order to build and protect
your wealth. It’s really the singles and the doubles that build wealth over time.
Swinging for the fences may be a viable strategy in rare instances, but used
repeatedly it is not a part of a reliable investment process. When it comes to the
world of investing, investors are their own worst enemy at times. This industry
is as much about managing greed (and fear) as it is about achieving investment
goals. It’s a risk thing.
No doubt, we have all heard stories of a friend/acquaintance/colleague who
“knocked it out of the park” with shares of XYZ company, or who were able to
fund the new Maserati with a “massive” position in shares of ABC company. Some
family fortunes have also been built on the equity ownership of a single company.
Some of you may have experienced this level of investment success yourself.
Congratulations. You are among the few investors who have been successful
with this approach. As for all of the good fortunes that were built on such a
concentrated position, there are many more fortunes that have been lost to this
approach. Simply put, one single stock is generally much more volatile than a
diversified portfolio of stocks.
To illustrate the risk in single stock exposures, in figure 1 we have graphed the
10-year annualized price returns for each of the 505 constituents in the S&P 500
Index, and the 10-year annualized risk (i.e. standard deviation). We can see in
figure 1 that 99.4% of S&P500 companies experienced greater volatility than the
index itself, and 23 companies lost more than half of their value in that period.
Without stating the obvious, holding an individual position relative to the entire
index can result in much more volatility, even over a long time horizon as shown in
figure 1.
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In this article, I reiterate the reasons
for why diversification is so important
for every investor, and also where
concentration does makes sense. I also
discuss some behavioural and cognitive
biases we may have when it comes
to avoiding diversification. Finally, I
offer up some “nudges” in order to
avoid procrastination when it comes
to addressing the risk associated with
concentrated equity holdings.

Figure 1: Annualized risk and return for S&P 500 Index constituents

But why exactly are
concentrated holdings so risky?
Portfolio risk is comprised of two
types of risk. There is systematic risk,
or market or macro risk, and there is
also non-systematic risk, or companyspecific or micro risk. If you own
equities in your portfolio, you may
have varying degrees of exposure to
both of these risks. With additional
exposure to cash, bonds, derivatives
and other asset classes, you could
reduce exposure to systematic risk.
The non-systematic risk can be
almost completely reduced through
diversification (as shown in figure 2) as
the number of securities in the portfolio
increases. To put that in another way,
the market typically doesn’t reward
you for taking on risks that are easily
diminished so you don’t typically get
rewarded for bearing all of this risk.

Sources: FactSet, RBC PH&N Investment Counsel. 10-year period ending September 8, 2020. All returns are time-weighted and in U.S. dollars, price returns
do not include dividends. Monthly price returns and standard deviations have been annualized. For a full description of S&P 500 Index and S&P 500
Equally Weighted Index please refer to the disclosures section of this article.

Figure 2: Portfolio Risk: Systematic Risk + Non-Systematic Risk

Source: RBC PH&N Investment Counsel. For illustration purposes only.

If I have convinced you of the merits
of diversifying concentrated positions
at this point, you’re very welcome.
Please move on to the concluding
remarks. If you’re still skeptical about
diversification, please continue reading.
Non-systematic risk can come in
many forms. It is typically risk unique
to the operation of an individual
company. Examples of this type of
risk include: regulatory, financial,
management, product, political, legal/
fraud, location and succession risks.
While investors may believe they have
sound knowledge of a company, the

management team, the industry and/
or the outlook for a new product or
strategy, there are many examples of
stocks that have fallen from all-time
highs due to any one or a combination
of aforementioned risks. Stocks which
were once considered to be market
darlings, and which subsequently
experienced large price declines and/
or were delisted or went bankrupt
are sometimes referred to as “fallen
angels.” The impact on investors who
held concentrated positions in these
“angels” was devastating to say the
least.

In figure 3, we provide examples
for both the U.S. and Canada fallen
angels. Price charts for these names
are provided in figure 4 as a reference
point to the investor experience during
the rise and the fall. At one point in the
past, each one of these companies
would have been a core holding inside
most portfolios – perhaps even a
concentrated core holding for some
investors.
I always say there is nothing new
on Wall Street/Bay Street. What is
old is usually new again. As such,
Continued on page 3
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Figure 3: Select Fallen Angels (U.S. and Canadian equities)

Sources: Bloomberg, FactSet, RBC PH&N Investment Counsel.

Figure 4: Select Fallen Angel Price Charts (U.S. and Canadian equities) –
percentage decline from all-time high to all-time low
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you can count on the fact that there
are going to be fallen angels in the
coming year(s). At one point in the
last, shareholders in these abovementioned companies may not have
considered the potential for value
destruction associated with nonsystematic risk. The consequences
of holding a concentrated position in
these names are material and in most
cases could have been avoided.
To be fair, not every stock that sees
a material decline in any period is
destined to be a fallen angel. For
instance, Apple Inc. shares (AAPL-US)
have experienced a 19.5% annualized
return since the early 1980s, while also
experiencing multiple +50% corrections
over this period.

Common behavioural biases
associated with avoiding
diversification
When it comes to avoiding
diversification, there are behavioural
biases investors are likely to display.
Here are three common biases:
•

Anchoring bias: here investors
tend to use irrelevant information,
such as the purchase price
of a security, as a reference
for evaluating an investment.
Additionally, investors could hold
on to an investment to achieve
a target return or to generate a
particular net profit (e.g. to pay
for that new Maserati I only need
Continued on page 4
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$150,000 on this trade), or they are
emotionally tied to the company
shares (e.g. a family history). These
values are unrelated to market
pricing dynamics and might cause
market participants to reject
rational decisions. Anchoring bias
is difficult to avoid as we tend to be
slow and cautious in updating our
beliefs despite contrary evidence
to our thesis.
•

Loss aversion / Status quo bias:
where investors are so fearful of
losses that they focus on trying
to avoid a loss more so than on
making gains. In the context of
this article, some investors may
perceive the loss of their gains
to pay for capital gains tax as a
superficial loss. They may feel that
if they continue to hold the position
indefinitely, they won’t incur this
“guaranteed” loss. As we have
discussed at length here there
are many benefits to reducing
a concentrated position, and in
fact paying the capital gains tax
for your successful investment
experience. In order to mitigate the
capital gains tax, investors may
look at the following strategies:
•

•

•
•

•
•

Spread out the capital gain over
time to avoid a “big hit” in any
one tax year
Use tax-loss selling of other
assets to offset the capital
gains on the concentrated
position
Make an RRSP contribution to
reduce your taxable income
Make an in-kind donation of
securities, taking advantage of
the favourable in-kind equity
donation rules
Transfer capital losses between
spouses

Overconfidence bias: This
particular bias may have a
profound impact on our decision
making, but can be difficult to
acknowledge and even harder

to rectify. This bias implies an
overly optimistic assessment
of one’s knowledge or control
over a situation. It may come
as no surprise that when we’re
talking about concentration of
equity holdings in a portfolio that
overconfidence bias is particularly
troublesome. Some nudges here to
help reduce that overconfidence
bias include scenario analysis or
thinking in probabilities rather
than in singular-point estimates.
In conjunction with that, investors
should maintain a diary/record of
trades made or trades considered.
A pre- and post-mortem on these
records can be done based on
what is being recorded in the
diary/record of trades. Finally,
have a slice of humble pie and
assume that you’re average. Seek
out alternative theses on that
particular concentrated holding
that you think you know so well.
Understanding the bear case for a
particular stock can sometimes be
quite humbling.

Few reasons to stick with
concentrated positions
While we wouldn’t typically support the
argument for concentrated positioning
in a portfolio, there are circumstances
where it may be warranted, if only
for a limited period of time. Two such
instances would be, first, if there was
a legal or contractual reason to hold
a larger portion of stock (e.g. a senior
executive and/or board member).
And, second, in an instance where the
investor was unwilling to incur capital
gains as near-term tax rates were
expected to be much lower than today’s
tax rates. In both of these instances, we
would recommend consulting with your
Investment Counsellor for additional
strategies to lessen the notional
exposure to the concentrated position.
Some of these additional strategies
include systematic sales of stock over

time as permitted, charitable giving of
stock as allowed, and possibly hedging
the position using derivatives. Above
all of these strategies to manage
a concentrated position, we would
look to build a multi-asset portfolio
solution around the exposure, as it is
being reduced or eliminated. A word of
caution on systematic sales over time:
behavioural biases may result in the
systematic sales strategy not being
followed. Once a plan is established to
reduce or sell the position out of the
portfolio, it must be followed.
I’ve written on the many benefits of
diversification before so I won’t spend
much time here discussing them
at length. But rather I will reiterate
that diversification can occur across
many factors, including by sector,
region, asset class, investment style
and investment strategy. Just as we
need to be careful about the risks of
concentrated positions, we need to
be careful about over-diversification.
That’s right, I said it. You can also be
over-diversified in your investment
portfolio. Too much of anything is never
good for you. That is the case when
it comes to portfolio diversification
as well. Too many strategies and
investment solutions may lead to suboptimal returns and risk. It can also
cost investors more in higher fees than
would otherwise be incurred. As well, it
can lead to unintended risks entering
the portfolio through duplication of
exposure and strategies.
As always, we welcome any, and
all, of your questions related to
financial markets and your investment
portfolio, at any time. Please contact
your Investment Counsellor with
any questions related to the topics
discussed in this article.
Be well,
Stu
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S&P 500 Index: The S&P 500 Index includes 500 companies across many sectors of the U.S. economy. The index is weighted by market
capitalization so bigger companies make up a larger proportion of the index than smaller companies. The index is designed to measure
performance of the broad US economy through changes in the aggregate market value of the largest US companies.
S&P 500 Equally Weighted Index: The S&P 500 Equal Weight Index (EWI) is the equal-weight version of the widely-used S&P 500. The index
includes the same constituents as the capitalization weighted S&P 500, but each company in the S&P 500 EWI is allocated a fixed weight - or
0.2% of the index total at each quarterly rebalance.
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