
 

 

 

 

 

 
 

 

 

 

Hérens Quality AM is a specialized provider of systematic Quality Investment Solutions and one of the few providers of 
Quality equity investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a 
brief update on markets and our thoughts about major trends that are impacting the investment management industry.  

It seems that a new trend has come to the 

markets: investors are keen on investing in 

the companies, which are on hype 

disregarding their valuation. These 

companies often provide a significant 

contribution to the benchmark’s 

performance. As a result, the number of 

winners on the market shrinks, and if one 

doesn’t have such a star in the portfolio, it 

becomes quite hard for him to beat the index. 

 

On a micro-level ‘black swans’ happen much more often as compared to the global ‘black swans’ 

and the portfolio diversification perfectly helps in this case. But there is a dilemma of how far one 

should go with the portfolio diversification as, naturally, it comes with additional costs. 

The theory states that having more than 15 companies in the portfolio will not help in reducing 

company-specific risk.  In practice, well-known investors also do not appreciate extensive 

diversification, arguing that with many stocks in the portfolio one becomes too slow to react to 

change and, additionally, make one’s life more difficult in an effort to beat the benchmark. 

 

MONTHLY TOPIC:  ‘BEST IDEAS’ STRATEGY 
 

MARKET UPDATE: REBOUND DRIVEN BY VALUE STOCKS 
Stocks finished September with solid gains despite a number of scares, including an impeachment inquiry. The Federal Reserve lowered interest 

rates by a quarter of a percentage point in September, its second cut since late July, and suggested it was prepared to move aggressively if the 

United States economy showed additional signs of weakening. 

CORPORATE EXCELLENCE INSIGHTS 

Travel firm filed for bankruptcy, despite 

attempts to rescue the brand. At the 

moment of its collapse, Thomas Cook had 

a debt of about $2.1 billion, an amount the 

chief executive, Peter Fankhauser, had 

called “insurmountable.” 

1841 
THOMAS COOK, FOUNDED IN 1841, 
FILES FOR BANKRUPCY 

Brewer AB InBev priced the Hong Kong IPO 

of its Asia-Pacific unit at the bottom of a 

marketed range to raise about $5 billion, 

indicating deals in the pipeline may need 

subdued valuations to succeed as protests in 

the city unnerve investors. 

$5.0bn 
THE IPO OF BUDWEISER BREWING 
COMPANY APAC LTD 

The European Central Bank has announced 

a fresh stimulus package in an attempt to 

prevent the fragile eurozone economy from 

grinding to a halt, with an interest rate cut 

and plans to pump €20bn a month into the 

financial markets. 

€20bn 
ECB RESTARTS QUANTITATIVE EASING 
PROGRAMME 

October 2019 
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Naturally, increased degree of portfolio 

concentration assumes also high quality of 

research, which has the capacity to identify 

winning companies that have minimal 

exposure to ‘black swan’ probability. 

Information about us: www.hqam.ch  
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Diversification = ‘free lunch’? 

Thomas Cook collapsed this September, being responsible for huge losses incurred 

by small and large investors. How would one feel having this company in a poorly 

diversified portfolio? Of course, it was not the story of one day and the problems 

were mounting for a prolonged time, giving investors a chance to get rid of the 

holiday firm’s stock in time.  However, there are cases, which are hard to envisage. 

Take Biogen, which lost 30%(!) on April’s day after the announcement that it 

ceases testing of a drug to treat Alzheimer disease. To lose 18 bn USD of value in 

one day is painful, but one has to acknowledge this kind of risk is common of the 

biotech industry. 

Sure enough on a micro-level ‘black swans’ happen much more often as compared 

to the global ‘black swans’ and the portfolio diversification perfectly helps in this 

case. But there is a dilemma of how far one should go with the portfolio 

diversification as, naturally, it comes with additional costs such as larger analytical 

resources, lower marginal return of each added company, etc. 

The theory states that having more than 15 companies in the portfolio will not help 

in reducing company-specific risk.  In practice, well-known investors also do not 

appreciate extensive diversification, arguing that with many stocks in the portfolio 

one becomes too slow to react to change and, additionally, make one’s life more 

difficult in an effort to beat the benchmark1.   

Risk-adjusted returns of concentrated vs. diversified portfolios 

A considerable number of studies was conducted to find out whether concentrated 

portfolios beat diversified ones, but the results are not unanimous and to a great 

extent depend on the methodology and sample. Fidelity2 and Vanguard3 

concluded that portfolio concentration does not add any value, and on risk-

adjusted basis concentrated portfolios returns are weaker as compared to the 

returns of the diversified ones.  

Other researchers studying US mutual equity funds find that concentrated 

portfolio achieve higher returns even taking risk into account4,5,6. Fulkerson et al.5 

state, it is a positive sign when the managers increase concentration degree as it 

may signal that they possess the information of greater enough value to  be able 

to offset fund’s concentration risks. Cohen et al. 6 add that the portfolio managers 

tend to overdiversify portfolios not because they lack stock-picking skills, but 

rather due to institutional factors (e.g. regulations), which encourage 

diversification.  

Fig. 1: Sharpe ratio of 100 largest USA strategy equity funds depending on the number of 

holdings, 5Y return 

 Nr. of holding Nr. funds Sharpe Ratio 

less than 70 holdings 18 0.88 
70-150 holdings 32 0.82 
more than 150 holdings 50 0.81 

 

Source: Hérens Quality Asset Management, Reuters  

In 2016 we have looked into the concentration issue ourselves by making analysis 

on the largest US equity funds. Fig. 1 shows that the Sharpe ratio, which adjusts 

the portfolio performance for risk, is the highest for the funds with the smallest 

number of holdings. Obviously concentration provides a certain tailwind for more 

portfolios with less titles as compared to their peer group. 

Winners become harder to find 

It seems that a new trend has come to the markets: investors are keen on investing 

in the companies, which are on hype disregarding their valuation. These 

companies often provide a significant contribution to the benchmark’s 

performance: e.g. in 2015 Amazon alone contributed 0.75% to MSCI US return, 

which was 1.4% that year.  

CONCENTRATE (,) NOT (,) DIVERSIFY YOUR EQUITY PORTFOLIO                    

Disclaimer: This document may contain confidential information that is not intended for third parties. If you are not the intended recipient of this document, you must not publish or pass on 
its content in any way. This document is for information purposes only and constitutes neither an offer nor a recommendation to undertake any type of transaction or to buy or sell securities 
or financial products in the broadest sense. Hérens Quality Asset Management offers no guarantee of the completeness, correctness or security of this document. Hérens Quality Asset 
Management accepts no liability claims that might arise from the use or non-use of the content of this document. 

As a result, the number of winners on the market shrinks, and if one doesn’t have 

such a star in the portfolio, it becomes quite hard for him to beat the index. The chart 

below (Fig.2) shows that the number of outperforming companies during the last 

five years surrendered to the number of underperformers. 

Fig. 2: Share of out- and underperformance in MSCI United States   

 

Source: Hérens Quality Asset Management, Reuters  

It creates the situation, when having diversified portfolio might not be helpful in 

beating the index as the probability of owning proportionally greater number of 

underperforming companies in the portfolio increases.  

Additionally, we have divided the benchmark companies into groups, based on 

whether their excess return is below or above the median and then compared their 

average performance. The obtained results are quite interesting: underperformance 

outweighs, and particularly it becomes evident during the last decade (Fig. 3). Most 

probably, the general trend will continue advocating rather concentrated portfolios 

consisting of companies selected on the basis of the thorough research. 

Fig. 3:  Above vs. below median of excess returns, MSCI United States, MSCI Europe   

 

Source: Hérens Quality Asset Management, Reuters  

When making a decision about the degree of portfolio diversification, a portfolio 

manager has to take into account all relevant arguments such as market situation, 

theoretical and empirical research, limited intellectual capacity. And it seems that 

all of them encourage to have rather concentrated portfolio, where the chance to 

outperform the benchmark is objectively higher. Naturally, increased degree of 

portfolio concentration assumes also high quality of research, which has the 

capacity to identify winning companies that have minimal exposure to ‘black swan’ 

probability. 
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