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Executive Summary 

• Many academics demonstrate that 

concentrated portfolios tend to outperform 

their benchmarks over time. 

•  Concentrated portfolios, however, may be 

more volatile. A portfolio with less volatility 

versus a benchmark can look more attractive to 

certain audiences even though they are less 

likely to outperform. 

• Large institutional fund management 

companies often impose institutional 

constraints to reduce volatility, which leads to 

over-diversification and only average 

performance in client portfolios.  

• The odds for success are greater with 

independent and entrepreneurial money 

managers of concentrated portfolios who are 

skilled at evaluating companies with 

sustainable franchises within their core 

competency. 

-§- 

Most active investors make several systematic 

errors that leads to underperformance over an 

investment cycle. One of these errors is the 

overdiversification of their portfolios. This 

underperformance along with higher fees are the 

primary drivers that have boosted passive equity 

investment over active management. Financial 

advisers helped to fuel this shift as they seek to 

protect clients from volatile returns. They can build 

client portfolios from an array of index offerings 

limiting manager risk, which lowers the chance that 

a star manager will suddenly stumble and drag 

down overall performance. However, allocating to 

passive investment management strategies will 

limit capital appreciation over time. How can 

investors selecting active equity managers 

maximize their odds for success? 

 
1 Martijn Cremers and Antti Petajisto, “How Active Is Your 
Fund Manager? A New Measure That Predicts 
Performance,” (March 2009). 

 

Active Share for Differentiation  

An active equity fund manager can attempt to 

outperform his benchmark by taking positions that 

either vary in their respective weights or are not 

included in the benchmark. There are two basic 

ways an active fund manager can hope to 

outperform his benchmark index: by stock 

selection or factor timing. Stock selection involves 

picking individual stocks expected to outperform 

their peers. Factor timing involves time-varying 

bets on systematic risk factors such as entire 

industries or sectors of the economy, or more 

generally any systematic risk relative to the 

benchmark index. Tracking error volatility is the 

traditional way to measure active management. It 

represents the volatility of the difference between 

a portfolio return and its benchmark index return.  

Yale University academics Cremers and Petajisto 1 

introduced a new measure of active portfolio 

management, Active Share, which represents the 

share of portfolio holdings that differ from the 

benchmark index holdings. Portfolios with the 

highest Active Share significantly outperform their 

benchmarks. Active share percentages can range 

from 0% for a pure index strategy, to 100% if the 

portfolio and its benchmark have no stock in 

common. Active Share and tracking error 

emphasize different aspects of active management 

(see graphic). Active Share is a reasonable proxy for 

stock selection, whereas tracking error is a proxy 

for systematic factor risk. Portfolios relative to the 

S&P 500 with 80% Active Share appear optimal for 

a U.S. large capitalization portfolio. Those 

portfolios with higher concentration, and therefore 

higher factor risks, will likely have stronger 

performance persistence.  
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Portfolio Concentration 

A sensible active investment philosophy and 

repeatable process must be applied with focus by 

the fund manager. Academic studies show that 

more concentrated portfolios outperform their 

more benchmark-like peers. Nobel prize winner 

Markowitz’s portfolio theory 2 asserts that a 

portfolio is diversified if its variance could not be 

reduced any further at the same level of expected 

return. In other words, portfolio diversification can 

help reduce idiosyncratic investment risk without 

sacrificing the expected rate of return, up to a 

point. A portfolio size of 20 companies is required 

to eliminate 95% of the diversifiable risk on 

average. The benefit of diversification is mostly 

exhausted beyond that point and may in fact 

diminish returns. The portfolio will still be exposed 

to systematic risk, which is the uncertainty that 

faces the market, or “market risk,” which cannot 

be fully diversified away. 

 

 
2 Harry Markowitz Portfolio Selection The Journal of Finance, 
Vol. 7, No. 1. (March 1952)  

According to another academic study titled “Fund 

Managers Who Take Big Bets: Skilled or 

Overconfident”3, the authors find that fund 

managers who have concentrated stock positions, 

on average, outperform their more broadly 

diversified peers by roughly 4% per year. The 

weight of a security in the portfolio indicates the 

manager’s level of conviction for the security’s 

future prospects relative to other securities. 

Managers who weight their favorite stocks more 

heavily often correctly assess the relative merits of 

stocks overall as well as within their portfolio. 

Managers must observe risk factors but should not 

let them dictate portfolio construction.  

Research Focus 

A high-conviction strategy with a concentrated 

portfolio structure can serve as an effective 

component of a well-executed asset allocation 

strategy. A focused universe of well-researched 

companies, each with a sustainable long-term 

competitive advantage, can provide superior 

protection against a permanent loss of capital. The 

risk of underperformance is mitigated when the 

investment team follows fewer companies and can 

understand their businesses more intimately. It can 

develop a deep understanding of each business and 

how appropriate its current valuation is. 

Warren Buffett has frequently extolled the benefits 

of picking fewer sensibly priced companies with 

long term competitive advantages instead of 

pursuing overdiversification 4.  

Concentrated portfolios often outperform their 

benchmark over time. The odds for success to pick 

a good team are greater with independent and 

entrepreneurial managers who are skilled at 

evaluating companies with sustainable franchises 

within their core competency. 
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3 Busse, Green, and Baks, Fund Managers Who Take Big Bets: 
Skilled or Overconfident. AFA 2007 Chicago Meetings Paper.  
4 Berkshire Hathaway shareholder letter, 1996. 


