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Concentration.... a hidden risk

Managing Your Money
LYNNIMSCNEIL

I recently had a very nice lady
contact me for a second opinion on
her portfolio. She is recently re-
tired and trying to make sure that
her investments are in good order. Mary, as we’ll call
her, described herself as being conservative, and didn’t
want to take too much risk. However, she also felt like
she was missing out on the recent gains that we’ve seen
in the market. (Easy to say in hindsight after the mar-
kets have outperformed!) After a thorough assessment
of her risk tolerance, it was clear that she wasn’t com-
fortable with volatility, and wanted a “safe” portfolio.
She had been working with the same advisor for years
at a reputable firm. Considering all this information, I
was surprised when I evaluated her portfolio and saw a
high concentration in one type of investment, thereby
increasing her portfolio risk. She was not aware of
‘concentration risk’, as she thought that type of invest-
ment was “safe”.

Asset Concentration Risk

Concentration Risk is when investors rely too much
on a single investment or type of investment. This can
happen by having too much invested in a single stock,
bond, industry, geographic region, or any other area
or focus. Some of the potential risks of being overly
concentrated include: portfolio underperformance (like
the investor in the case above), portfolio volatility, and
potential loss if forced to exit at the wrong time. Of-
ten investors end up with concentration risk because
they’ve been holding an investment for many years and
don’t want to sell and trigger a capital gain. It’s critical
to consider taxes in any investment decision but basing
an investment decision on taxes can be risky! Think of
the Nortel fiasco, where many people did not want to
sell because of taxes. In the end, I guess they ended

up paying no taxes once Nortel lost all its value. And
there are many other examples of this. In my practice
we have methods to diversify out of a single position
without triggering capital gains taxes, so taxes should
not be the reason for building concentration risk.

Modern Portfolio Theory

It is commonly known that diversification within an
investment portfolio reduces risk. Portfolio construc-
tion has been based on this concept since 1952, when
Harry Markowitz introduced Modern Portfolio Theo-
ry, and was later awarded a Nobel Prize in Economic
Sciences for his work. Modern Portfolio Theory uses
the core idea that owning a portfolio of different asset
classes is less risky than holding a portfolio of similar
assets. It suggests that an investor must be compensat-
ed with a higher expected return for taking on a higher
level of risk. While I'm oversimplifying Markowitz’s
theory above, the bottom line is that diversification is
key — that better returns, and less risk can be achieved
with a proper combination of investments or an “effi-
ciently diversified portfolio”. The graph below shows
a simplified version of this theory.
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Asset allocation

' Asset allocation, or
how you diversify your
portfolio among different
asset categories, will be
the biggest determinant of
your investment risk and
returns. Research shows
that only a small fraction
of total lifetime return
comes from individual
investment selection. The
largest drivers of invest-
ment success are decisions
on the asset mix and how
people react to market
dynamics. By spreading
your investments prop-
erly among different as-
sets classes, geographic
regions, management
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styles, and sectors, you
minimize the risk of being
overexposed in the wrong

Source: Momingstar investment.  Based on

your unique situation and the objectives of the portfolio,
a strategic asset allocation should be established, contin-
ually monitored and adjusted as required for suitability
and performance considerations.

In Mary’s case above, both the advisor and the firm
missed the high concentration risk. Take the time if
you have the knowledge to assess your investment
allocation or get a second opinion by another profes-
sional. There is no one size fits all when it comes to
investments, and therefore opinions may differ on
what is the ideal allocation. But exploring different
opinions may also help identify a potential problem,
or opportunity, that is currently being missed. Know-
ing where you are today will lead you where you
want to be tomorrow.

Lynn MacNeil, F.PL., CIM®, is an Associate In-
vestment Advisor and Financial Planner with Rich-
ardson Wealth Limited in Montreal, with over 25
years of experience working with retirees and pre-
retirees. For a second opinion, private financial
consultation, or more information on this topic or
on any other investment or financial matter, please
contact Lynn MacNeil at 514.981.5795 or Lynn.Mac-
Neil@RichardsonWealth.com. Or visit our website at
www.EphtimiosMacNeil.com.

The opinions expressed in this report are the opinions of
the author and readers should not assume they reflect the
opinions or recommendations of Richardson Wealth Lim-
ited or its affiliates. Assumptions, opinions and estimates
constitute the author’s judgment as of the date of this mate-
rial and are subject to change without notice. We do not
warrant the completeness or accuracy of this material, and
it should not be relied upon as such. Before acting on any
recommendation, you should consider whether it is suit-
able for your particular circumstances and, if necessary,
seek professional advice. Past performance is not indica-
tive of future results.

Richardson Wealth Limited, Member Canadian Investor
Protection Fund. Richardson Wealth is a registered trade-
mark.

For more information
about our services,
please visit our website:
www.EphtimiosMacNeil.com
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