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The ASX200 is too concentrated. Reduce weights! 

 

 

This one has being enjoying something of a resurgence from a range of commentators in 

recent times - Australian equities are too concentrated in a handful of sectors and stocks 

and as a result, Australian investors should reduce weights to reduce risk. 

 

There is more logic in this contention than most of the issues we highlight in Crockpot. There 

really is too much concentration in the ASX 300, and the All Ordinaries for that matter. 

Financials make up 37% of the ASX300 index. Resources and REITs make up a further 21% 

and 8% respectively. The top 10 stocks in the index make up fully 47% of the index.  

 

One way to avoid this concentration is indeed to reduce weights. For Australian investors this 

also means ignoring imputation credits and, from time to time, superior valuations. It is a 

trade-off. But only if we accept the index as immutable. We consider the  described the 

high weights to resources and banks as an accident of history and geography. There is no 

good reason why Australian investors portfolios should slavishly follow the index - in fact, as 

the detractors point out there are good reasons not to be slaves to the index.  Last year we 

suggested resources weights should make up 10% or less of Australian equity portfolios. In this 

quarters editorial we suggest that investors set a limit on their exposure to Australian banks 

based on their own tolerance for risk. These two measures alone can substantially reduce 

this concentration risk. 

 

Another sensible approach is to make greater use of Australian mid-cap and small-cap 

managers. Not only does this generally greater reduce the concentration issue, it does in a 

way that has historically produced substantial alpha. The average  small to mid cap 

manager has out-performed their indices by 2% and 3.5% per annum respectively over the 

past five and ten years according to the December 2016 SPIVA report. 

 

Direct equity investors have no problems implementing a more sensible mix than the index. 

Even those preferring passive approaches can find passive options that reduce the 

concentration risk without turning your back on the valuation and taxation aspects. 

 

For Australian investors the importance of imputation can be seen in the different allocations 

to Australian equities recommended to Australian and New Zealand investors. The target 

recommendations for a target 3 portfolio are 27% for Australians and 19% for Kiwis. (and the 

Kiwi investors have some NZ stocks in that allocation which carry NZ imputation credits. 

Imputation really makes a major difference to returns and, therefore, the weights investors 

should hold in home country stocks. 

 

Sensible weighting of Australian equity portfolios can both reduce concentration risks while 

gaining the benefit s of imputation credits and the current favourable valuations.. 

 

Simply observing the concentration inherent in the index and reducing Australian equity 

weights is throwing the proverbial baby out with the bathwater. 

 

It’s nuts and you can clearly see it’s nuts. 

CROCKPOT 
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What exactly is a balanced fund? 

 

 

Australia’s largest super fund, Australian Super, would have us believe a balanced fund has 

80% in growth assets, the industry euphemism for risky assets. The Vanguard Balanced Fund 

has a more cautious 50% in growth assets. At an extreme, the Host Plus Balanced fund has 

90% in growth assets but claims 75% by classifying infrastructure as 50% growth and property 

as 25% growth. Many investment advisory firms have their balanced portfolios at closer to 

50% growth assets, while others have it at 70%. 

 

Clearly, we have a problem! How are investors meant to deal with this? They are entitled to 

think that the industry has some standards so that they may compare like with like, but 

obviously that’s not the case. 

 

Now, the Financial Services Council and the Australian Superannuation Funds Association 

have had a crack at this with their Standard Risk Measure. For each fund, the manager 

estimates how often the fund will experience negative returns in any 20-year period, using 

some reasonably similar assumptions. This should enable investors to compare like with like. 

Unfortunately, the results produced by the Standard Risk Measure are nonsensical.  

 

Firstly, the results are unstable. In 2010, when the SRM was released, a government bond 

fund with expected returns of 5% and a volatility of 3.5% would have been deemed to be 

Low to Medium risk with between one and two negative returns expected every 20 years. 

Today, with bond rates at 2.7%, the same fund should produce four to five negative returns 

every 20 years, putting it in the the  second riskiest category, the High Risk basket. 

 

Secondly, the measure estimates how often a fund may produce negative returns but says 

nothing about how large that fall might be. Today, a balanced fund may be assumed to 

produce 7.5% per annum returns with 10% volatility. That implies five negative returns every 

20 years - the same as for a government bond fund! The only difference between the two is 

that, in a bad year, the bond fund might produce a –8% return as opposed to a –30% return 

from a balanced fund. farrelly’s thinks investors would like to know this up front. 

 

farrelly’s would like to see a standard risk measure that estimates how a fund may perform in 

a serious bear market for that fund. We could use 1975, 1987 and 2008 as benchmarks. This 

would deliver both meaningful and stable outcomes. In this world, the Australian Super Fund 

would be rated at approximately a –35% risk, and the Vanguard Balanced fund would 

come in at around a -22% risk. Now we would have a risk measure that provides genuinely 

valuable information to investors and which would enable sensible comparisons of 

performance between funds of similar risk levels. 

 

But we shouldn’t hold our breath as the industry seems to have little interest in genuinely 

informing investors about risk. Instead, farrelly’s suggests dropping confusing and unhelpful  

portfolio labels in favour of numbers - as per our portfolios 1 to 5. Using numbers shifts the 

focus to understanding and communicating the true level of risk in a portfolio rather than 

trying to match an investor with a nebulous label. 

 

Meaningless fund names? A standard risk measure that tells us very little about risk? 

 

It’s nuts and you can clearly see it’s nuts. 

CROCKPOT 


