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The Multitaceted Nature of
Concentrated Risk

Key Takeaways:

Concentration = High Risk: Big rewards,
big risks. Be aware of company, sector, and
regional vulnerabilities.

Hidden Concentration Traps: Employees
often  unknowingly build concentrated
positions in their employer's stock.

Active Management Essential: Research,
diversify, monitor, and consider using
options to manage concentration.

The allure of concentrated investments is
undeniable. The prospect of placing your
faith, and a significant portion of your capital,
in a select few assets that you believe will
outperform the market can be intoxicating.
Imagine the satisfaction of watching your
carefully chosen stocks soar, leaving the
diversified masses in the dust. This potential
for outsized returns, however, is a siren song
that masks the perilous rocks of concentrated
risk.

It's tempting to think we can identify the next
big winner, the investment that will defy

gravity and deliver astronomical returns. But
history is littered with examples of hot
investing trends that ultimately fizzled,
leaving concentrated investors with signifi-
cant losses. Consider the dot-com bubble of
the late 1990s. Investors poured their money
into internet companies with unproven
business models and sky-high valuations,
driven by the belief that the internet would
revolutionize everything. While some
companies survived and thrived, many
crashed and burned, wiping out billions of
dollars in investor capital. Those who had
concentrated their portfolios in a handful of
these high-flying tech stocks experienced
devastating losses when the bubble burst.

While diversification is often lauded as the
cornerstone of prudent investing, concen-
tration represents a departure from this
conventional wisdom. It's a high-stakes game
where the potential for reward is inex-
tricably linked to a heightened level of risk.
This approach can be particularly appealing
to those with a high risk tolerance, a deep
understanding of specific industries, or an
inherent belief in their ability to identify
undervalued assets. However, before suc-
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cumbing to the temptation of concentration,
it's crucial to understand the multi-faceted
nature of the risks involved.

One of the most significant risks is
idiosyncratic risk, the vulnerability to events
that specifically affect the companies or
assets in your concentrated portfolio. A
sudden management shakeup, a product
recall, or an unexpected lawsuit can severely
impact the value of your holdings. This risk
is amplified when a large portion of your
portfolio is tied to the fate of a single
company or a small group of companies.

Similarly, sector-specific risk rears its head
when your investments are heavily concen-
trated in a particular industry. While riding
the wave of a booming sector can be exhilar-
ating, the tide can quickly turn. Regulatory
changes, technological disruptions, or shifts
in consumer preferences can send an entire
industry into a tailspin, leaving your portfolio
reeling.

Geographic concentration, where invest-
ments are focused on a specific region or
country, carries its own set of challenges.
Political instability, economic downturns, or
natural disasters can have a devastating
impact on your holdings. Emerging markets,
while offering potentially high growth, are
often more susceptible to such risks.

For many individuals, particularly those who
work for publicly traded companies,
concentration can creep into their portfolios
in insidious ways, often without them even
realizing the extent of their exposure. This
hidden concentration can arise from various
sources:
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e Salaries and Bonuses: Employees of
public companies can receive a portion
of their non-salary in the form of com-
pany stock or stock options. This can
lead to a substantial concentration in
their employer's stock, especially if they
hold onto these shares over time.

e Deferred Compensation: Some com-
panies offer deferred compensation
plans that allow employees to defer a
portion of their salary or bonus until a
later date, with an option to receive this
compensation in company stock.

e Company 401(k) Matches: Many
companies offer 401(k) plans with
matching contributions, and some of
these plans allow or even require
employees to invest their matching
contributions in company stock.

e Dividend Reinvestment Programs
(DRIPs):  DRIPs allow investors to
automatically reinvest their dividends in
additional shares of the company's stock.
While DRIPs can be a convenient way to
build wealth over time, they can also
contribute to concentration risk.

This hidden concentration can be particularly
dangerous because it exposes individuals to
both investment risk and employment risk. If
the company's stock price declines signif-
icantly, employees not only suffer investment
losses but also face the potential loss of their
jobs and income. This double whammy can
be devastating to their financial well-being.

Beyond these external risks, concentrated
investors must also grapple with internal
challenges. Cognitive biases, inherent psy-
chological tendencies that can distort our
perception and judgment, often play a
significant role in investment decision-
making. These biases can be particularly
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potent in the realm of concentrated investing,
where emotions run high and the stakes are
amplified.

e Overconfidence Bias: This bias leads
investors to overestimate their abilities
and the accuracy of their predictions. A
concentrated investor might become
overly confident in their initial research
and due diligence, leading them to
downplay potential risks or ignore
warning signs. They might believe they
have a unique insight into a company or
industry, leading to an inflated sense of
control and a reluctance to diversify.

e Confirmation Bias: This bias causes
individuals to favor information that
confirms their existing beliefs and
dismiss information that contradicts
them. A concentrated investor might
selectively seek out news and analysis
that supports their investment thesis
while ignoring or downplaying negative
information. This can lead to a distorted
view of the company's prospects and an
unwillingness to adjust their strategy
even when faced with contradictory
evidence.

e Anchoring Bias: This bias refers to the
tendency to rely too heavily on the first
piece of information received, even if it's
irrelevant or outdated. For example, an
investor might become anchored to the
price they initially paid for a stock,
making it difficult to sell even if the
company's fundamentals have deter-
iorated. This can lead to holding onto
losing positions for too long, hoping for
a rebound that may never come.

e Endowment Effect: This bias causes
individuals to overvalue things they own
simply because they own them. In the
context of concentrated investing, this
can lead investors to hold onto
concentrated positions longer than they
should, even when it's no longer rational.
They might become emotionally
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attached to a particular stock or
company, making it difficult to sell even
if it's in their best interest to do so.

These are just a few examples of the
cognitive biases that can cloud judgment and
lead to suboptimal outcomes in concentrated
portfolios. Recognizing and mitigating these
biases is crucial for successful concentrated
investing.

Despite these inherent risks, concentration
can be a viable strategy for sophisticated
investors who are willing to dedicate the time
and effort to manage it effectively. Thorough
due diligence is paramount. This involves
delving deep into the financials, competitive
landscape, and management quality of the
companies you invest in. It requires a com-
prehensive understanding of the industries
and sectors you favor, as well as the
macroeconomic forces that can impact their
performance.

Even within a concentrated portfolio,
diversification can play a crucial role.
Spreading your investments across different
types of assets, sectors, and geographies can
help mitigate overall risk. Regular
monitoring and rebalancing are essential to
maintain the desired level of risk and ensure
that your portfolio remains aligned with your
investment goals.

Beyond these fundamental strategies, soph-
isticated investors can utilize derivatives,
such as options, to further manage the risks
associated with concentrated positions.
Options contracts provide the right, but not
the obligation, to buy or sell an underlying
asset at a predetermined price (the strike
price) within a specific timeframe.

e Protective Puts: Purchasing put
options on a stock you own can act as an



MCM

MCM BUSINESS EXITING | LEGACY PLANNING

WEALTH MANAGEMENT

insurance policy against potential losses.
If the stock price declines, the put option
will increase in value, offsetting some or
all of the losses in the underlying stock.
This strategy allows investors to
participate in potential upside while
limiting downside risk.

e Covered Calls: Selling call options on a
stock you own can generate income and
potentially reduce your cost basis. If the
stock price stays below the strike price,
the option will expire worthless and you
keep the premium received. However, if
the stock price rises above the strike
price, you may be obligated to sell your
shares at the strike price, potentially
missing out on further gains.

e Collars: Combining a protective put and
a covered call creates a collar strategy,
which limits both potential gains and
losses within a defined range. This
strategy can be useful for investors who
want to protect their gains while also
generating income.

It's important to note that options trading
involves its own set of risks and
complexities.  Investors should carefully
consider their investment objectives, risk
tolerance, and knowledge of options trading
before implementing these strategies.

For those who choose to embrace
concentration, seeking professional guidance
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is highly recommended. A skilled financial
advisor can provide objective advice, help
you navigate the emotional complexities of
concentrated investing, and develop a
tailored strategy that aligns with your risk
tolerance and financial objectives. The
advisor can also provide valuable insights
into the appropriate use of derivatives and
other risk management tools.

Concentrated investing is a high-risk, high-
reward strategy that demands careful
consideration and diligent management.
While the potential for significant gains is
alluring, investors must be prepared to
confront the inherent risks and implement
strategies to mitigate their impact. By
understanding the perils of concentration,
including the influence of cognitive biases,
and embracing a disciplined approach,
investors can navigate this challenging
terrain and potentially achieve their financial
aspirations. The strategic use of derivatives
can further enhance risk management and
provide greater peace of mind for those who
choose to embrace the concentrated path

Disclaimer: This article is intended for
informational purposes only and should not
be construed as legal or financial advice. It is
imperative to consult with qualified
professionals to address your specific needs
and circumstances.



