
Stockindexes'deadweight
Diversify . Diversify . Diversify . For

years it wasa trustedmantra : The
simple ideathat to mitigatethe
impact of nastysurprisesfromone
companyor sector

,

investorsshould
hold a diversifiedportfolio of stocks
from a cross-sectionof industries.

Thebestway,

it wasthought ,

was
to buy a broadmarketindex

,

either
viaanindexfund or anindex-based
exchange-tradedfund . Yetthesad
tale of BPPLCandLondon' s FTSE
100exposes a keyflaw in

contemporary
diversificationstrategy . A bias

towardmarketcapitalization in

manyindexesmeansinvestorsend
upwithexcessiveholdings in the
biggeststocks . Withthatcomes
greaterexposure to

company-specific risks
, diminishingtheportfolio' s

diversificationbenefits.
TakeBP. Thedaybeforethe

DeepwaterHorizonrigexploded
April20

,

theoilgianthad a market
value of £121billion

( $178billion
)

,

giving it a weighting of 8.22%% in the
FTSE100 . Thatranked it alongside
RoyalDutchShellandHSBCasthe
index' s biggestcomponents.

Notsurprisingly,

thesubsequent
45%%plunge in BP' s sharepriceuntil
MondayhittheFTSEhard . BP
accountedformorethan a third of the
index' s 10%%losssinceApril20

,

FTSE' s pressofficecalculates . If not
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forBP
,

theFTSE100wouldhave
outperformed theS&P500

,

which is

down9%%overthesameperiod.
BP' s marketcaphassinceshrunk

to £64.4billion
, reducing its

weighting to 4.8%% . Butthedamagehas
beendone.

It is a similarstoryelsewhere.
Looking to invest in Argentina?You
mightn' t want to buyitsmainindex

,

theMerval . Notonlydoesthe
country' s relativelysmallenergysector
accountforalmosthalftheindex

,

butitsbiggestcomponent ,

with a

whopping26%%weighting ,

is Tenaris
SA . It is a Luxembourg-incorporated

steeltubemakerwithentirely
overseasoperationsservicing
non-Argentineoildrillers.

At issueisn' t diversification
,

whichremains a soundidea . It' s that
marketcap-basedindexeshavethe
perverseeffect of diminishing
diversification.

Thisproblem ,

thrustinto
prominencebythebursting of the
techheavy Nasdaqbubble in 2001and
thenemphasizedbythe2008crisis

,

hasspawned a cottageindustry.
Techniciansnowaretrying to better
approximate a risk-neutral
benchmark.

Onesolutionlies in equal-weight
ETFs

,

fundswhichassigneach
component in anindexthesame
weighting . Yetthesesufferfromtheother
extreme

, givingtoomuchweight to

volatilesmallcompanies.
Paris-based assetmanagerTobam

offersanalternative :

"

antibenchmark
" indexes . Instead of market

value
,

theseassignweightingsthat
favor a combination of lowhistorical
volatilityandlowmutual
correlations . Butthefirmdoesn' t haveyet
ETFsavailable.

Untilmoresophisticatedproducts
aredeveloped ,

investorsneed to

realizethatdiversity in investingisn' t

necessarilysynonymouswithan
indexfund . MichaelCasey
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