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THE INVESTMENT CASE FOR DIVERSIFICATION

“Diversification is the only free lunch in investing.”

Harry Markowitz

”

“A well-diversified portfolio needs just four stocks.
Charlie Munger

Diversification’s benefits in terms of optimising risk-adjusted returns are generally
recognised, yet the fashion in investment has increasingly been for managers who have
concentrated portfolios. How does this paradox get resolved? In short, we see a huge
opportunity for diversified yet actively managed portfolios, particularly in today’s

concentrated markets.

Seventy years after Harry Markowitz famously said that diversification is “the only free lunch
in investing,” many investors find it difficult to track down the restaurant where this legendary
meal is served. Historically, passive funds have been considered the smart way to diversify
a portfolio, but they have become increasingly concentrated - technology, media and
telecom stocks now comprise an even larger share of the S&P 500 market cap than during
the 1990s dotcom bubble."

On the other hand, active fund managers have shunned diversification in favour of
concentration in a small number of stocks. The sentiment voiced by David Tepper that you
‘can’t make money with a diversified approach” has become the conventional wisdom.
Active funds advertise their concentration as a measure of their conviction and, with it,

implied skill.

For a long roll call of famous managers promoting a concentrated approach and criticising
diversification, of which the Charlie Munger quotation at the start of this piece is just one
example, see https://mastersinvest.com/diversificationquotes. It will not escape notice that

concentrated portfolios result in greater volatility, and therefore asymmetric outcomes in

terms of fees paid to managers.?

" Bloomberg.
2 This calls to mind another Charlie Munger quotation: “Show me the incentive and I'll show you the outcome”.
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Concentration therefore seems to be the menu du jour, even as some wonder whether the
larger stocks which dominate concentrated portfolios are approaching their ‘best before’
date. If tastes are in fact about to change, the kitchen at Hosking Partners has been open
for more than a decade, and reservations are available. As we set out our stall for a
diversified offering, we take the opportunity to address the arguments made against

diversification by those who say that concentration is the only way.

“Diversification is simply index-hugging in disguise, offering passive returns for an

active fee”

We would submit that diversified portfolios can (and do) look very different from the index.
In a universe of 40,000 listed stocks, the number of possible portfolios containing 400 names

is

1406908724366758978224140103901739402062714206349801048556274705671159748
6319919220180348462026396664047317577359742540599893752531501538670044323
2376903032525688947864656670515008434018663851749748991402100368212471763
9869484912948676946056701843802908364004100958291757150333303472203484343
3529097871871735173912530099215551711518358971416697928600611294113285416
2691103955851523712082633441280616375710900404173841234497836721109681021
7816112084423359821418098907913245884817164909489743713393878636286399532
5220311555249434208546866487828415113701059627445116884285608239221215245
3816364445005277130530826630413178950646079398168351675828026719854984991
0865353372899140549036759261611459372880556627537933356445915669329697099
4851480110966609166278273398719601184872841280399280919496112953690682622
4999717354448454132071176834850136237469528656570431200717370903152736816

6229316655413690359364371920165836977917615983240462347540597272455052977

which is more than the number of atoms in the universe. Similarly, the dispersion of returns

from diversified portfolios shows outcomes can be very different from the index.
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As just one example of this point, Hosking Partners’ portfolio of c. 370 stocks returned 33.5%
(net) in 2025, outperforming the ACWI index by some 1,114 bps, driven by strong
performance across a number of materially different exposures that we have selected and

scaled over time.

“A concentrated portfolio is a demonstration of a manager’s confidence in his or her

stock-picking ability”

The implication here is that concentration risk is correlated with superior returns. We would
say that the aim of an investor should be to maximise returns rather than to maximise risk.

We prefer the ‘fat tail’ over the ‘fat pitch’.

“Only a concentrated manager has sufficient time and resource to research and

monitor stocks with the necessary attention and detail”

In a world of complex adaptive systems, beware confusing knowledge of inputs with control
over outputs. We call this the illusion of control. Often gathering more information suffers
from diminishing returns in terms of predictive accuracy, yet is accompanied by increasing,
but undeserved, confidence.? Better to spend finite time identifying more opportunities with

the same attractive odds, than to invest it in ever deeper research into the same stock.
“In a diversified portfolio, no individual stock can make a difference”

Just as it is not simply the case that diversification results in lower volatility — recall how
many diversified portfolios it is possible to construct from the universe of listed stocks — so

it is the case that a diversified portfolio is not a ‘closet indexer’.

The selection and weighting of individual stocks in a diversified portfolio can make a large
difference, particularly for an active manager like Hosking Partners that is able to deviate

significantly from benchmark weightings.

Ultimately it is the cumulative alpha of the portfolio’s constituents, rather than the returns of
any individual stock, that determine the overall outcome.

3 In a study, eight expert horse-race handicappers were shown a list of 88 variables. They were asked to select the five most important
items of information, then to select the 10, 20 and 40 most important variables. They ranked the top five horses in order of expected
finish using the data in increments of 5, 10 and 40 variables. More information resulted in no increase in predictive accuracy, despite
higher confidence. Behavioural Problems of Adhering to a Decision Policy, Slovic, Paul, paper presented at the Institute for Quantitative
Research in Finance (1 May 1973)

4 Hosking Post: The investment case for diversification



Our diversified approach

Having addressed the primary arguments against diversification, we outline below why we
at Hosking Partners believe so strongly in having an actively managed portfolio with a large
number of stocks.

First, it reduces exposure to crowded trades. Years of momentum mean that passive
strategies are increasingly concentrated in large companies. At the same time, concentrated
active managers are similarly attracted to large-cap companies, because they need the
liquidity on offer to accommodate the larger-sized bets which are the result of owning fewer

stocks.

Diversified managers are better placed to avoid this congestion and its associated
overvaluation — they have the freedom to fish where the fish are, rather than where the

fishermen are.

A diversified portfolio can make more room for risk at the level of individual stocks. This so-
called idiosyncratic risk may take the form of liquidity, size or even information availability,
provided the price is sufficiently attractive to compensate. Non-correlated idiosyncratic risk
in a diversified portfolio should contribute to incremental returns.

It is dynamic. As markets evolve, a diversified manager can adjust their portfolio faster and

more easily than the process involved in switching between concentrated managers.

Academic literature supports our views. Various studies have shown that expected risk-
adjusted returns continue to increase with the number of stocks beyond what is the
conventional wisdom of 18 to 50 stocks. Put another way, investors in concentrated
portfolios are not compensated for the extra risk that they could have diversified away by

investing in more stocks.

In a 2010 study,* Bennett and Sias note that “conventional wisdom, the CFA curriculum, the
SEC, and nearly every finance textbook holds that investors can easily form well-diversified

portfolios by owning a relatively small number of securities—typical estimates range

4 Bennett, James A. and Sias, Richard W., Portfolio Diversification (January 15, 2010). Available at
SSRN: https://ssrn.com/abstract=728585 or http://dx.doi.org/10.2139/ssrn.728585
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between eight and 30 stocks, although more recent estimates suggest 50 stocks are

needed. Conventional wisdom is wrong.”

Which brings us to the perennial question: how many stocks are enough? We would caution
against the comforting idea that as few as 30 or 50 names can diversify away the non-
systemic risk in a portfolio. Diversification benefits continue well beyond that point, with
improvements in risk-adjusted returns observed as portfolios expand into the hundreds of
holdings. The number of stocks held should be limited only by the availability of genuinely
good ideas at attractive prices.

Hosking Partners’ multi-counsellor framework harnesses the efforts of our generalist
portfolio managers, using the lens of the capital cycle, to create a truly differentiated
diversified global portfolio with c. 370 stocks. Our portfolio provides opportunistic exposure
across regions, sectors and market caps, having outperformed the MSCI ACWI Value index
with lower volatility over every trailing period since inception in 2013, while materially
outperforming both the MSCI ACWI index and MSCI ACWI Value index in 2025, again with
lower volatility.

The strategy continues to be well positioned to generate long-term strong results for our
clients in an ever-more-concentrated market where many are seeking something different

to complement their current equity allocation.

LUKE BRIDGEMAN

January 2026
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CONTACT DETAILS

Hosking Partners

11 Charles Il Street
London SW1Y 4QU

Tel: +44 (0)20 7004 7850

info@hoskingpartners.com

LEGAL & REGULATORY NOTICE

Hosking Partners LLP (“Hosking”) is authorised and regulated by the Financial Conduct Authority and is also registered as an Investment Adviser with the
Securities and Exchange Commission. Hosking Partners LLP (ARBN 613 188 471) is a limited liability partnership formed in the United Kingdom and the
liability of its members is limited. Hosking is exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001
(Commonwealth of Australia) (“Corporations Act”) in respect of the financial services it provides to Wholesale Clients in Australia. Hosking accordingly does
not hold an Australian financial services licence. Hosking is authorised under United Kingdom laws, which differ from Australian laws.

The information contained in this document is strictly confidential and is intended only for use by the person to whom Hosking has provided the material. No
part of this report may be divulged to any other person, distributed, and/or reproduced without the prior written permission of Hosking.

The investment products and services of Hosking Partners LLP are only available to persons who are “Professional Clients” for the purpose of the Financial
Conduct Authority’s rules and, in relation to Australia, who are also “wholesale clients” as defined in the Corporations Act of Australia (“Wholesale Clients”)
and this document is intended for Professional Clients and, where applicable, Wholesale Clients only.

This document is for general information purposes only and does not constitute an offer to buy or sell shares in any pooled funds managed or advised by
Hosking. Investment in a Hosking pooled fund is subject to the terms of the offering documents of the relevant fund and distribution of fund offering documents
restricted to persons who are “Professional Clients” for the purpose of the Financial Conduct Authority’s rules and, for US investors, “Qualified Purchasers”
or, for Australian investors, Wholesale Clients and whom Hosking have selected to receive such offering documents after completion of due diligence
verification.

This document is not intended for distribution to, or use by any person or entity in any jurisdiction or country where such distribution or use would be contrary
to local law or regulation. Distribution in the United States, or for the account of a "US persons", is restricted to persons who are "accredited investors", as
defined in the Securities Act 1933, as amended, and "qualified purchasers", as defined in the Investment Company Act 1940, as amended.

“Hosking Partners” is the registered trademark of Hosking Partners LLP in the UK and on the Supplemental Register in the U.S.

Opinions expressed are current as of the date appearing in this document only. This document is produced for information purposes only and does not
constitute advice, a recommendation, an offer or a solicitation to purchase or sell any securities (including shares or units of any pooled fund managed or
advised by Hosking) or any other financial instrument or to invest with Hosking or appoint Hosking to provide any financial services, nor shall it form the basis
of or be relied upon in connection with any contract or commitment whatsoever. In addition, this document does not constitute legal, regulatory, tax, accounting,
investment or other advice.

Opinions included in this material constitute the judgment of the author at the time specified and may be subject to change without notice. Hosking is not
obliged to update or alter the information or opinions contained within this material. Hosking has taken all reasonable care to ensure that the information
contained in this document is accurate at the time of publication; however it does not make any guarantee as to the accuracy of the information provided.
While many of the thoughts expressed in this document are presented in a factual manner, the discussion reflects only the author’s beliefs and opinions about
the financial markets in which it invests portfolio assets following its investment strategy, and these beliefs and opinions are subject to change at any time.

Any issuers or securities noted in this document are provided as illustrations or examples only for the limited purpose of analysing general market or economic
conditions and may not form the basis for an investment decision nor are they intended as investment advice. Such examples will not necessarily be sold,
purchased or recommended for portfolios managed by Hosking. Nor do they represent all of the investments sold, purchased or recommended for portfolios
managed by Hosking within the last twelve months; a complete list of such investments is available on request. Partners, officers, employees or clients of
Hosking may have positions in the securities or investments mentioned in this document.

Certain information contained in this material may constitute forward-looking statements, which can be identified by the use of forward-looking terminology
such as “may,” “will,” “should,” “expect,” “anticipate,” “target,” “project,” “projections,” “estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or
other variations thereon or comparable terminology. Such statements are not guarantees of future performance or activities. Due to various risks and
uncertainties, actual events or results or the actual performance may differ materially from those reflected or contemplated in such forward-looking statements.

Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can be no assurance that any
specific investment may either be suitable, appropriate or profitable for a client or prospective client’s investment portfolio.

This document may include statistical data and other information received or derived from third party sources, and Hosking makes no representation or
warranty as to the accuracy of that third party data or information.

Image: unsplash/julian-alecxander-oSkwy3kKkeg-unsplash
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