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Sigma Insights – Index Risk…is this the portfolio you really want? 

 
Competition and the advent of MySuper has seen many 

investors choose to ‘go passive’ or index a significant portion 

of their Australian Equities portfolios.  While this strategy may 

appear low risk, our assessment is quite the opposite – that 

locking in a portfolio of past ‘winners’ may undermine future 

returns.  In an environment of lower prospective returns, we 

argue funds should be seeking exposure to active Australian 

equity managers that can deliver alpha and offset the 

unintended biases of an index portfolio.  

The allure of indexation 

Australian institutions are adopting passive investment 

strategies at an accelerating rate. This is evidenced in the 

allocation of funds to passive equity strategies increasing from 

12% in 2005 to 18.5% in 2014ⁱ.  Compounded by the cost and 

peer-performance pressures introduced by MySuper it is 

anticipated this proportion will continue to grow.  Thus it is 

worth asking the question - what portfolio are you getting from 

this shift, and is this the portfolio you really want? 

A Narrow market 

Australia has typically had a relatively narrow equity market – 

the product of a small population, incumbent Government 

philosophies and direct foreign ownership. The notable 

exception to this was the Mining sector, a legacy of the 1850s 

gold rush.  It was not until the financial deregulation of the 

1980s that privatisation and demutualisation gained pace and 

delivered the Australian equity market many of the companies 

& sectors (eg. banking, insurance, telecommunications, 

healthcare, airlines & railways) that we invest in today.  

 

As Figure 1 highlights, manufacturing, agriculture and 

technology remain poorly represented today, especially in 

relation to Australia’s GDP. 

 

 

Unintended Biases 

While longer-term political, structural and economic trends will 

dictate the ultimate composition of the Australian equity 

market, there are medium-term cyclical and pricing anomalies 

that distort the structure of the Australian Equity indices. 

These anomalies can be utilised by active equity managers to 

deliver significant value, or at least offset some unintended 

biases. Figure 2 below shows the evolution of these trends 

since the 1980s. 

 What does your portfolio look like? 

Today’s index portfolio allocation is: 

 29% Big4 Banks; 

 18% Other Financials (including Regional Banks & LPTs); 

 15% Resources sector (including Energy & Gold);  

 38% Other stocks (Transport, Manufacturers & Services)   

 

Is this your portfolio of choice? Are you comfortable 

concentrating 29% of your assets in 4 relatively-homogeneous 

banking stocks - a sector (driven by record-low interest rates) 

that has appreciated 240% since the GFC, outperformed the 

market by 135% and is currently trading at 14 times earnings? 

Additionally, should you only allocate 15% to the Resource 

sector after it has delivered 4 years of absolute and relative 

underperformance? Similar decisions were faced at the peak 

of the TMT boom in 2000, when fearing the brave new world 

you would have allocated only 13% to Resources, because 

14% of your allocation would have been apportioned to one 

stock alone - NewsCorp! 
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ASX200 Index Structure

June 2015  (Source: S&P)
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Figure 2
Australian Equity Index Structure

(Source: Sigma, S&P)
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Active Management 

In Sigma’s assessment, significant value can be added (or 

preserved) by active management of an Australian equities 

portfolio, in part cognisant of the above index anomalies.  
Figure 3 indicates how our strategy has been positioned to 

capture some of the value that indexation creates. 

 

Sigma’s high exposure to the Banking sector in the aftermath 

of the GFC saw the Select portfolio hold 31% in the Big4 

banks, when index funds would have held 24%.  This 

delivered strong relative & absolute returns for the 4yrs we 

maintained this position.  Today we have less than 10% in the 

Big4 banks, fearful of the cycle & capital demands, while 

index funds are now happy to hold nearly 30%!  

Conversely, Sigma was underexposed to the Resources 

sector at the 2011 peak of the China boom, selectively 

reversing this position from 2013 into 2014 as the risk-reward  

 

trade-off improved. Today, the portfolio’s largest active 

exposure is to selected names in the Resource sector.  

Sigma’s Select strategy capitalises on our Value Risk-adjust 

philosophy to identify stocks that are mispriced and then 

assesses them for business risk (the risk of delivery).  This 

allows allocation between the best large capitalisation and 

small capitalisation stock opportunities, and barring any 

attractive opportunities, in shifting to cash.  We’d argue a 

value philosophy is best positioned to exploit the anomalies of 

indexation, given the latter’s tendency to create a portfolio of 

expensive past ‘winners’. 

Summary  

Simplicity, the cost-centric competition surrounding MySuper 

and peer risk has seen many investors choose to ‘index’ a 

significant portion of their Australian Equities portfolios.  While 

this may appear a low risk strategy, we determine that it risks 

locking in a portfolio of past ‘winners’ that may undermine 

future returns.  In an environment of lower prospective 

returns, we argue funds should be seeking exposure to active 

Australian equity managers that can deliver alpha and offset 

the unintended biases of an index portfolio. Sigma Select’s 

Value Risk-adjust philosophy and track record demonstrates it 

can deliver cost-effective outperformance on both a stand-

alone basis, or to offset the biases of the passive component 

of an index portfolio. 

The author, Richard Kornman, is a Director, co-founder and 

Portfolio Manager for Sigma Funds Management. Richard 

is primarily responsible for the direct coverage of Telcos, 

General Insurers and cyclical stocks for the Sigma Select 

Equities Fund. 

 

ⁱ Source: Rainmaker Information quoted in Financial Standard (21 

Nov 2014) 

ⁱⁱ Returns to 30th June 2015

Performance Track Record 

30 June 2015 

 

 Quarter        
% 

 

   1 year         
% 

 

 2 years      
% p.a. 

 

3 years       
% p.a. 

 

 4 years         
% p.a. 

 

Since Inception^           
% p.a. 

Sigma Select Equities Fund* (3.9) 5.9 13.7 18.0 10.5 9.6 

S&P/ASX 300 Acc. Index (6.5) 5.6 11.3 14.7 8.3 7.4 

Value added (detracted) 2.6 0.3 2.4 3.3 2.2 2.2 

*Gross Performance. Past performance is not a reliable indicator of future performance.  ^Since Inception: 2nd May 2011 

 

DISCLAIMER: This document was prepared by Sigma Funds Management Pty Limited (ACN 137 097 075, AFSL 339901) (‘Sigma’). Sigma does 

not give any warranty as to the accuracy, reliability or completeness of the information contained in this document, and any persons relying on 

this information do so at their own risk. This document is provided for general information purposes to wholesale clients only. Accordingly, 

reliance should not be placed on this commentary as the basis for making an investment, financial or other decision. This document has been 

prepared without taking account of any person’s objectives, financial situation or needs, and because of that, any person should before acting 

on the information, consider the appropriateness of the information having regard to the their objectives, financial situation and needs. Past 

performance is not a reliable indicator of future performance. The Information Memorandum (IM) should be read in full before investing in the 

fund and is available upon request. ©Sigma2015 
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Figure 3
Banks & Resources Portfolio Exposure

(Source: IRESS, Sigma)
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