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Index Diversification?

higher. Is this market concentration normal, or has

Key Takeaways broad diversification in an index dissolved?

o The S&P 500 is currently in a state of excessive Market Concentration
concentration and is at the lowest level of We've all seen the acronyms for companies leading
diversification since 1973. the S&P 500 higher over the years. FANG became

the Magnificent Seven, which became BATMMAAN

o When the excessive concentration reaches its this year. Today, the market concentration is at its
tipping point, the change in market leadership can peak, with the top 10 holdings representing 75% of
be quick and durable. the total market value.

o Portfolio diversification across market At the end of 2024, the top 10 stocks represented
capitalizations and investment styles, including the almost 40% of the index, significantly up from 23%
use of active managers, can provide meaningful five years ago and 18% 10 years ago. As the
results when the cycle turns. concentration in the top 10 stocks grew over the past

five years, they made up almost 40% of the S&P 500
return. Compare that to the dot-com bubble when the

. top 10 drove 15% of the returns.
The U.S. equity market, as represented by the S&P P °

500, has seen two years of above 20% returns as the

largest companies in the index drove the market Because of this build-up in the top holdings, the index

is actually trading like a concentrated portfolio of 45
stocks rather than a diversified index of 500 stocks.

Market Concentration Peaks
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Source: MFS, “The Disappearance of Diversification,” December 2024.



Post Concentration Peak

With the market at such a high peak of
concentration, the question may be what happens
next. All historic peaks have seen a tipping point
when concentration gives way to broader
diversification.

Looking back to the Nifty Fifty and Dot Com
peaks, research shows that the top 10 stocks went
on to trail the broader S&P 500 over the 3-, 5-, and
10-year periods following the peak.

Performance After Concentration Peaks
Annualized Excess Returns

14%

12% M3 Year M5Year W10 Year

10%
9%
8% ° 8% 2%
0,
I II - I .

Equal Wgt - Cap
Wwgt

Small - Large Value - Growth

Source: MFS, “The Other Side of Market Concentration Peaks,” July
2024.

As the excessive concentration dissipates, the areas of the
market that previously lagged tend to come back into
favor, as seen in the chart above. Equal-weighted equities

handily outperformed capitalization-weighted equities over
the subsequent periods. We also saw smaller caps
outperform large caps and value stocks outperform growth
stocks.

Opportunities to Diversify

Just as the market cycles from peak to trough, so does the
cycle from concentration to diversity. The excessive
concentration in the U.S. market today means we should
find ways to diversify portfolios to prepare for the next part
of the cycle.

Consider ways to diversify index concentration by looking
at smaller-cap companies or taking value-style exposures.
Also, consider including active managers who are seeking
opportunities outside of the concentrated top 10 stocks in
the index.

It may be difficult not to be lured by the strong returns of
the concentrated large-cap indices, especially as we don't
know when the cycle may end. But, when the tipping point
does occur, we need to ensure our portfolios are prepared,
as the changing tides can be dramatic and long-lasting.
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Investing involves risk, including the possible loss of principal. Past performance does not guarantee future
results. Asset allocation cannot eliminate the risk of fluctuating prices and uncertain returns. There is no guarantee
that a diversified portfolio will outperform a non-diversified portfolio. No investment strategy, such as asset allocation,
can guarantee a profit or protect against loss. Actual client results will vary based on investment selection, timing,
market conditions, and tax situation.

It is not possible to invest directly in an index. Indexes are unmanaged, do not incur management fees, costs and
expenses and cannot be invested in directly. Index performance assumes the reinvestment of dividends.

Investments in equities, bonds, options, and other securities, whether held individually or through mutual funds and
exchange-traded funds, can decline significantly in response to adverse market conditions, company-specific events,
changes in exchange rates, and domestic, international, economic, and political developments.

Bloomberg® and the referenced Bloomberg Index are service marks of Bloomberg Finance L.P. and its affiliates
(collectively, “Bloomberg”) and are used under license. Bloomberg does not approve or endorse this material, nor

guarantees the accuracy or completeness of any information herein. Bloomberg and AssetMark, Inc. are separate and
unaffiliated companies.

The exclusion of investments based on industry or ESG factors reduces the number of available investment choices
and can impact overall investment performance.
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Investment Management, where he oversees AssetMark’s proprietary investment strategies.
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