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S&P500 Concentration risk and
the case for factor diversification

You know the conversation. A client, or an investment committee member, asks why Robin Powell
you don't put everything in the S&P 500. It's beaten most alternatives for years. The ConSU|Fant'
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numbers are hard to argue with.
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But that question misses something. The S&P 500 they're asking about isn’t the

index of ten years ago. The Magnificent Seven — Apple, Microsoft, Nvidia, Amazon,
Alphabet, Meta, and Tesla — contributed more than half the index’s gains in 2023
and 2024, according to Bespoke Investment Group data reported by CNBC.

JP Morgan analysis shows the return gap between these seven stocks and the
remaining 493 has widened sharply: 44% versus 5% since January 2023.

You're not alone if clients are asking why diversified portfolios have lagged.
But the better question is: what are the risks of that concentration, and what's the
evidence for alternatives?

Concentration in the S&P 500 has reached levels not seen since the early 1970s.
The top ten stocks now represent around 40% of the index. A decade ago, the figure
was closer to 20%.

If a client came to you with a business where seven customers accounted for 35%
of revenue, you'd flag the risk immediately. The same logic applies to portfolios.

“You are concentrating risk in a relatively small number of names, which is at a
historic high,” says Garrett Quigley, Co-Chief Investment Officer at Global Systematic
Investors. “This is an unusually extreme level of concentration, and historically such
extremes have tended to be unsustainable.”

It's a problem that extends beyond US borders. MSCI World, often positioned as
globally diversified, now has its top ten holdings at around 21%, according to
Complementa data. Global diversification increasingly means owning the same
mega-caps through a different wrapper.



https://www.cnbc.com/2024/12/31/magnificent-7-stocks-responsible-for-more-than-half-of-the-sp-500s-2024-gain.html
https://www.apolloacademy.com/extreme-concentration-in-the-sp-500-2/
https://complementa.ch/en/index-concentration-global-equity/
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Two forces drive concentration in cap-weighted indices, and both are mechanical

rather than fundamental.

First, cap-weighting amplifies winners automatically. When a stock’s price rises,
its market capitalisation grows, and its weight in the index increases. No
decision required. The index owns more of whatever has already gone up.

Second, passive flows reinforce the effect. Morningstar estimates around £700
billion flows into passive US equity funds each year, with passive strategies now
holding about 53% of US fund assets. Every pound entering these funds buys
more of the largest stocks, pushing prices higher and increasing concentration.

“Your allocation to that investment is driven by a market cap that’'s been pushed
up by rising prices,” Quigley explains. “So you end up with a high allocation
regardless of what you think about valuation.”

Japan offers the cautionary tale. At its bubble peak in 1989, Japanese equities
represented roughly 45% of MSCI World. Today that figure sits around 5.5%. The
Nikkei 225 took 34 years to recover its previous high. Advisers who remember
the certainty with which investors viewed Japanese stocks in the late 1980s will
recognise the pattern.

Factor investing isn't a tactical response to current market conditions. It's built on
decades of peer-reviewed research documenting persistent return premiums.

Data from the Kenneth French Data Library at Dartmouth College, covering 1926 to
2023, shows annualised premiums of around 2.3% for size (small minus large, 3.4%
for value (high book-to-market minus low, and 3.1% for profitability (robust minus

weak. These aren't theoretical constructs. They're observable patterns across nearly

a century of market data.

Research from Dimensional Fund Advisors shows no significant differences in
expected factor premiums across US, developed ex-US, and emerging markets.

Quigley puts it directly: “That higher-priced stocks tend to deliver lower long-run
returns is one of the strongest empirical findings in finance. As a strategic position,

| think you are better off being underweight mega-cap growth stocks in the long run.”

The logic is straightforward. Buying more of stocks that have already appreciated in

price means paying more for each pound of earnings. Higher starting valuations
typically mean lower subsequent returns. Factor strategies that tilt away from the
largest, most expensive stocks take advantage of this pattern in returns.
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Every pound entering
passive US equity funds
buys more of the largest
stocks, pushing prices
higher and increasing
concentration.

“That higher-priced
stocks tend to deliver
lower long-run returns
is one of the strongest
empirical findings in
finance.” Garrett Quigley
CIO, Global Systematic
Investors.


https://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
https://www.dimensional.com/us-en/insights/you-want-the-size-value-and-profitability-premiums-but-how
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Factor performance varies significantly by region and market segment.

“Outside of the US, value has performed better then many investors may reaiise,’
Quigley observes. “Over the last five years, in Europe, Pacific (inc. Japan) and
Emerging Markets, value has outperformed growth in both large cap and in small and
mid-cap segments.”

Outside the US, value
has performed better
than many investors
realise.

The recent dominance
of growth is primarily a
US large-cap
phenomenon.

“Even in the US, in small- and mid-cap, value has beaten growth. Globally, the recent
dominance of growth is really a US large cap phenomenon. In fact, over the last year,
large value stocks everywhere outside North America have outperformed US large
growth stocks in sterling terms.”

In the US, concentration appears to be receding. Market breadth data supports
this. Capital Group analysis shows that by June 2025, 51% of S&P 500 stocks were
outperforming the median Magnificent Seven stock. In June 2023, that figure was 1%.

Small-cap valuations look attractive. As of September 2025, small-caps traded close
to a 25-year low relative to large-caps on an enterprise value to earnings basis,
according to Royce Investment Partners.

International developed and emerging markets show similar patterns. Valuations
outside the US sit well below US levels on most metrics. For advisers building globally
diversified portfolios, the opportunity set extends far beyond the Magnificent Seven.

Factor diversification doesn’t mean selling out of large-cap US equities entirely. It
means reducing reliance on a few dominant names while maintaining equity
exposure.

The concentration data makes a case for looking beyond large-cap benchmarks.
Total market indices include mid and small-cap exposure that pure S&P 500 tracking
miss-es. Adding dedicated small-cap allocations increases exposure to the size
premium while reducing concentration.

Value tilts offer another lever. But implementation matters. Naive value strategies can
load up on distressed companies heading toward bankruptcy — the so-called value
traps.
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https://www.capitalgroup.com/institutional/insights/articles/fresh-breadth-market-concentration-3-charts.html
https://www.royceinvest.com/insights/chartbook/us-small-cap-mrkt-overview/index.htmll
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“At GSI, we aim to underweight less profitable stocks within the value universe,’
Quigley explains. “Such stocks tend to have lower returns despite their value-like
characteristics.” '

GSI's Global Aware Focused Value Fund shows the approach in practice. Since its in-
ception in June 2021 to the end of November 2025, the fund delivered 10.04% annual-
ised returns versus 9.77% for the MSCI World IMI Value Index Net Total Return — after
fees. The strategy incorporates clients’ ESG preferences but does not treat ESG
ratings as a source of expected excess return. Returns are expected to be driven by
the factor exposures. Geographic diversification rounds out the approach. The fund
invests across developed markets, focusing on value stocks in each region.

But if concentration has rewarded investors so handsomely, why diversify at all?

Consider the dot-com parallel. Valuations looked stretched by 1997. The market ran Cap-weighted indices
for three more years before peaking in March 2000. Investors who diversified “too reward yesterdays win-
early” underperformed for several years. Those who stayed concentrated lost decades ners, not tomorrow’s
of returns when the bubble burst. returns.

“You just don't know where the end of the cycle will be,” Quigley acknowledges. “No Factor diversification
one knows where we are in the current cycle. There’s really no reliable way of timing gives Advisors a struc-
these things.” tural way to reduce
Factor diversification works regardless of whether the concentration trend continues concentration risk

or reverses. If mega-caps keep outperforming, a diversified portfolio still participates without trying to time
— at reduced weight. If concentration reverses, “you're better positioned if you're more the end of a cycle.

diversified with higher exposure to mid and small-cap,” as Quigley notes.

Quigley rejects the “everything bubble” narrative. “There are still many parts of global
markets that aren’t overvalued,” he points out. Factor strategies can target those areas
systematically, without needing a view on when mega-cap dominance will end.

The asymmetry favours diversification. The upside of staying concentrated is
continued outperformance in an already extended trend. The downside is severe
underperformance when that trend reverses.

Return to that investment committee conversation. When asked why you don't
allocate everything to the S&P 500, you have an answer.

The index has changed. What looks like diversified passive exposure is a concentrated
bet on ten companies representing 42% of the portfolio. Any business analyst would
flag that as a risk.

Factor diversification offers a structural s olution. Size, value, and profitability
premiums have persisted across decades of data and multiple market cycles.
Implementing them systematically reduces concentration risk while maintaining full
equity exposure.
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“The timing is unknowable, but the positioning is defensible. Whether mega-cap domi-
nance continues or reverses, a factor-diversified portfolio is built for multiple scenarios.

“The case for doing that seems pretty strong to me currently,” Quigley concludes.

Harry Markowitz famously called diversification the only free lunch in finance. When
concentration reaches historic extremes, that lunch looks more valuable than ever.
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This document is issued by Global Systematic Investors LLP (GSI) and does not constitute or form part of any offer or
invitation to buy or sell shares. It should be read in conjunction with the Fund’s Prospectus, key investor information
document (“KIID") or offering memorandum. GSI is authorised and regulated by the Financial Conduct Authority (FRN
572537). The Company'’s registered office is 75 King William Street, London EC4N 7BE, United Kingdom.

GSI Funds are regulated investment vehicles incorporated in the Republic of Ireland and therefore, outside the scope
of the UK'’s Sustainability Disclosure Requirements (SDR) and are not seeking an SDR label. The Fund does not claim
compliance with the requirements of the SDR. Investors should consider the fund’s stated objectives and approach in

determining suitability for their needs.

The price of shares and income from them can go down as well as up and past performance is not a guide to future
performance. Investors may not get back the full amount originally invested. A comprehensive list of risk factors is de-
tailed in the Prospectus and KIID and an investment should not be contemplated until the risks are fully considered. The
Prospectus and KIID can be viewed at www.gsillp.com and at www.geminicapital.ie

The contents of this document are based upon sources of information believed to be reliable. GSI has taken reasonable
care to ensure the information stated is accurate. However, GSI make no representation, guarantee or warranty that it is

wholly accurate and complete.

The GSI Global Aware Value Fund and the GSI Global Aware Focused Value Fund are sub-funds of GemCap Investment
Funds (Ireland) plc, an umbrella type open-ended investment company with variable capital, incorporated on 1 June 2010
with limited liability under the laws of Ireland with segregated liability between subfunds.

GemCap Investment Funds (Ireland) plc is authorised in Ireland by the Central Bank of Ireland pursuant to the Europe-an
Communities (Undertakings for Collective Investment in Transferable Securities) Regulations 2011 (S.I. No. 352 of
2011) (the “UCITS Regulations”), as amended.

Gemini Capital Management (Ireland) Limited, trading as GemCap, is a limited liability company registered under the
registered number 579677 under Irish law pursuant to the Companies Act 2014 which is regulated by the Central Bank of
Ireland. Its principal office is at Ground Floor, 118 Rock Road, Booterstown, A94 VOY, Co. Dublin and its registered office
is at T WML, Windmill Lane, Dublin 2, D02 F206. GemCap acts as both management company and global distributor to

GemCap Investment Funds (Ireland) plc.
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