
The stock market is enormously concentrated at present. By one 
measure, the largest 10 stocks’ share of the largest 500 U.S. stocks, 
at 35.8%, is at highest level in recorded history going back to 18751.  
The figures make for catchy headlines but miss the bigger story that 
valuation extremes can reach well beyond the top 10 stocks, and 
likely have an impact on market dynamics and future relative returns 
more generally.

To take a deeper dive, we look back historically and segment the large 
cap market into three parts using the Ken French data library.  The 
top three deciles of the U.S. equity universe currently numbers 549 
stocks and roughly coincides with the S&P 500 -- the most commonly 
used index of large U.S. stocks.  Within this group of large stocks, 
we can compare the average market cap of the biggest third and the 
smallest third to gauge concentration more thoroughly.  When we 
create that same comparison historically in Figure 1, it confirms that 
the current level of concentration is nearly unprecedented going 
back to the Great Depression, and was only eclipsed once during 
that history – at the peak of the TMT bubble in early-2000.  At the 
lowest level in the early 1980’s, the biggest third of large cap stocks 
in aggregate were only about 6 times larger than the smallest third, 
versus the current situation where the largest stocks are nearly 16x 
the size of the smallest group.

The weighted average market cap of the largest third of U.S. large cap 
stocks is very high relative to that of the smallest third.

Figure 1: U.S. Large Cap Equity Concentration 

Using that same definition of large stocks with the same segmentation 
into three groups sorted by size, we can take the analysis a step 
further to get a sense of how returns follow.  The blue line in Figure 
2 is the same measure of concentration shown in Figure 1, but 
overlaid on top in red is a measure of forward returns that shows the 
annualized returns for the smallest third of large U.S. stocks versus 
the largest third over the subsequent 10-year periods.  While the two 
lines do not lay on top of one another perfectly, it seems there is a 
clear (and intuitive) return pattern.  When small stocks are priced at 
their highest level vs. the largest stocks, as was the case in the 1980s, 
subsequent relative returns are poor for the smaller subset of large 
U.S. stocks.  But the opposite is also true with the extreme case being 

the peak of the TMT bubble in early 2000, where the smallest third 
of large cap U.S. stocks subsequently outperformed the largest third 
by roughly 7% annually for the next decade.   
Equity concentration has been a good indicator of future outperformance 
among the smallest third of large cap stocks.

Figure 2: Equity Concentration & Future Relative 
Returns by Size

Another and perhaps even more intuitive way to examine the impact 
of concentration on future returns is by comparing large cap stock 
concentration to the future returns of an equal weighted S&P 500 
relative to the more traditionally quoted capitalization weighted 
version.  The only disadvantage of this analysis is that data is limited 
with the history beginning in 1970.   Figure 3 shows the results of 
this comparison with the blue line illustrating the same relative 
market cap differences between the top and bottom thirds of the 
largest stocks, while the red line now compares the returns of the 
capitalization versus equal weighted S&P 500.  The relationship 
between starting concentration levels and subsequent relative returns 
remains very tight with high concentration levels corresponding 
to outperformance of the cap weighted S&P 500 and the very low 
10-year forward relative return of the equal weighted S&P 500 being 
explained by the sharp rise in concentration recently.
Concentration, as measured by the average market cap of the largest 
third of large U.S. stocks relative to the smallest third, has historically 
offered a good indicator of future outperformance of the equal weighted 
S&P 500.

Figure 3: Equity Concentration & Future Relative 
Returns for Equal vs. Cap Weighted S&P 500

It is also useful to look at absolute returns.  In March of 2000, 
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1 Concentration of top 10 as a share of the S&P 500 at record: https://globalfinancialdata.com/s-p-market-concentration-hits-a-new-all-time-high



concentration was roughly the equivalent to today’s situation.  
Following that March peak, a sharp equity correction followed as 
rich valuations compressed and two years later the cap weighted 
index was down over 40%.  The equal weighted index also declined 
as the gravitational pull of the largest and most expensive companies 
weighed heavily, but it fell much more modestly.  But most notably, 
while it took nearly seven years for the capitalization weighted index 
to fully recover, the equal weight index was up a rather stunning 80% 
over that same period.  So, despite the rich overall starting valuation 
for the large cap U.S. stocks, and the broader market correction that 
followed, good opportunities were prevalent and solid returns were 
available in the smaller subsegment of that space.
While it took seven years for the cap weighted S&P 500 to recover from the 
TMT bubble, the equal weight index was up over 80% in that time.

Figure 4: Equal vs. Cap Weighted S&P 500 Post TMT 
Bubble

Finally, while the current concentration levels suggest that a broader 
sample of stocks, like the equal weighted index, may outperform the 
standard capitalization weighted version in the coming years, the 
path in unknown.  And there is risk to being led to lower quality 
stocks if lower concentration is the sole driver of stock selection.  
Table 1 shows that while the equal weight S&P 500 may be less 
expensive, it comes with higher levels of financial leverage among a 
group of companies that have exhibited more operational variability 
than the averages.

No two market episodes are alike and we do not claim any ability 
to predict the future—as Yogi Berra wisely said, “it’s tough to make 
predictions, especially about the future.”  What we do know is that 
investors get in trouble two ways.  One is paying too much to avoid 
the fear of missing out.  History and valuations suggest we are seeing 
that happening again now.  The other relates to ignoring risks hidden 
in lower-priced stocks where expected future cash flows erode amid 
an unforeseen economic or business shift.  It is the first risk that 
looks especially acute for the broader S&P 500, but the second that 
could pose a challenge to an equal weighted version.  

But just as investors need not own a cap-weighted version of the S&P 
500, they do not need to own the lower quality components of an 
equal weight S&P 500 either.  We believe an active approach focused 
on a combination of fundamental quality and normalized free cash 
flow valuation may provide investors the “best of both worlds” for 
U.S. large cap equity exposure versus the passive strategies we have 
studied here.  

As of 9/30/2024, the S&P 500 equal weight has a FCF yield advantage 
over the cap weighted S&P 500, but the cap weighted S&P 500 has lower 
leverage exposure and better FCF stability, making it appear to be higher 
quality given the mega-cap concentration.

Table 1: Quality & Valuation Stats for Large Cap Indexes
S&P 500 

ETF
S&P 500 

Equal ETF
Russell 1000 
Value  ETF

Valuation Free Cash to Mkt Cap 3.9% 4.7% 4.9%

Free Cash to EV 3.5% 3.8% 4.0%

NTM P/E 21.6 17.4 16.8

Quality Leverage 1.1 2.0 2.1

Cash Flow Stability 0.70 0.59 0.58

Source: FactSet, as of 9/30/24
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Distillate Capital Partners LLC (“Distillate”), is a registered investment adviser with United States Securities and Exchange Commission in accordance with 
the Investment Advisers Act of 1940. The firm’s list of composite descriptions is available upon request.

Distillate claims compliance with the Global Investment Performance Standards (GIPS®).  GIPS® is a registered trademark of CFA Institute. CFA Institute does 
not endorse or promote this organization, nor does it warrant the accuracy or quality of the content contained herein.  To receive a GIPS Report and/or our 
firm’s list of composite and broad distribution pooled funds descriptions please email your request to team@distillatecapital.com.

The U.S. Dollar is the currency used to express performance.  Returns are presented net of management fees and include the reinvestment of all income.  For 
non-fee-paying accounts, net of fee performance was calculated using a modeled management fee equal to the highest investment management fee that 
may be charged for the applicable composite (see fee schedule below). For accounts calculated with a per share, net-of fee NAV, gross performance was 
calculated by adding back the unitary fee associated with that fund. Policies for valuing investments, calculating performance, and preparing GIPS Reports 
are available upon request.

The investment management fee schedule for the strategies discussed are as follows: 0.39% for U.S. Fundamental Stability & Value; and 0.55% for U.S. Small/
Mid Quality & Value.

This material is provided for informational purposes only and is not intended as an offer or solicitation for the sale of any financial product or service or as a 
recommendation or determination by Distillate that any investment strategy is suitable for a specific investor. Investors should seek financial advice regarding 
the suitability of any investment strategy based on their objectives, financial situations, and particular needs. The investment strategies discussed herein may 
not be suitable for every investor. This material is not designed or intended to provide legal, investment, or other professional advice since such advice always 
requires consideration of individual circumstances. If legal, investment, or other professional assistance is needed, the services of an attorney or other profes-
sional should be sought. The opinions, estimates, and projections presented herein constitute the informed judgments of Distillate and are subject to change 
without notice. Any forecasts are subject to a number of assumptions and actual events or results may differ from underlying estimates or assumptions, which 
are subject to various risks and uncertainties. 

All investments in securities, options and derivatives involve a risk of loss of capital and no guarantee or representation can be made that an investment will 
generate profits or that an investment will not incur a total loss of invested capital. Past performance does not guarantee future results and there can be 
no assurance that the future performance of any specific investment, investment strategy, or product will be profitable, equal any corresponding indicated 
historical performance level(s), or prove successful. Investment returns and value will fluctuate in response to issuer, political, market, and economic devel-
opments, which can affect a single issuer, issuers within an industry, economic sector or geographic region, or the market as a whole. Furthermore, nothing 
herein is intended to imply that Distillate’s investment strategies may be considered “conservative”, “safe”, “risk free” or “risk averse.”  Portfolio holdings and 
sector allocations are subject to change at any time and should not be considered recommendations to buy or sell any security. The information in this 
presentation has been obtained or derived from sources believed to be reliable, but no representation is made as to its accuracy or completeness. Actual 
holdings and performance may differ between accounts or vehicles offered by the Firm due to the size of an account, client guidelines, or other constraints 
and restrictions related to that account or vehicle.

This presentation contains forward looking statements, which can be identified by the use of forward-looking terminology such as “may”, “will”, “should”, “ex-
pect”, “anticipate”, “target”, “project”,” estimate”, “intend”, or “believe”, or the negatives thereof or any other variations thereon or other comparable terminology. 
Because such forward looking statements involve risk and uncertainties, actual results may differ materially from such expectations or projections. Any such 
forward-looking statements should not be construed to be indicative of the actual events that will occur nor should they be considered guarantees of future 
events in any form.

Methodology Notes for Portfolio Characteristics Tables (Appendix): Free Cash Yield to Market Cap and Enterprise Value (EV) are based on the next-
twelve-month free cash flow estimates relative to market capitalization and EV, which adds Distillate’s proprietary measure of indebtedness.  Stocks 
without estimates in the are excluded and the remaining names are reweighted based on those exclusions.  P/E is based on consensus estimates for next-
twelve-months and excludes P/Es over 250 and under 0 to avoid the distortion from outliers.  Leverage is based on Distillate Capital’s proprietary measure 
of indebtedness which looks at the ratio of adjusted net debt to an adjusted measure of forecast Earnings Before Interest, Taxation, Depreciation, and 
Amortization (EBITDA.) Fundamental stability is Distillate Capital’s proprietary measure of through-cycle cash flow stability with a higher value indicating 
greater stability. Negative FCF weight is measured as the weight of stocks with negative free cash estimate as a share of those with any estimate.

The S&P 500 Index is an index of roughly the largest 500 U.S. listed stocks maintained by Standard & Poor’s.  The S&P 500 Equal Weight Index is an index of 
the same stocks as the S&P 500 Index, but weights the constituents equally.  

Indices are not available for direct investment. Investment in a security or strategy designed to replicate the performance of an index will incur expens-
es, such as management fees and transaction costs, which would reduce returns.
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