Concentration Risk

The weight of the largest five stocks in the S&P 500 has increased
sharply in recent years (see Figure 1). The concentration of the
market by this measure is greater than it has been and significantly
higher than even during the bubble in 2000.

The largest 5 stocks in the S&P 500 Index (currently MSFT, AAPL, AMZN,
GOOGL, & TSLA) make up a record portion of its overall value.

Figure 1: Weight of Biggest 5 Stocks in the S&P 500
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Source: FactSet; data as of 9/30/2021

To understand this recent change, it is important to look beyond the
simple weight of the largest stocks in the market and to examine the
underlying fundamentals as well. Figure 2 attempts to do this by
looking at five largest stocks’ share of overall market value and
expected next-twelve-month free cash flows relative to the S&P 500.2
The chart, which looks at annual data historically and then as of
October 31 for 2021, shows that the recent market value increase
was much greater than the underlying gains in free cash flow. For
much of the last decade, the opposite was true and the largest five
stocks’ free cash flow share of the index was larger than their market
value share—implicitly suggesting their share prices expressed some
disbelief in the sustainability of the underlying business models. Put
plainly, the largest five stocks were previously less expensive than the
overall market and traded with higher free cash flow yields. But with
the recent movement, they are now substantially more expensive
than the market with a free cash yield of just 3.3% compared to the
overall market’s 4.2%. This is evident in Figure 3.

The largest 5 stock’s weight in the market is now much larger than their free
cash flow share, whereas the reverse was generally true previously.

Figure 2: Top 5 Mkt Value vs. Free Cash Share of S&P 500
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Source: FactSet; excludes stocks without data.

After being more attractively valued than the overall market, the largest 5
stocks are now considerably more expensive.

Figure 3: Free Cash Yield of Top 5 vs. the S&P 500
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In addition to the concentration risk in the index from the
significant weight of the largest five stocks and their corresponding
current valuations, it is worth noting that there is a historical
disadvantage in cap weighted indexes versus indexes with alternative
weighting schemes. Inherent in their design, cap weighted indexes
place more weight in stocks with high prices, and less weight in
shares that are potentially less expensive. Over a very long period of
time, note the upward sloping trend comparing an equal-weighted
index of large U.S. stocks to a cap weighted version (see Figure 4).
The long-term outperformance of the equal weighted index speaks
to the difficulty of the biggest companies remaining so despite
seeming advantages from scale and market power.

Today’s valuations leave us with no exposure to the five largest
U.S. stocks. Given their collective weight, near-term
variability in performance of Distillate’s U.S. FSV strategy
versus the S&P 500 is likely. However, our priority remains
long-term capital preservation and we believe the level of
concentration risk in the benchmark is high, and that there
are better value opportunities outside of these largest stocks.

An equal-weighted index of the largest U.S. stocks has outperformed a
market-cap weighted one over time, though the reverse tends to occur
around periods of economic weakness or valuation bubbles.

Figure 4: Performance of Equal vs. Cap-Weighted U.S.

Large Stocks Over Time*
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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.

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 DCP 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 professional should
be sought. The opinions, estimates, and projections presented herein constitute the informed judgments of DCP 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. No assurance can be given as to actual future results or
the results of DCP'’s investment strategies. Fund 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.

Figure 2 & Figure 3 Methodology notes:
1. The A and C share classes of Alphabet, the parent company of Google, are combined.
2. In calculating the free cash flow and market cap share of the overall index, stocks without estimated free cash flows in any
given period were excluded from both the free cash flow and market cap calculations and the rest of the index re-weighted
accordingly.

Free Cash Flow refers to a company'’s operating cash flow, less its capital expenditures. Data excludes the real estate sector.
The S&P 500 Index is an index of roughly the largest 500 U.S. listed stocks maintained by Standard & Poor's. The Russell 1000 Value
Index is a stock index, managed by FTSE Russell, representing large capitalization U.S.-listed stocks that appear inexpensive on FTSE

Russell’s valuation criteria.

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

The names of actual companies and products mentioned herein may be the trademarks of their respective owners.
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