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Introduction

While the average client of a professional advisor
understands the concept of risk and reward, most
are not so aware of the double-edged sword held in
their portfolios. Powerful for generating returns, yet
potentially dangerous due to their size and volatility,
a small cohort of very large companies has likely
thwarted your best efforts to diversify

clients’ portfolios.

The reality of today’s market is that a handful of
companies, referred to here as “Mega Cap Stocks”,
are so large that it's anywhere from difficult to
impossible to build a strategy that both beats

its benchmark and avoids over-concentration in
swingy stocks like Apple, Amazon, Tesla, and Meta
Platforms. Even more, the success of these names
is also highly dependent on price appreciation alone,
as they generate little to no dividend income.

Fanning the fire are mutual funds and ETFs—many
of them, ironically, created to make diversification
more practical or investing in the whole market more
accessible—which have inadvertently hidden this
fact from the average investor’s eyes.

If you said to a client, “I| know what | said about
diversification, but in reality, 10% of your nest egg is
riding on the fate of just 7 companies”, how would
you expect them to respond?

Conversely, if a client knew exactly what they were
getting into and asked, “These companies have
carried my portfolio higher and higher. Let’s bet
even bigger on them”, how would you respond?
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Background & Information

For the purposes of this research, Mega Cap Stocks
refers to a cohort of eight publicly traded companies
with nine listings. They are Apple (AAPL), Amazon
(AMZN), Meta Platforms (FB), Alphabet (GOOG and
GOOGL), which differ only in terms of voting rights,
but are both commonly held by popular funds),
Microsoft (MSFT), Netflix (NFLX), NVIDIA (NVDA),
and Tesla (TSLA). Each was included for a number
of reasons:

* Some are currently the largest companies
in United States and the world

* Some are core components of popular
acronyms like FANG, FAANG, FAMGA and more

* Most or all have seen their share prices rise
dramatically after the 2020 market crash

* Some, namely Netflix, were formerly top-
weighted index constituents but have since
“fallen from grace”

* All could be considered “growth” stocks from
the technology or communication services
sectors, bearing relatively high risk and
high reward potential

A Sample 60/40 Portfolio, 60% equity and 40%

fixed income, was created using a combination of
five stock and bond mutual funds to represent the
holdings of a typical, moderate investor. Versions

of this Sample Portfolio with 70/30, 80/20, 90/10
and all stock allocations were also created. (See the
holdings table for funds and weights used.)

Additionally, to measure the impact of betting even
bigger on the handful of Mega Cap Stocks, variations
of the Sample 60/40 Portfolio were created with 5%
of the overall equity allocation shifted from mutual
fund holdings to the equity portion to each of the
Mega Cap names. Furthermore, we evaluated two
60/40 Portfolios in which the entire equity allocation
was reassigned to an equal-weight basket of the
Mega Caps, rebalanced quarterly, and a market cap-
weighted basket of the Mega Cap Stocks, to show
the effects of “letting it ride”.

Note: Total Mega Cap Stocks exposure for funds and portfolios
was calculated using the top 25 holdings of the mutual funds and
ETFs used. At the time of writing, Netflix (NFLX) was not in the top
25 holdings of any underlying fund.

All data is as of February 28, 2022, unless otherwise noted.
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In early 2022, the Federal
Reserve raised interest rates,
geopolitical risk piqued and

oil prices rose to record levels.
Since the start of the year, a
$1,000,000 portfolio invested in
60% equities, 40% fixed income
would have lost $90,800 in
value. A more aggressive
strategy invested in 80%
equities and 20% fixed income
would have declined

by $111,000.

$AMZN, $MSFT, SNVDA & $FB Sell-Off in Early 2022
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During the fourth quarter of
2018, after four interest rate
hikes from the Fed and a
cooling-off of valuations for
growth stocks, six Mega Cap
Stocks crashed by 20% or
more. In about four months, a
60/40 portfolio of $1,000,000
would have lost $105,800 and
an 80/20 portfolio would have
shed $142,100 of value.

Amazon, Netflix, and Tesla
each lost about a third of their
value in early 2016. If you

had $1,000,000 invested in a
portfolio of 80% equities and
20% fixed income, that portfolio
would have lost $98,900 of

its value in little more than

five weeks.

$GOOG, $FB, SAMZN, SAAPL, SNFLX, $NVDA Sell-Off in Late 2018

$AMZN, $SNFLX & TSLA Sell-Off in Early 2016
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Marginal Risk from 5% Stake
in Mega Cap Stocks

Over time, the Mega Cap Stocks have become
household names due to their roles in both our daily
lives and our portfolios. But as noted, their standout
performance comes with equally eye-opening
volatility and drawdowns.

These charts use a spread calculation to show the
marginal standard deviation taken on by the Sample
60/40 Portfolio when a 5% Mega Cap position is
added (while maintaining a 60% equity, 40% fixed
income allocation).

Since 2012, Tesla, NVIDIA, and Netflix have raised
portfolio volatility by the most basis points.
Unfortunately for investors who value stability, these
same three names happened to deliver the best
marginal return.
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Extra Performance from 5% Stake
in Mega Cap Stocks

Going back to June 2012—the first calendar month in which
all nine of the Mega Cap Stocks in this study were publicly
traded—Tesla, NVIDIA, and Netflix would have given the
Sample 60/40 Portfolio the most lift, in terms of
cumulative performance.
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Extra Performance from 5%
Stake in a Basket of Mega Cap Stocks

Going back to June 2012, investing 5% of your total
60% equity allocation into the equal-weight basket
of Mega Cap Stocks would have added 160 basis
points per year to the Sample 60/40 Portfolio’s
performance. The market-cap-weighted basket
would have added slightly less performance.

Marginal Risk from 5% Stake
in a Basket of Mega Cap Stocks

Here, the basket of Mega Cap Stocks would have
delivered what each of its parts couldn’t do on their
own. Prior to 2020, the hypothetical portfolios with a
5% allocation to a basket of Mega Cap Stocks added
almost no marginal standard deviation relative to the
Sample 60/40 Portfolio.

These charts use a spread calculation to show the
marginal standard deviation which the Sample 60/40
Portfolio took on when a 5% position to a basket of
Mega Cap Stocks, both equal-weight and market
cap-weighted, is added (while maintaining a 60%
equity, 40% fixed income allocation).
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But due to the frequency and magnitude of their
drawdowns, the 60/40 Portfolios with all 60% of
their equity allocation invested baskets of Mega
Cap Stocks carried significantly higher
standard deviations.
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The 60/40 Portfolio featuring the market-cap-
weighted basket of Mega Cap Stocks averaged a
standard deviation higher by 350 basis points, and
the same metric was a staggering 670 bps higher for
60/40 Portfolio holding the equal-weight Mega Caps
basket, on average.
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Perhaps more visible than standard deviation, the
roller coaster of significant portfolio drawdowns can
be most jarring to investors, clients of professional
advisors, or otherwise.

A rapidly falling portfolio value, in dollar terms, tends
to affect investors’ behavior more than anything
else. As such, this percent-off-high visual shows
that both the market-cap-weighted and equal-weight
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baskets of Mega Cap Stocks worsened the Sample
60/40 Portfolio’s drawdowns in times of market-
wide corrections.

That said, there are a number of minor pullbacks

in which all three portfolios drew down a similar
amount, and even some when the Sample 60/40
Portfolio (in purple) had the largest decline from its
recent high.
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The pattern persists in each full calendar year since Only in the 2022 year-to-date period (through

2015. When the performance of each Mega Cap February 28, 2022) would removing the Mega Cap
Stock is hypothetically excluded from the S&P 500’s Stocks have actually boosted the S&P’s growth, save
total return, the index suffers. Notably, 2020's 18.4% for avoiding Meta Platforms (FB) in 2018.

total return for the S&P 500 would have been just 1%
if all nine Mega Cap Stocks weren't constituents.
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Looking more closely at the best-performing Mega
Cap Stocks since 2015, excluding Apple, Amazon,
Microsoft, or Tesla from the S&P 500 would have
materially changed the rising tide which has lifted all
investors’ boats in recent years.

S&P 500 Total Return - Excluding Select Mega Cap Stocks

*Year-to-date data as of February 28, 2022.
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Passive Mutual Funds & ETFs

Vanguard Mega Cap Growth Index (VMGAX)
Vanguard S&P 500 Growth ETF (VOOG)
SPDR® Portfolio S&P 500 Growth ETF (SPYG)

Global X NASDAQ 100 Covered Call
ETF (QYLD)

iShares S&P 500 Growth ETF (IVW)

Global X Nasdag 100® Covered Call &
Growth ETF (QYLG)

Schwab US Large-Cap Growth ETF (SCHG)

Global X NASDAQ 100® Risk Mngd Inc
ETF (QRMI)

Vanguard Mega Cap Growth ETF (MGK)
iShares Russell Top 200 Growth ETF (IWY)

Voya Russell Large Cap Growth Idx
Port S (IRLSX)

Active Mutual Funds & ETFs

T. Rowe Price Instl Large Cap Core
Gr (TPLGX)

T. Rowe Price Blue Chip Growth (TRBCX)

T. Rowe Price Blue Chip Growth
ETF (TCHP)

JHancock Blue Chip Growth 1 (JIBCX)
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Click any of the four fund groupings to

view them in the YCharts Fund Screener:

* Active Funds -
with exposure to all Mega Cap Stocks

* Passive Funds -
with exposure to all Mega Cap Stocks

e Active Funds -
with no exposure to any Mega Cap Stocks

* Passive Funds -
with no exposure to any Mega Cap Stocks

Interestingly, the 78 active funds
with all eight Mega Cap Stocks

in their top holdings carry more
exposure to Mega Caps than their
100 passive counterparts, on an
AUM-weighted average. While
passive funds are obligated to
invest heavily in the Mega Caps,
the typical active manager has
elected to willingly do the same.
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On an AUM-weighted average,
investors pay higher fees for
mutual funds and ETFs that avoid
Mega Cap Stocks than they do
for strategies that hold all eight
Mega Caps. Most expensive, with
a 0.71% expense ratio on average,
are the 1,873 active funds without
any Mega Cap Stock exposure

Funds including the eight Mega
Caps in their top holdings, and
especially the active variety,
have enjoyed greater annual
performance (on AUM-weighted
average, and as of February 28,
2022) than strategies that avoid
the Mega Caps entirely. Indeed,
the yearly performance of active
funds with Mega Cap exposure,
18.4%, is more than 2x the 9.1%
that passive funds with no Mega
Cap exposure have delivered.
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When investigating these fund
groupings through the lens of
max drawdown and standard
deviation, the funds with zero
Mega Cap Stock exposure look
surprisingly more risky than funds
that do carry Mega Cap Stocks,
on an AUM-weighted average.
Particularly for passive funds,
avoiding Mega Cap exposure
resulted in a standard deviation
that was 283 basis points greater
on an AUM-weighted basis.

This may be due in part to the
presence of small and mid-cap
funds among the 1,873 active
and 850 passive funds that
comprise the sans-Mega Cap
Stock groupings. However, active
managers’ freedom to move in
and out of positions could also
play a role in limiting drawdowns.
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