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A Look in the Mirror, Eight Years On

Back in 2015, our first Under the Hood publication started a conversation about the content label on your
S&P 500 or bond index fund: what you thought was in it versus the actual composition. Was the allocation
even close to what you presumed? Like buying an emerging markets ETF that actually raised—on a look-
through basis to the holdings themselves—your developed markets exposure.

The impetus for the Under the Hood series was the arrival of a new phase for indexation. By amassing so
much AUM and ever-increasing inflows, it ceased to serve its original function of passive participation in
markets. Indexation had begun, paradoxically, to directly change clearing prices and the very character of the
markets it purported to free-ride upon. Its inflows had become the marginal bid—the trade that determined
the last price—because each dollar of the inflows required an immediate pre-programmed, valuation-
indifferent purchase by the ETF.

Moreover, the weight of money flows became a kind of limitation (but a limitation with side effects).
Indexation’s marginal bid became focused on a narrower and narrower subset of the security universe, on
those shares with the institutional-grade trading liquidity to absorb those flows. And, in a self-reinforcing
cycle, that narrower subset of securities absorbed an ever-greater proportion of the ever-increasing inflows.
This distorted valuations and index security and sector weights in ways that were de-linked from
fundamental analysis and valuation. At least, those were some of the questions for debate at the time.
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Eight years later, there is now an Top 10 Holdings - S&P 500 Index
outcome, not just debate. Those % Weights
trends have reshaped the profile of Jun-23 Jun-15
the S&P 500 itself. For instance: Apple Inc 7.45 Apple Inc 3.97
Microsoft Corp 6.84 Microsoft Corp 1.96
e In 2015, only two of the top Alphabet Class A & C 3.71 Exxon Mobil Corp 1.91
10 S&P 500 companies were Amazon.com Inc 3.06 Johnson & Johnson 1.48
technology stocks. TOdayv NVIDIA Corp 2.95 General Electric Co 1.47
the |arge5t seven are Tesla Inc 2.01 JP Morgan Chase & Co 1.45
« T
technology companies. Meta Platforms 1.71 Berkshire Hathaway Inc 1.38
°
In June 2015, the top 10 Sub-total: IT companies* 27.73 Procter & Gamble Co 1.36
o)
accounted fOI’k17.3 |/O of thi Berkshire Hathaway 1.64 Pfizer Inc 1.17
P 500 market v LA
S& 00 market va .ue S0 UnitedHealth Group 1.19 Verizon Communications 1.10
June 20, 2023, just the
. Johnson & Johnson 1.16
seven IT companies—not all ) )
. Top 10 S&P 500 weights 31.72 Top 10 S&P 500 weights 17.25
the teChnC’lOgy companies in Source: iShares, Morningstar. 2023 data as of June 20, 2023, using iShares Core
the index, just these seven—  S&P 500 ETF as a proxy for the Index. *Functional weightings, rather than S&P

classifications.

are 27.7% of the index.
o Thetop 10 are 31.7%.

New Sectoral Semantics

Now, a new set of factors is impacting the character of the major index constituents. The more extreme
concentration at the top of the index was just noted. Another is the law-of-large-numbers limitation on the
growth prospects of these companies, which is now showing up in revenue and earnings figures. The
analytical exercise is to determine whether this slowdown is temporary or of a more permanent nature. That
will be for the next Under the Hood. First, some classification clarification.

The preceding tables tally the top seven companies in the S&P 500 as Information Technology, and as being
27.7% of the index. That is technically incorrect. Standard & Poor’s would put it at 17.2%, because it
categorizes four of those companies differently. Alphabet and Meta Platforms are classified as
Communication; Amazon and Tesla are assigned to the Consumer Discretionary sector. Inarguably, though,
Alphabet is an IT company.

Amazon is a more subtle example. It's true that Amazon Web Services, which is the cloud services division,
produces only 17% of the company’s revenue. Yet AWS, which is unambiguously rooted in the IT sector,
produces 107% of the corporate operating profit.

In North America, Amazon’s traditional retail business has an operating profit margin of just 1.11%, but the
international division's operating margin is negative 5.39%. Overall, the online retail business is not

1 Not officially; more on this below.
2Q12023.
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profitable. A counterargument in support of the retail business is that aggregate sales did expand by 8.15%
in the past 12 months. Yet the retail business would lack

the necessary funds for expansion were it not for Consensus Earnings Growth Rate of Seven
Web Services; ergo, Web Services supports the business, Technology Giants (next business cycle)
not the online retail sales operations. )
Company Consensus Earnings Growth Rate
f h : Apple 13.00%
In any cas?, after more t an a. quarter-century o Microsoft 15.44%
operating history—and having achieved whatever scale Amazon 59.71%
economies a few hundred billion dollars of annual retail NVIDIA 44.04%
sales can provide—the retail business will not produce Alphabet 16.82%
high profit margins, even if aggregate profitability were to Meta Platforms 19.90%
be achieved. Walmart has difficulty sustaining even a 2% Tesla 27.50%
after-tax profit margin on over $600 billion of revenue. Average 28.06%
K . . Source: Bloomberg as of June 2023. Estimated Compound Annual
Therefore, the retail operations should not contribute Growth Rate of Operating EPS over the company’s next full business

greatly to Amazon’s stock valuation, even as the retail cycle (typically 3-5 years)

business approaches the size and scale of Walmart's.

Current Market Capitalizations of the Seven

Walmart has a stock market capitalization of $S415 billion. Largest Technology Giants
Since the Amazon global retail business is about 80% of
Walmart's and is still unprofitable, it should be worth less Company Market Cap
than Walmart, if it were rationally priced. Since Amazon (3 in trillions)
has a market capitalization of $1.29 trillion, the bulk of the A?ple »2.91
. . Microsoft 2.51
valuation must reflect the technology business. Yet,
. . ) . Amazon 1.29
Amazon is not classified in the Information Technology /5 1.08
sector. Alphabet 157
Meta Platforms 0.729
If Amazon were to be officially transferred to the IT sector,  Tesla 0.870
the S&P 500 weighting for that sector would rise to Total 10.96

31.3% from the current 28.23%. Correspondingly, the  source: Bioomberg as of June 20, 2023
weight of the Consumer Discretionary sector would dip to
7.50% from the current 10.56%. Similar evaluations can
be made for Tesla (also Consumer Discretionary) and
Meta Platforms and Alphabet (both Communication).

P/E Ratios on Forecasted FY24 Earnings

Company P/E Ratios
Apple 28.40x
The S&P 500 sector weights are supposed to reflect the Microsoft 30.13x
relative proportions of those sectors in the U.S. economy. Amazon 49.28x
It is difficult to accept the notion that consumer NVIDIA 54.15x
discretionary expenditures are only 7.50% (or less) of the ~ Alphabet 19.14x
U.S. economy. Meta Platforms 19.09x
Tesla 52.41x
Average 36.09x

This is just one example of the problems posed by the
mere presence of the seven technology giants in the S&P
500 index at their current aggregate weight. At some
point, their continued expansion would render them so large that their growth rate should not be dissimilar

Source: Bloomberg as of June 2023
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from—that is, must converge downward toward—the growth rate of the overall economy, whether U.S. or
global.

Nevertheless, these seven technology giants are forecasted to grow far more rapidly than either the U.S. or
the global economies. Their consensus earnings growth rate, as a simple average, is 28.1%.

This projected growth rate cannot be separated from the context of their aggregate stock market value,
which is $10.96 trillion. If they were to actually succeed in posting average earnings growth of 28%
successively, this would far exceed that of almost all other companies.

The consensus estimated earnings growth for the S&P 500 is 10.43%The S&P 500 index concentration of
these seven companies would continually rise above their already collective 28%.

Thus, if current growth rates continue, the S&P 500 index would become so concentrated as to be impossible
to use as an index.

More realistically, though, the earnings data posted thus far in 2023 indicate that these companies are not
growing at a 25% rate. Nevertheless, the P/E ratios on forecasted 2024 fiscal year earnings appear to
presume that they are.

In the event that the earnings growth is not achieved, a contraction of the valuation multiples is possible.

So, the S&P 500 is in something of a bind. If the technology giants—whose index weight is far higher than
is represented by the current sector classifications—continue to grow, the S&P 500 will indeed cease to be
useful as an index. If the opposite happens, the index will embody a massive concentration of risk because
there is no valuation margin of safety in the event of declining profits.
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IMPORTANT RISK DISCLOSURES:
The charts in this material are for illustrative purposes only and are not indicative of what will occur in the future. In
general, they are intended to show how investors view performance over differing time periods.

Past performance is not indicative of future results. The information contained herein is subject to explanation during
a presentation.

Certain of the material herein is intended to portray the general nature of investor communications provided by
Horizon Kinetics from time to time to existing clients. None of the investments or strategies referenced should be
construed as investment advice and just because one investment is appropriate for one account does not necessarily
mean it is appropriate for another. No investments should be made without the analysis of, among other things, an
investor’s specific investment objectives, which considers their overall portfolio and any income requirements. The
accounts referenced herein pursue an unconstrained strategy — meaning they are not limited by capitalization,
geographic region, or investment techniques. They generally primarily seek capital appreciation with a secondary
objective of income.

Note that indices are unmanaged, and the figures shown herein do not reflect any investment management fee or
transaction costs. Investors cannot directly invest in an index. References to market or composite indices or other
measures of relative market performance (a “Benchmark”) over a specific period are provided for your information
only. Reference to a Benchmark may not reflect the manner in which a portfolio is constructed in relation to expected
or achieved returns, portfolio guidelines, correlation, concentrations, volatility or tracking error targets, all of which
are subject to change over time.

The S&P 500 Index (“SPX”) is a broad- based index widely considered as a proxy for overall market performance. It
is the property of Standard & Poor’s °.

This is not an offer to sell or a solicitation to invest. Opinions and estimates offered constitute the judgment of Horizon
Kinetics LLC (“Horizon Kinetics”) and are subject to change without notice, as are statements of financial market
trends, which are based on current market conditions. Under no circumstances does the information contained within
represent a recommendation to buy, hold or sell any security, and it should not be assumed that the securities
transactions or holdings discussed were or will prove to be profitable.

Subsidiaries of Horizon Kinetics LLC manage separate accounts and pooled products that may hold certain of the
individual securities mentioned herein. For more information on Horizon Kinetics, you may visit our website at
www.horizonkinetics.com.

Not all investors will experience the same holdings, returns or weightings as the corresponding composite. No part
of the research analysts’ compensation was, is, or will be, directly or indirectly, related to the specific
recommendations or views expressed by the research analysts in this report.

No part of this material may be copied, photocopied, or duplicated in any form, by any means, or redistributed
without Horizon Kinetics’ prior written consent.

©2023 Horizon Kinetics LLC ® All rights reserved



