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n the midst of recession fears, a banking crisis, and historically high interest rates,

the S&P 500 is up 7% YTD. Meanwhile the corresponding equal weighted index of

the same 500 companies is roughly flat. What is driving this intra-index divergence,
is it sustainable, and where could we go from here?

By Logan Moulton, CFA
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What is the S&P 500? Mol Aoe 55
MSFT Microsoft 6.7%

he history of the most popular market index dates to its introduction in AMZN Amazon 2.8%
T1957 as a means to track the value of the largest 500 companies listed NVDA NVIDIA 2.1%
on the Nasdaq and New York Stock Exchange. The S&P 500, which is GOOGL Alphabet A 1.9%

short for the Standard and Poor’s 500, is a capitalization weighted index that, GOOGL Alphabet C 1.7%
in theory, represents a gauge of the US economy. Names come and go as do BRK.B Berkshire Hathaway 1.7%
their weightings in the overall index. Today, the top 10 stocks make up nearly META Meta Platforms 1.5%
30% of the index while the other490 names compose the remaining 70%. UNH United Health Group 1.3%
This feature results in the largest companies (i.e., the largest weighted stocks TSLA Tesla 1.3%
in the index) generating a disproportionate contribution to the index’s return. XOM Exxon Mobil 1.3%

29.8%

Contribution to Return

only eight stocks. Since then, after better-than-expected earnings reports from many of those names, that
number has only gotten larger. The other 492 names collectively only contributed approximately 1% of the 7%
run-up, nearly equal to the return on short dated cash equivalents.

B ianco Research noted back in mid-April that over 80% of the S&P 500's year-to-date gains were derived from

FAANG + MNT Stocks’ Impact on S&P 500

Top 8 Stocks Contribution to Total Return
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M S&P 1S, Treasury Bill 3-6 Month Total Return Index:
M Contribution from the "Other” 402 Stocks

"Other 492 stocks is the contribution to the return of the
| S&P 500 of the 492 stocks less the eight stocks below.
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The reason? These megacap giants have benefited significantly during the recent market stress as allocating funds to
their stock is perceived to be a flight to safety. Their cash rich balance sheets and lower leverage are added benefits to
their monstrous size. Investors have shunned the opposite attributes, favoring higher capitalization companies in lieu
of the smaller companies.
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These megacap names are by no
means bad businesses, but the
recent concentration and narrowing
breadth overall in equities is
concerning for market forecasters.
Historically, markets that rely on a
few names to carry index returns
can be riskier markets. Riskier, in
the sense that an investment is not
as diversified as they might expect
as a dollar purchased of the index is
increasingly going to purchase more
and more of these large names.
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Top 50 Market Cap Names vs Small Caps

Banking Crisis Begins
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Investigating the equal weighted
S&P500 index, which can provide
a better sense of the “average
stock”, we see a downward trend
and lower lows painting a gloomier
technical picture. Compare this

to the concentrated S&P500,
where a more bullish pattern can
be perceived. Index investing,

and by that we mean investing in
the S&P500, has been rewarding
investors so farin 2023. However,
to extrapolate this trend by
suggesting the broader underlying
market is showing strength could
be dangerous. In essence, the
enhanced performance of the largest
companies, and therefore the largest
index weightings, has masked

the weaker performance of the
overall market and could lead
investors believe stocks have

been resilient universally.
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Where do we go from here?

trading range, with key resistance at around 4,200 on the index

level. As the macroeconomic backdrop and the overall tightened
credit conditions from Fed policy and the recent banking crisis play
out, we need to observe more resilience from the “average stock” to
develop a bullish outlook from a technical perspective. Without help
from the foot soldiers of this market, it will be difficult for the index to
make a sustainable push higher. Lastly, the general’s outsized effect
on the market’s push higher, could be the impetus for a strong move
lower if they swing the other way.

S ince May of last year stocks have been confined to a distinct

As always, we will continue to monitor key trading levels as economic
data flows in. The overall picture, however, remains cloudy. Consumer
strength has buttressed spending, especially in the service sector
while companies are increasingly lowering guidance due to expected
margin pressure. Inflation is in a disinflationary trend, but the ultimate
level of stabilization is uncertain. In recent weeks, we have begun to
observe a distinct transition from “bad news is good news” to “bad
news is bad news” on the economic front. The Fed has maneuvered
between a rock and a hard place given the need for cool inflation while
simultaneously balancing banking stress risks by keeping interest rates
elevated. All of the noise will eventually be reflected in market pricing.
Where that pricing ultimately cements itself, lower or higher, remains
a matter of intense debate.
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As the macroeconomic
backdrop and the
overall tightened credit
conditions from Fed
policy and the recent
banking crisis play out,
we need to observe
more resilience from the

“average stock” to develop

a bullish outlook from a
technical perspective.
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Disclaimer

The commentary set forth herein represents the views of Waterloo Capital Management and its investment professionals at the time indicated and
is subject to change without notice. The commentary set forth herein was prepared by Waterloo Capital Management based upon information that
it believes to be reliable. Waterloo Capital Management expressly disclaims any responsibility to update the commentary set forth herein for any
events occurring after the date indicated herein or otherwise. The commentary and other information set forth herein do not constitute an offer to
sell, a solicitation to buy, or a recommendation for any security, nor do they constitute investment advice or an offer to provide investment advisory
or other services by Waterloo Capital Management. The commentary and other information contained herein shall not be construed as financial or
investment advice on any matter set forth herein, and Waterloo Capital Management expressly disclaims all liability in respect of any actions taken
based on the commentary and information set forth herein. Hedge funds, private equity and other alternative investments involve a high degree of
risk and can be illiquid due to restrictions on transfer and lack of a secondary trading market. They can be highly leveraged, speculative and volatile,
and an investor could lose all or a substantial amount of an investment. Alternative investments may lack transparency as to share price, valuation
and portfolio holdings. Complex tax structures often result in delayed tax reporting. Compared to registered mutual funds, hedge funds, private
equity and other alternative investments are subject to less regulation and often charge higher fees. Alternative investment managers typically
exercise broad investment discretion and may apply similar strategies across multiple investment vehicles, resulting in less diversification. Trading
may occur outside the United States which may pose greater risks than trading on US exchanges and in US markets. Alternative Investments
generally are offered through private placements of securities which are unregistered private placements and are available only to those investors
who meet certain eligibility criteria. The above summary is not a complete list of the risks and other important disclosures involved in investing in
alternative investments and is subject to the more complete disclosures contained in the Fund’s confidential offering documents, which must be

reviewed carefully prior to any investment.
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