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Concentration in equity markets has reached unprecedented levels, particularly 
in the United States.1 A select few mega-cap stocks, colloquially referred to as 
the “Magnificent 7,”2 now dominate market indices, reflecting a convergence of 
technological innovation, speculative enthusiasm, and the allure of generative AI.

1	 A recent article in the FT (https://www.ft.com/content/1211fb52-2c80-4d82-ac70-c0761242ff9e) is an excellent example of the recent publications on 
this topic.

2	 Apple, Meta, Alphabet (Classes A and C), Nvidia, Tesla, Microsoft and Amazon.
3	 Indeed, as this paper was going to print, the new Chinese AI DeepSeek was launched, yielding very impressive performance at a cost claimed to be much 

lower than that of its better-known rivals. This caused huge gyrations in prices for stocks exposed to AI disruption, most notably NVIDIA (off 16% on Jan 
27 2025) (see for example, https://www.afr.com/markets/equity-markets/nvidia-erases-near-1-trillion-in-value-in-deepseek-rout-20250128-p5l7lq). 
Whether or not the claims of DeepSeek are true, it illustrates the issues starkly. How this plays out will be very interesting.

4	 Source: Factset, RQI Data as at 31 December 2024. This point was made earlier in the Goldman Sachs note from Dec 2024: “Goldman Sachs Exchanges: 
Should investors worry about market concentration?”

While this has driven remarkable returns for a narrow slice 
of the market, it raises critical questions about diversification, 
valuation, and risk for equity investors. At the same time, 
the growth of the market value of these firms largely reflects 
prospective (rather than realised) business growth, so they 
become increasingly reliant on anticipated or forecast 
future earnings. The resulting valuation multiples are very high 
(and seemingly growing), making the market itself heavily tilted to 
the style of expensive growth.

Note that this also suggests that the potential for industry 
disruption – through new and more advanced AI tools, lower costs 
of production, more advanced hardware – could create very large 
sensitivity to news. If competitive pressures do indeed yield 
disruptors, then these stocks will be highly susceptible and could 
sell off sharply or see significant volatility.3

In summary, we can therefore say that we are facing two fronts 
of concentration risk – market cap and style. The concerns here 
are manifold:

•	 A “diversified” exposure to equities (especially US equities) 
taken via a market capitalisation-weighted (market cap) 
index fund or ETF will in fact give a concentrated exposure to 
only a small number of names.

•	 The valuation multiples of these stocks are very high, 
which means that (again) a “diversified” exposure to equities 
involves purchasing a strong bet on expensive growth. 
Market cap index exposure cannot ever really be considered 
“style neutral”, but we believe it is now an extreme style bet.

•	 “Stock picking” by fundamental active managers becomes 
very difficult. Setting aside for the moment the question of 
whether these active managers can consistently outperform, 
it becomes almost impossible in the current environment to 
outperform a benchmark (that is, in total return) without taking 
very concentrated bets in a small number of stocks.

•	 Equity risk is not rewarded. The yield on equities should reflect 
their embedded risk when compared to debt, and so should 
attract a “risk premium” – in other words, a higher return. 
Instead, at the moment the average trailing earnings yield for 
the top 10 US stocks (which currently make up almost 40% of 
S&P500 market cap) is approximately 2.5% (as they trade on 
Price to Earnings (PEs) of about 38). Forward earnings yields 
– probably a better measure – are not much better, at 29x and 
3.5%. US treasury yields are more than 4%, which means that 
the risk premium is negative.4
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This issue is more or less fully confined to the US. 
The concentration in Emerging Markets and in Australia has 
remained fairly static for many years (not shown here but charts 
available on request).

One further point: the impact that concentration has on “stock 
picking” alpha generation is for investors looking for total 
return outcomes. There are simply too few stocks which will 
outperform on their own. However, if the intent is to accept the 
benchmark (with its concentration issues) and look purely for 
alpha above a benchmark, then diversified active strategies 
based around a benchmark are perfectly suitable.5 All that is 
needed is for overweight positions to relatively outperform 
underweight positions.

Before moving to provide more detail on this, we need to step 
back and think of how this issue might be avoided. As the issue 
is one of concentrated market cap and excessive valuation, 
then the simplest and most effective approach is to build a 
portfolio that does not use market cap in its construction.

RQI’s approach to Value investing deliberately avoids chasing 
this sort of concentration in market cap. We build a Core portfolio 
based on the reported dollar value of a small set of accounting 
variables. Price (and so market cap) is not used. This means 
that the starting point6 of our Value strategies is already much 
more diversified/less concentrated than the usual market cap 
weighted benchmark.

5	 Active quant strategies like RQI’s Diversified Alpha process are particularly well designed for this setting.
6	 Of course, we then apply the second and third steps - our alpha model to tilt away from value traps, and a disciplined rebalancing process to explicitly capture 

Value returns. Please see below link for more information on our investment process: https://www.firstsentierinvestors.com.au/au/en/adviser/our-funds/rqi-
investors/quantitative-value-strategy.html

7	 MSCI World is a widely used equity benchmark for Developed Markets.

US equity dominance charts – plus 
other markets
The US equity market has rapidly increased its proportion of 
developed markets equities, as shown by the breakdown by 
country in the MSCI World benchmark in Chart 1 below.7

Chart 1: Proportion of MSCI World benchmark in various countries
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Source: RQI, Factset. Data as at 31 December 2024.
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The USA has increased its proportion from 49% at the beginning 
of 2000, to 57% at the beginning of 2015 to finally 74% at the 
end of 2024. The run up in weight post the Global Financial Crisis 
(GFC) is very strong and has accelerated further recently.

For the same dates, Australia (‘AU’) has moved up from 
1.2% to 2.7% and back down to 1.7%, the United Kingdom (‘GB’) 
has fallen from 9% to 8% to 3.4% and the rest of the developed 
markets (‘RODM’, excluding US, Australia, UK, Canada, Germany 
and France) has fallen from 28.2% to 20.4% and finally to 13.1%.
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At the same time, concentration of stocks within the US (and so 
MSCI World – see below) has risen sharply. To show this change, 
we start by looking specifically at the S&P500 in two charts:8

•	 The number of stocks needed to reach 50% of the market of 
the index (fewer stocks, more concentration)9

•	 The aggregate percentage weight of just the top 10 stocks in 
the index (larger weight, more concentration)

Chart 2 below shows these for the S&P500 over time. 
Before 2020 the data is every three years rather than annually.

Chart 2: Number of stocks in S&P500 required to make 50% weight, and total weight of top 10 stocks. Data is end of year

Source: RQI, Factset. Data as at 31 December 2024

0

10

20

30

40

50

60

70

80

2005 2008 2011 2014 2017 2020 2021 2022 2023 2024
0

5

10

15

20

25

30

35

40

2005 2008 2011 2014 2017 2020 2021 2022 2023 2024

Num Stocks Covering 50% Weight Top 10 Stocks

8	 These two charts are chosen deliberately to mirror the charts seen in the FT article from Jan 8 2025 (https://www.ft.com/content/1211fb52-2c80-4d82-
ac70-c0761242ff9e) which was mentioned earlier.

9	 To calculate this, sort stocks weights from largest to smallest, calculate a cumulative sum and then count how many stocks are required to get to 50%

We see a very sharp increase in concentration from the end of 
2022. At that point, the top 47 stocks aggregated up to 50% 
of S&P500 index weight. At the end of 2024, this number had 
almost halved, to 26 stocks. At the same time, the top 10 stocks 
now account for 37% of the index weight, up from 24% at the 
end of 2022.
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Chart 3 draws a similar conclusion, but now for MSCI World. 
Panel A shows that the top 10 stocks increase in weight from 
about 10% at the beginning of 2015 to around a startling 
25% today. The next two size ranges (11–50 and 51–100) do not 
grow over this period. By the beginning of 2024, more than 50% 
of the weight in MSCI World comes from less than 100 stocks, 
up from 40% in 2015.

Panel B repeats this just for the US stocks in MSCI World.10 
Here the concentration is much greater. The top 10 stocks 
account for about 15% in 2015 but have risen to over 34% by 

10	 Note that there are more US stocks in the MSCI World (between 600 and 630 between 2015 and 2024) than in the S&P 500. The MSCI World currently has 
about 1400 stocks.

the end of 2024. The next two size ranges again show little 
growth over this period. In 2015 approximately 95 stocks made 
up the top 50%; today that number is less than 50. Clearly the 
increased concentration in Developed Markets (that is, the MSCI 
World benchmark) is driven by the US.

For comparison, we repeat this exercise with Emerging Markets 
and Australia (not shown here). We did not see an increase in 
concentration.

Chart 3 Panel A: Weight of stocks in three size ranges for MSCI World. 
Data is monthly
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Chart 3 Panel B: Weight of stocks in three size ranges for just US stocks in 
MSCI World. Again, the data is monthly
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Valuation and the negative risk premium
The valuation multiples of US stocks in the MSCI World and the 
top 10 stocks in the MSCI World, has returned to extraordinary 
levels. In the case of the top 10 stocks, these levels have 
not been seen since the peak of the COVID pandemic when 
reported earnings fell to extremely low levels for most stocks.

Chart 4 shows the changes in PE multiples in recent times. 
Aside from the COVID spike, it is the sharp increase in the last 
two years that catches the eye. In particular, the top 10 names 
now have an average PE of 38x. Even including all the remainder 
of the US stocks in the MSCI World, the average PE today only 
falls to 32x. It too has trended up strongly. MSCI World is now 
trading on an average PE of about 26.

Source: RQI, Factset. Data as at 31 December 2024

Chart 4: PE multiples over time 
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11	 This is a simplification to demonstrate our point - the equity risk premium is actually a more complex concept than this. The expected return (on a stock or a 
basket of stocks) should be some equivalent bond yield plus an equity risk premium. Or, it will embed stock return as expected yield plus expected growth in 
price. A negative equity risk premium (which we see here) is a reflection of the excessive expected growth that the market is pricing in. 
For now, to demonstrate the point without wandering off into the weeds, we simply compare trailing earnings yield with the yield on one year US T-bills.

In principle, it is really expected future earnings (forecasts or 
estimates from analysts), not historical earnings, that matter for 
many stocks, so we use these going forward.

As mentioned above, one consequence of the dramatic run up 
in prices ahead of future earnings has been the increase in price 
to forward earnings (PfwdE) and the decrease in its reciprocal, 
the forecast earnings yield (fwdEY). (These are based on next 
12 months forecast consensus earnings.)

Investing in equities carries risk of course. This risk is generally 
regarded as being greater than the risk carried by investment 
in fixed income, notably bonds, as debtholders (a) are paid 
interest before equity holders receive dividends in a corporate 
income statement and (b) in the event of liquidation of a company, 
debtholders are “senior” (get paid before) equity holders.

So, if risk is greater, we would expect return to be – on average 
– greater for equities than for bonds, as compensation for the 
extra risk. This is known as the risk premium.

The risk premium should almost always be positive. There will be 
occasions, especially with market disruptions like the GFC and 
COVID, where this may not be the case, but these should revert 
in normal conditions.11

So - are current conditions normal? Current 1 year US treasury bill 
yields are sitting at 4.2%, and the upwards sloping yield curve 
shows yield for 10-year treasury notes at 4.7% (according to 
Factset data as at 31 December 2024). These are the annualised 
yield to maturity returns that an investor would receive.
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See Chart 5. Using only the US stocks in the MSCI World 
(dark teal line), current PfwdE multiples are around 22.6, so yield 
is sitting at about 4.4%, down from about 6% (PfwdE of around 
18) at the start of 2015.

Source: RQI, Factset. Data as at 31 December 2024

Chart 5: Comparing forward earnings yield to US 1 year T-bill rate
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This means that current forward earnings yield (EY) is only 
very slightly more than equivalent term bond yields (one year) 
– the green line. Before COVID, when yields were much 
lower, the gap was very wide. The same applies to the broad 
MSCI World benchmark (light teal line), although it has not fallen 
as far at US equities – PfwdE is about 19.5x which equates to a 
yield of 5.1% and a positive risk premium even today.

However, now look just at the top 10 US stocks (which make up 
37% of the S&P500 and 25% of MSCI World) are trading on a 
weighted average PE of about 29, which corresponds to an EY of 
about 3.5%. That is, the largest stocks are trading with a negative 
risk premium – earnings yield is below the US 1 year T-bill rate. 
Said another way, the expected earnings return on holding these 
stocks (net of any further price moves) is below the return from 
holding debt for an equivalent term.

As mentioned above, this is not a normal situation when 
compared to history, which can be seen by comparing the green 
shaded area with the rest of the chart.

12	 Note we retain the use of developed markets here (rather than looking at the US specifically) as RQI DM Core model is a direct comparison.

RQI Core portfolio concentration and valuation
Using RQI’s model for core portfolio construction (recall the 
core model is the portfolio before the alpha signals are 
applied), the concentration in holdings can be very different to 
a benchmark constructed using market cap. The RQI process 
encourages stability rather than trend following, and this 
is evident in the concentration of the core – it is very 
stable over time.

In the case of Developed Markets12 (that is, MSCI World, of 
which US is now about 74%), see Chart 6, which uses 12-month 
forward earnings yield for comparison. The Core always shows a 
better yield than the benchmark (as expected), and that gap has 
widened recently. Both have trended down recently as well.

Source: RQI, Factset. Data as at 31 December 2024

Chart 6: 12-month forward earnings yield for the MSCI World and for the RQI 
DM Core model. Monthly data.
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In fact, the RQI Developed Markets (DM) Core model currently 
shows a clear 2% premium in terms of this yield over the MSCI 
World benchmark, which is the widest it has been in 10 years. 
DM Core is much cheaper than MSCI World.
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We can repeat this for just the top 10 stocks, which we do in 
Chart 8, but first note Chart 7. Chart 7 shows the weight of 
the top 10 stocks in the MSCI World benchmark compared to 
DM Core. The top 10 stocks in MSCI World were about 10% 
of the benchmark in 2015 – they are now an astonishing 25%. 
At the same time, the weight contribution of the top 10 stocks in 
DM Core has remained quite stable at just under 10%.

Source: RQI, Factset. Data as at 31 December 2024

Chart 7: Weight of top 10 stocks in MSCI World compared with weight of 
top 10 stocks in RQI DM Core
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Very importantly, this does not mean that the RQI Global Value 
portfolio top 10 is a set of totally different stocks. In fact, many of 
the top 10 stocks are in common: Apple, Microsoft, Amazon, 

13	 Recall that RQI constructs its core portfolio using accounting measures of company size, rather than by chasing price. This yields a Value tilt (as seen 
in Chart 6). More generally, RQI Value strategies avoids chasing prices and excessive valuations and builds a strategy that rewards holding good value 
companies which revert.

Meta for example. What is different is the weight at which these 
are held: RQI holds less of these extreme valuation stocks 
(and none of the likes of Tesla and Nvidia) than the benchmark, 
and more of the lower valuation stocks outside of the top 10.13 
So, while the top 10 stocks in DM Core become increasingly 
expensive in the same way as MSCI World (see Chart 8), 
the overall valuation does not (Chart 6).

Source: RQI, Factset. Data as at 31 December 2024

Chart 8: 12-month forward earnings yield of top 10 stocks in MSCI World 
(~25% weight today) compared with the 12-month forward earnings yield 
of top 10 stocks in RQI DM Core (~10% weight today)
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Conclusion
Concentration in developed markets equities has grown sharply 
in the last few years. Investors in benchmarks which supposedly 
get broad exposure to these equity markets are actually exposed 
to a small, concentrated and expensive set of stocks. The top 10 
developed market stocks, all US, account for a whopping 25% 
of the MSCI World benchmark (currently about 1,400 stocks) and 
about 37% of the S&P500. These are unprecedented levels of 
concentration.

This is solely a US market phenomenon. Emerging markets 
and the Australian market do not see this dramatic increase in 
concentration.

The valuation of the MSCI World, US stocks and finally the 
top 10 stocks, have run up in recent years, no matter how we 
measure it. Comparing forward earnings yields to T-bill rates 
over the same holding period, we see that the expected return 
to T-bills is actually higher than for the top 10 equities – which 
implies the rare and unsustainable case of a negative risk 
premium for those stocks.

RQI’s core process has much less concentration than the 
benchmark, and trades at a significant valuation discount. 
However, it does not do this by avoiding these hugely expensive 
names completely. Instead, it holds them at a much more 
balanced weight, driven by the fundamentals of the company 
rather than its price.
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