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At a glance

— The S&P 500's performance is heavily influenced by two tech stocks, Nvidia and
Microsoft, with Nvidia's rapid growth driving 35% of the index's gains this year.



— While a broad market rally saw gains across various sectors earlier this year, persistent
inflation has refocused attention on US mega-tech stocks.

— Despite high interest rates, inflation, and global uncertainties, the market continues to hit
record highs.

Most global indices tend to be ‘market-cap weighted’, meaning that stocks are weighted
according to their total market capitalisation (or size). As a result, any index, whether it's the
S&P 500 or FTSE 100, will normally have a handful of stocks that not only demonstrate
leadership, but also make up a significant portion of the index’s returns. However, Nvidia and
Microsoft’s impact on the S&P 500 is unprecedented.

As bond yields declined earlier this year, the equity market rally broadened in the middle of the
second quarter, meaning more stocks started gaining value across a wider range of sectors.
However, persistent (or sticky) inflation figures have given the "higher for longer’ mantra more
steam, which has led to the narrowing of the rally once again and focus back on US-mega
technology stocks.

The S&P 500 continued to hover around record highs throughout the second quarter of this
year, with Nvidia briefly overtaking Microsoft last week to become the world’s most valuable
company with a market capitalisation of $3.3 trillion.” This is truly notable, considering Nvidia
was thg 18th largest company on the S&P as recently as October 2022, worth less than $300
billion.

The company has added $2.1 trillion in market cap this year alone, accounting for a staggering
35% of the S&P 500's gains so far this year.3

The exponential growth of this artificial intelligence (Al) chip company is remarkable, with
numerous analysts saying they have never known of another example of a large company grow
so fast. Nvidia's rapid growth is driven by its dominance in Al chips, benefiting from the
increasing demand for chips used in training and running Al models like ChatGPT.

To further demonstrate the narrowness of the US market, the S&P 500 equal weighted index —
where each stock is given the same weight regardless of its market capitalisation —is up 4.9%
through 26 June, whereas the market cap-weighted S&P 500 — where stocks are weighted
according to their total market capitalisation —is up 15.6%.
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Nvidia’s significant contribution to S&P

Historically, there have been periods when stocks contributed close to 2% to an index’s returns,
but this tends to happen when the index performs strongly overall. (See chart below.) For
example, not owning Microsoft in 2023 could have curbed performance, but as the rest of the
index rose 18% that year, investors would have benefited from being diversified. But it's a
different story this year, as Nvidia's contribution to index returns is astounding. Historically,
other stocks catch up with the outperformers, and we expect this time will be no different.
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There are several factors driving this. As global central banks engaged in the fastest rate hiking
cycle in decades, the large technology companies have benefited simply because they have
substantial amount of cash on their balance sheets which is collecting higher interest. The
economic sensitivity of higher interest rates doesn’t impact them. For them, it's all about the
fervour surrounding Al, enthusiasm that doesn’t look like it's going to end anytime soon. Right
now, Nvidia, Microsoft and Apple—each worth more than $3 trillion — are in a race to become
the world’s most valuable company, and some analysts believe the race to hit $4 trillion will be
front and centre over the next year.

As we approach the end of the quarter, we have seen sharp moves up and down in Nvidia,
which could well be a result of index re-balancing. But as equities become narrow and
concentrated, these moves are significant. It is noteworthy than in the face of high interest
rates, inflation, supply chain shocks, geopolitical tensions, elections, a China slowdown and
debt refinancing cliffs, markets continue to hit all-time highs. Some point to history that
drawdowns occur without warning or a catalyst, and yet we've seen markets proven to be
immune to tighter fiscal conditions and a weakening economic backdrop.?

Narrowness of rally unique

The US now accounts for over 60% of the MSCI All Country World Index, yet only makes up
around 25% of the world’s GDP. Out of every dollar invested in the S&P 500, 29% goes into the
top five stocks.



The narrowness of the rally is unprecedented and is driving this divergence. Whilst undoubtedly
US companies — and technology in particular — will continue to drive equities for the foreseeable
future, diversifying and investing in quality companies is essential for any long-term investor,
especially as Al will potentially benefit all those that embrace it.
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