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Why bring you this?

Passive investing has gained significant popularity over
the past decade, offering potential low-cost exposure to
broad market indices. However, institutional
investors need to be aware of the potential biases
associated with passively tracking capitalisation-
weighted indices, particularly in terms of
concentration risk.

At a glance...

Investors are in danger of passively becoming active. By adopting a balanced approach
that combines passive, factor, and active strategies, institutional investors can mitigate the
growing concentration risks associated with passive investing into capitalisation-weighted
indices while still benefiting from its cost-effectiveness.

Next steps...

The Aon Investment Manager Research team offers a selection of buy rated factor
and active equity strategies to complement passive equity exposures. Staying
vigilant and adaptable is key to long-term investment success in a continuously
evolving investment landscape.

The charts, assumptions and any commentary herein are considered proprietary opinions of Aon based on the expertise of Aon’s Manager Research Team along with
readily available economic and market information as of the date of publication and are subject to change due to changes in the market or economic conditions and
may not necessarily come to pass.
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Concentration Risk: A Growing Concern

@ Country Exposure

The rise of passive investing has led to an
increase in country concentration, particularly
favouring the United States largely due to
strong performance from the region versus
other markets." As of January 1, 2025, the
share of the US market in the MSCI ACWI
Index has grown substantially to 66%?2,
resulting in a disproportionate allocation to

a single country. Concentration exposes
investors to heightened country-specific risks
and reduces global diversification benefits.

® Sector Exposure

25% of the MSCI ACWI Index is invested in information technology. By contrast, the
weights of energy, materials, utilities and real estate are less than 5% each. High exposure
to a single sector creates possible portfolio vulnerability to sector-specific risks.

MSCI ACWI: Regional and Sector Breakdown
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Source: Style Analytics. Analysis as of 31 December 2024.

@ Stock Exposure

Concentration at the individual stock level is significant. The top 10 stocks in the S&P 500
now represent over 35% of the index, surpassing previous highs dominated by the so-
called Magnificent 734. This extreme concentration amplifies idiosyncratic risks associated
with these few dominant companies that have historically shown market dominance, sector
leadership, strong financial performance, and innovation. Similarly, the top 10 stocks in

1Over the past 10 years ending December 31, 2024 the S&P 500 returned 15.6 % and the MSCI EAFE returned 7.5%. Past performance is not
indicative of future results.

2MSCI ACWI Index

3 Apple (AAPL), Microsoft (MSFT), Amazon (AMZN), Alphabet (GOOGL/GOOG), Meta Platforms (META), NVIDIA (NVDA) and Tesla (TSLA)
4S&P 500@ | S&P Dow Jones Indices
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https://www.msci.com/documents/10199/8d97d244-4685-4200-a24c-3e2942e3adeb
https://www.spglobal.com/spdji/en/indices/equity/sp-500/#overview

MSCI ACWI account for 23% of the index as of January 1, 2025. This concentration
has notably increased since the COVID-19 pandemic.

Evolution of the Top 50 stocks in MSCI ACWI
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Source: Aon. Data from 31 December 2024 evaluating the MSCI All Country World Index.

When a small number of companies account for a significant portion of an index's value,
fluctuations in their stock prices can have an outsized impact on the entire market. This
unintended concentration means that investors in passive equity funds could be taking
on more stock-specific, sector, and country risk than desired.
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Mitigating Risks: The Case for Factor and Active
Management

To address these concerns, institutional investors could consider incorporating active
management or factor-based strategies into their portfolios in the context of their
specific investment objectives, risk tolerance and time horizon.

Active equity strategies offer institutional investors the potential to outperform
benchmarks by leveraging skilled managers to identify opportunities and exploit
market inefficiencies. Factor investing represents a middle ground between
traditional active and passive investment strategies. It seeks to systematically capture
the returns associated with specific characteristics, or “factors,” that have
historically delivered higher risk-adjusted returns over the long term.

Considering the rising concentration in global equity markets, as we’ve highlighted,
these strategies have underperformed in recent years. Prudence and diversification
have not been rewarded.

Active Management:
Navigating Concentration

Factor Investing: A Middle
Ground

Adapting to market changes and
exploiting investment
opportunities not captured by
passive indices.

Provides systematic exposure to
characteristics associated with

excess risk-adjusted returns.

Focusing on undervalued
sectors and companies,
potentially reducing exposure
to overvalued, concentrated
areas of the market.

Employs a transparent, rules-
based approach to portfolio
construction.

Active Factor

Management Investing

Providing resilience during market

Offers potential excess

volatility through dynamic portfolio returns while seeking to

maintain lower costs
compared to traditional active
management.’

risk adjustments. A multi-polar world
with ongoing geopolitical risks and
higher yields will likely create more

differentiation and opportunities.

Four Considerations for Institutional Investors

|

Consider the risk profile
of “passive” allocations

Review exposure to passive
strategies tracking highly
concentrated capitalisation-
weighted indices.

2

Enhance Diversification®
Seek out strategies that
focus on less correlated
assets or market segments
to improve overall portfolio
diversification.

3

Consider active
management

Consider allocating to
skilled active managers to
help reduce concentration
risks. Where active
management is deployed,
have patience in evaluating
their skill given the
concentration of the
benchmarks inrecent
periods.

4

Regular portfolio
rebalancing

Implement a disciplined
rebalancing approach to
maintain desired risk
exposures and prevent
unintended shifts in asset
allocation.

1Past performance not indicative of future results. There is no guarantee that results or savings will be achieved if you should select Aon and/or its
affiliated €ntities to provide services to you. The experience described does not represent all recommendations made to clients nor does it

represent the experience of all clients. The reader should not assume that an investment in any securities identified or a particular recommendation
was or will be profitable or favorable.

2 Diversification does not ensure a profit nor does it protect against loss of principal. Diversification among investment options and asset classes
may help to reduce overall volatility.
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The information, materials and opinions contained in this document, enclosures or attachments are for general information purposes only, are not intended to
constitute legal or other professional advice and should not be relied on or treated as a substitute for specific advice relevant to particular circumstances. We
make no warranties, representations or undertakings about any of the content of this document and any enclosures or attachments (including, without
limitation, any as to the quality, accuracy, completeness or fitness for any particular purpose of such content). Unless we provide express prior written
consent, no part of this document should be reproduced, distributed or communicated to anyone else and, in providing this document, we do not accept or
assume any responsibility or duty of care in respect of this document, enclosures or attachments to any party including a Aon client.

Notwithstanding the level of skill and care used in conducting due diligence into any organisation that is the subject of a rating in this document, it is not
always possible to detect the negligence, fraud, or other misconduct of the organisation being assessed or any weaknesses in that organisation’s systems and
controls or operations.

This document and any due diligence conducted is based upon information available to us at the date of this document and takes no account of subsequent
developments. In preparing this document we may have relied upon data supplied to us by third parties (including those that are the subject of due diligence)
and therefore no warranty or guarantee of accuracy or completeness is provided. We cannot be held accountable for any error, omission or misrepresentation
of any data provided to us by third parties (including those that are the subject of due diligence). This document is not intended by us to form a basis of any
decision by any third party to do or omit to do anything.

Any opinions or assumptions in this document have been derived by us through a blend of economic theory, historical analysis and/or other sources. Any
opinion or assumption may contain elements of subjective judgement and are not intended to imply, nor should be interpreted as conveying, any form of
guarantee or assurance by us of any future performance. Views are derived from our research process and it should be noted in particular that we can not
research legal, regulatory, administrative or accounting procedures and accordingly make no warranty and accept no responsibility for consequences arising
from relying on this document in this regard.

Calculations may be derived from our proprietary models in use at that time. Models may be based on historical analysis of data and other methodologies and
we may have incorporated their subjective judgement to complement such data as is available. It should be noted that models may change over time and they
should not be relied upon to capture future uncertainty or events.

Aon Investments Limited is authorized and regulated by the Financial Conduct Authority. Registered in England & Wales No. 4396810. When distributed in the
US, Aon Investments USA Inc. (“AIUSA”) is a registered investment adviser with the Securities and Exchange Commission (“SEC”). AIUSA is a wholly owned,
indirect subsidiary of Aon plc. In Canada, Aon Solutions Canada Inc. and Aon Investments Canada Inc. (“AlC”) are indirect subsidiaries of Aon plc, a public
company trading on the NYSE. Investment advice to Canadian investors is provided through AIC, a portfolio manager, investment fund manager and exempt
market dealer registered under applicable Canadian securities laws. Regional distribution and contact information is provided below. Contact your local Aon
representative for contact information relevant to your local country if not included below.

The Aon Centre Aon Investments USA Inc. 200 E. Aon Solutions Canada Inc./Aon
The Leadenhall Building 122 Randolph Street Suite 700 Investments Canada Inc.
Leadenhall Street London EC3V Chicago, IL 60601 20 Bay Street, Suite 2300 Toronto,
4AN USA ON M5J 2N9 Canada
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