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Concentration Risk

For many years now, due to the rise of passive investment vehicles such as index funds 
and exchange-traded funds, the U.S. stock market has been drifting (at an increasingly 
rapid pace) towards the mother of all stock market crashes.  Virtually all such funds weight
their holdings by market capitalization (stock price times the number of shares), so the 
higher a stock's market cap rises, the more shares these funds have to buy.  Now a rising 
market cap could be a sign of a growing, successful company.  But it could also be a sign of 
extreme overvaluation resulting from a mania (which is always based on a story).  

Towards the end of a bull market, market breadth narrows (i.e., the percentage of stocks 
that rise in value declines).  This is probably because as the greater fools and dumbest of 
the Dumb Money is finally drawn into the market, invariably they put their money on the 
horse or two that are in the lead at the end of the race.  This demand from new investors 
causes the price to rise further.  Often these investors quickly receive large capital gains, 
which may then prompt them to buy leveraged ETFs, take out a margin loan, or buy call 
options.

In recent decades, the use of market cap-weighted index funds and ETFs has skyrocketed, 
especially since they are pretty much the default (or only) investment options in most 
401(k) plans (which are full of Dumb Money investors).  Even most actively managed 



equity mutual funds have essentially become clones of the major market indices due to 
the “career risk” faced by their managers (if the fund suffers a loss but is highly correlated 
to a major index, the manager probably won't get fired).

During a mania, market cap-weighted index funds become a Doomsday machine, because 
they must keep buying the shares of the most popular and overpriced stocks, regardless of 
valuation, investor sentiment, insider selling, short interest, accounting fraud, ESG, 
financial strength, dividend payments, etc.  The danger is a continued belief in a theory 
(the Efficient Market Hypothesis, or EMH) that is based on unrealistic assumptions at 
precisely the worst possible moment. 

There are several reasons for this.  First, the Smart Money wants the Dumb Money to 
believe that markets are efficient so they can trade against them and take advantage of 
their naivete.  When Warren Buffett recommends individual investors buy index funds, he 
doesn't do so because he's just a benevolent grandfather dispensing prudent investment 
advice to the masses for free.  Instead, he wants to have a lot of marks that he can trade 
against so he can make money.  

When the EMH was first developed, virtually all investors were looking for $20 bills lying 
on the sidewalk waiting to be picked up, so there was some theoretical basis for the idea 
that markets were efficient.  Today, most investors have stopped looking for abnormal 
opportunities, so the case for the EMH has never been weaker. 

The second reason for the rise in the popularity of the EMH religion is that it's a story that 
permits laziness while promising a great afterlife.  The human brain loves stories, 
especially if they allow the brain to conserve glucose, as our primitive brains still believe 
that glucose is scarce, as it was for millennia.  Researching companies, performing 
fundamental analysis, making decisions and being patient all require time, effort and 
money.  The brain would very much prefer to scroll through TikTok or binge watch Netflix 
(which ironically is now the sixteenth largest component of the S&P 500 index with a 
market cap of over $511 billion!).  The EMH story also allows fund managers and 
investment advisors to spend time on other pursuits such as marketing or playing golf, 
since the fundamentals don't matter anymore.

Another reason for the perpetuation of the EMH myth is that a number of academics won 
fame, fortune and Nobel Prizes by coming up with neat, tidy (and wrong) theories like 
EMH in their ivory towers.  Often they went on to make bank advising hedge funds based 
on their theories (such as Long-Term Capital Management before it blew up spectacularly).
If new information or ideas come to light that cast doubt on the validity of the EMH, these 
guys will not be willing to admit that a better theory has come along, so now the spotlight 
(along with fame and fortune) should shift to the people who developed that theory.  The 
Scientific Method is a great ideal, but the reality is that in the scientific world (which 
includes economics and finance), progress is made one funeral at a time.

This perfect storm of an over-optimized (and no longer valid) theory, laziness and a mania
has resulted in the absurdity that are now the major market indices.  For the S&P 500 
index, the top eight companies comprise 36.44% of the index.  With a market cap of over 

https://www.investopedia.com/terms/l/longtermcapital.asp
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$4.4 trillion, top holding NVIDIA alone comprises 7.65%! 
 

In 1929, Joseph Kennedy (father of JFK)--who was then a stockbroker--realized, “If shoe 
shine boys are giving stock tips, then it's time to get out of the market.”  A year ago I 
developed a similar heuristic: If a female groupie asks a CEO to autograph her breast, it's 
time to sell the stock.  Last June NVIDIA's CEO happily applied his John Hancock: 

Recently NVIDIA insiders have been following my rule about “staying abreast” of market 
sentiment:

https://time.com/5707876/1929-wall-street-crash/


 

BTW, has anyone noticed that NVIDIA's quarterly Beneish M-Score (a measure of the 
likelihood that a company's management is manipulating its reported earnings) has been 
in the “likely manipulator” range (greater than -1.78) since January 2024 (see chart 
below)?  Would that make me a party pooper, a negative Nancy?  Would lower reported 
profits result in lower capital gains on insider sales of stock, and fewer breasts to 
autograph?  Well that would be a real bummer!



  

The weighting of the tech-heavy NASDAQ 100 index is even more absurd.  The top eight 
companies (which are identical to those of the S&P 500) comprise over 68% of the index!



The vast majority of retail traders today have no idea of the risk they are taking by owning 
market cap-weighted funds that are heavily invested in richly valued stocks that are 
currently beloved by investors.

How beloved?  Consider the amount of capital that companies (and thus investors) are 
throwing at AI.  Recently, Meta offered a 24-year old top AI researcher a compensation 
package of $250 million over four years.  At some point, investors' capital will run out and 
they will demand a return on their investment.  But not to worry, because as AI guru Sam 
Altman has repeatedly stated, OpenAI's long-term strategy for generating revenue 
involves asking a future artificial general intelligence system to figure out how to generate a 
return on investment for its investors.  

Holy crap, that's brilliant!  Spend trillions of dollars to create a souped-up version of Ask 
Jeeves and then it will tell you how you can earn all of that money back, and then some?  
Damn, I wish I had thought of that!  It reminds me of the infamous speculative venture 
that emerged during the South Sea Bubble of 1720 that described itself as “a company for 
carrying on an undertaking of great advantage, but nobody to know what it is.”  

Well I listen to numbers instead of stories, so let's look at some numbers.  Last year 
OpenAI had revenue (not profits) of $3.7 billion, resulting in a loss of about $5 billion.  
Wow, $3.7 billion is a lot of money (here I'm employing the mental accounting used by 
gamblers)!  Not even close to say, $4.4 trillion, but my (primitive) brain tells me it's a very 
big number!  

Seriously, like I saw around 1999 (after which the NASDAQ stock market lost about 80%), 
profits are passe, not to mention free cash flow and dividends.  Revenue doesn't really 
matter, either, as long as it's growing.  Investors will just have to keep rubbing their capital
against the magic AI lantern, which will eventually summon the genie that will tell them 
how they can earn all of their money back.  I wish them the best.          
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I would love to hear from you!  If you have any comments, suggestions, insight/wisdom, or
you'd like to share a great article, please leave a comment. 

Disclaimer

The content of this newsletter is intended to be and should be used for informational/ educational 
purposes only.  You should not assume that it is accurate or that following my recommendations will 
produce a positive result for you.  You should either do your own research and analysis, or hire a qualified 
professional who is aware of the facts and circumstances of your individual situation. 

Financial Preparedness LLC is not a registered investment advisor.  I am not an attorney, accountant, 
doctor, nutritionist or psychologist.  I am not YOUR financial planner or investment advisor, and you are 
not my client.

Investments carry risk, are not guaranteed, and do fluctuate in value, and you can lose your entire 
investment.  Past performance is not indicative of future performance.  You should not invest in something
you don't understand, or put all of your eggs in one basket.

Before starting a new diet or exercise regimen, you should consult with a doctor, nutritionist, dietician, or 
personal trainer.
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