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Market Commentary

Passive investing is a parasitic model, whereby
the passive investor gets a ‘"free ride,"
benefiting from the activity and costs incurred
by others, namely active investors.

The beauty of this model, when applied to a
broad index such as the S&P 500, is that,
historically, you achieved three critical goals:

1. Low-cost investment management
2. Free allocation of capital by others
3. Broad portfolio diversification

The low-cost nature of passive investing is self-
evident—practitioners need not pay any
investment professionals for portfolio research
or decisions about capital allocation.

In particular, the allocation function relies on
active market participants to determine each
company’s price and market cap and then use
that information to set the apportionment to
each stock, which in turn determines how
much to allocate “passively.” The extra bonus
for passive investors: competitors do all this
work for you for free.

Finally, passive investors achieved broad
portfolio diversification, a key tenet of portfolio
risk management, by latching onto a broad-
based index, such as the S&P 500, and merely
paying a small initial toll.

Passive firms then set the marketing rules,
comparing all active funds, net of fees, against
a benchmark with no fees. Lo and behold,
more than 50% of firms failed to beat said
benchmark. (They never mention that their
passive strategies also underperform the same
benchmark 100% of the time, but we will
assume that is an oversight.)’

It was a brilliantly framed and executed,
parasitic business model that has worked
incredibly well:  U.S. passive funds now
represent 62% of all registered U.S. equity fund
holdings, compared with 17% twenty years
ago.?

In the world of biology, parasites can go
undetected at first, as they draw negligible
resources from their host. Over time, however,
a parasite can grow to have a significant
impact on the host, alter its behavior, and
ultimately may even kill the host, as the host’s
own best efforts at survival are no longer
sufficient to support itself.

There is no way of knowing if we are at a similar
point in U.S. public markets. However, we do
see signs of getting closer to it, as the marginal
-price-setting  mechanism that free-riding
passive investors previously relied upon runs
amok.

1 Source: https://financialpost.com/investing/fund-managers-underperform-benchmarks.

2 Source: Morningstar Direct, Callodine Research Team as of June 2024. Total Net Assets of US Open-end & ETF ex MM ex FoF ex
Feeder, Including Obsolete Funds with US Equity and Sector Equity US Category Group status.



Passive Wins the War But Kills the Host

Active investors facing repeatedly negative
flows really face only one decision: which
stocks to sell, thereby accelerating the
unwinding of actively managed capital. Their
only other option to try to avoid outflows would
be to merely mimic and amplify what the index
owns.

The more concentrated the top of the market
gets, the more difficult it is for any remaining
active investors to ignore the largest names in
the index against which their performance is
compared. The largest stocks turn into “have-
to-own” names, even if underweighted, thereby
creating a situation in which constant supply of
capital meets largely inelastic demand*—all
else equal, a recipe for higher prices and
valuations.

As markets have narrowed and concentrated,
and active investors have lost capital, the value

and small-cap names have been increasingly
irrelevant and easy for investors to ignore in
their attempt to match the index.

By removing Value and mean-reversion
investors’ role in markets, flows dominate and
the result is a winner-takes-all endgame for
performance  and subsequent market
capitalizations—a truly “haves and have-nots”
market. This has contributed greatly to 15
years of a one-way style trade (Growth
outpacing Value trading by 704% since 2009)
and size trade (Large outpacing Small trading
by 311% since 2009).4

Removing any Value orientation in the basket of
stocks that passive investors embrace
undermines one of the key tenets of passive
investing: namely, relying on others to shape
the basket for them to generate forward
returns.
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Methodology: US Open-end & ETF ex MM ex FoF ex Feeder, Including Obsolete Funds with US Category Group of US Equity or
Sector Equity. Sum of Flows into Actively Managed Funds - Sum of Flows into Passively Managed Funds.

Source: “How Competitive is the Stock Market? Theory, Evidence from Portfolios, and Implications for the Rise of Passive Invest-

ing” — Haddad, Huebner & Loualiche, https://papers.ssm.com/sol3/papers.cfm?abstract_id=3821263.

Sources: Bloomberg, Callodine Capital Research Team. Total Returns from 12/31/2008 through 6/30/2024. Growth vs Value is

Russell 1000 Growth Total Return — Russell 1000 Value Total Return. Large vs Small is Russell 1000 Total Return — Russell 2000

Total Return.



Rinse and repeat this process long enough, however, and you can end up in a precarious place—
a highly concentrated and potentially overvalued index that dominates all passive and active
portfolios. You also run the risk of breaking the entire premise and benefits of passive investing
along the way, a view for which there is growing evidence.

Suddenly you might find that “passive” is the new “aggressive” in the market, in the sense that it
takes on maximum risk without regard to the potential downside. But at least it's “free,” right?

Value investors are the most obvious casualty in the move to passive, as the historical beliefs
around mean reversion have been tested beyond their staying power when fund flows, not fair
value, dictate prices and when prices dictate passive allocations.

This same phenomenon played out during the first wave of “index investing” from 1994 to 2000,
before the dot-com bubble and subsequent recession disrupted that wave. Then, it reignited after
the Great Financial Crisis with the advent of the Qualified Default Investment Alternative and target
-date funds, which, since their adoption in 2006, effectively have steered all incremental dollars
into passive strategies.

Only a dramatic fundamental blow-up, a market-wide recession, or some other exogenous factor
is likely to disrupt this process and cause these Growth names to be removed from the
concentrated basket of what some term as “winners.” Any reversal of flows, however, may likely
cause this phenomenon to asymmetrically unwind and, in our minds, convert passive into
aggressive in a flash.

To us, the solution is clear. Run, don’'t walk, from this collection of stocks, as an entirely
undiscovered market awaits us, offering the potential for what could be vastly superior future
returns from here (more on this topic to follow).
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“It's Me. Hi. I'm the Problem.”

The third benefit of passive investing—»built-in
portfolio  diversification and  the  risk
management value that comes with it—has
also begun to evaporate. As described earlier,
we find ourselves in a market driven by
“FOMO” and passive flows with increasing
levels of market concentration. This situation is
historically unprecedented in U.S. markets.

We see two major symptoms of the current
problem, both of which we believe are adding
material risk to the holders of these equities.
First is the lost benefit of diversification, the
hallmark of basic portfolio risk management.
The concentration one sees among the largest
holdings in the most common broad-market
index, the S&P 500, is unparalleled over the
last 30 years, which covers the period when
passive investing came to the fore.

Concentration of Top 5
Companies in S&P 500

Market Cap of Top 5 Companies in S&P 500 divided
by Total Market Cap of S&P 500
Jan 1990 through June 2024 Monthly
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Even worse, passive indexers have also
completely lost the added benefit of industry or
business-model diversity. The table below lists
the companies with the largest market
capitalizations since 1950. They have
alternatively dominated the top of the market
for a very long period. But do you notice
anything about this list compared with the
industry makeup of today’'s market-cap
leaders?

Stocks with Largest Market Caps 1950 - 2010

Company Sector Industry

AT&T Telecom Telecom Services
GM Consumer  Automotive

DuPont Materials Chemicals

Exxon Energy Energy

IBM Technology  Hardware/Software
Kodak Consumer Photography

GE Industrial Conglomerate
Altria Consumer Tobacco

Walmart Consumer Retail

Coca-Cola Consumer Food

Microsoft Technology  Software/Consumer
Cisco Technology  Hardware/Telecom
Pfizer Health Care  Pharmacedticals
Proctor & Gamble ~ Consumer Household Products

Stocks with Largest Market Cap Today

Company Sector Industry
Microsoft Technology Software/Consumer
Apple i Technology Consumer
Alphabet Technology { Consumer
Amazon Technology i Consumer

Meta : Technology | Consumer

Nvidia §__j|'_¢_qr_1_n_9_|99y_ Semiconductors

Sources: Counterpoint Global via Morgan Stanley, FactSet,
Callodine Capital Research Team.

Methodology: Stocks with Largest Market Caps 1950 - 2010
are all US companies that at some year end between 1950
through 2010 had a top 3 market cap. Stocks with Largest
Market Cap Today are US companies with the largest market
caps as of 6/30/2024.



This is what diversity at the top of the S&P 500 currently looks like:

AMZN

In other words, we see essentially one business model or end market represented five times, with

their largest supplier, Nvidia,® now edging its way into the top-five mix, as well. This is a recipe for
trouble.

Again, passive can be considered the new aggressive in this regard. Prior to the current market
backdrop, very few active managers of diversified funds would dare to concentrate 35% of their
funds in five lookalike names within the same industry. But today, if you scan a list of actively

managed funds, you will see these same names dominate their top portfolio holdings as shown in
the exhibit below from our friends at Bank of America.

Crowding and Concentration Risk in Long-Only Funds
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Sources: BofA US Equity & Quant Strategy. Reprinted by permission. Copyright © 2023 Bank of America Corporation (“BAC").
The use of the above in no way implies that BAC or any of its affiliates endorses the views or interpretation or the use of such

information or acts as any endorsement of the use of such information. The information is provided "as is" and none of BAC or any
of its affiliates warrants the accuracy or completeness of the information.

5  Source: Bloomberg Supply Chain Data.



Where We Sit Now

In August 2020, the U.S. Government 10-Year Treasury note yielded 0.52%,° its lowest yield on
record and thereby offering the worst forward guaranteed return in the instrument’s history.”
Nevertheless, investors encountered few calls to abandon bonds. Quite the opposite, in fact, as
flows into bond funds accelerated into this “worst-of-all-time” starting point (as shown below):

US Bonds Funds Flow & Bond Performance by Year
1993 through 2023 Annually
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Sources: Morningstar Direct, Bloomberg Callodine Capital Research Team

Methodology: Bond Flows include US Open-end & ETF ex MM ex FoF ex Feeder, Including Obsolete Funds with US Category Group
of Municipal Bond or Taxable Bond. US Agg Bond Returns are the annual returns of the Bloomberg Barclays US Aggregate Bond
Index

Given investors’ excitement about owning more bonds throughout 2020-2021, imagine their
dismay just 12 months later, when in 2022 bonds had their worst year of performance in the past
50 years.? For the typical passive 60/40 stock and bond portfolio, that same year was even worse,
as investors saw their worst one-year return in 85 years.®

This was a relatively predictable result. Because, in investing, your starting point matters a lot.

6 Source: Federal Reserve Bank of St. Louis. Market Yield on U.S. Treasury Securities at 10-Year Constant Maturity, Quoted on an
Investment Basis, Percent, Daily, Not Seasonally Adjusted.

7 Note: The 10 Year annualized forward return on a 10 Year Treasury is equal to its yield at purchase.
8  Source: Bloomberg. Total Return of the Bloomberg Barclays US Aggregate Bond Index.

9  Source: https://www.morganstanley.com/im/publication/insights/articles/article_bigpicturereturnofthe6040_ltr.pdf.



Which brings us to the current state of the
equity market, which, in terms of both danger
and opportunity, is as bifurcated as we can
remember. At the index level, which is now
dominated by a few tech giants, the gap
between what investors are getting and what
they’re paying for that performance is quite
dismal, as evidenced by the shrinking cash
flows that are supporting the current
capitalization of U.S. markets.

Paying more for less is currently a common
phenomenon in the U.S. economy, given
inflationary ~ pressures.  But imagine a
supermarket in which prices were set solely by
supply and demand, irrespective of costs, while
every day a shopper unconcerned with value
simply buys whichever items are most in
demand. By being completely indifferent to
price, that shopper winds up steadily pushing
up the items’ prices.

Now, imagine being a shopper in that same
store, and, rather than altering their purchases
based on price, they just blindly buy the same
basket of goods week after week. That is the
equivalent to how passive investors are
behaving today.

S&P 500 Cash Yield

S&P 500 Trailing 12 Month Dividend Yield
June 1972 through June 2024 Monthly
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The dominance of the S&P 500, driven by a
handful of highly correlated, technology-driven
names has forced the market into the worst
decile of forward valuation over the last 35
years.

S&P 500 5-Year Fwd. Return By Starting Valuation Decile

S&P 500 Average Forward 5 Year Total Return by Starting Forward Earnings Yield Decile

January 1990 through June 2024 Monthly
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Methodology: Starting Forward Earnings Yield Decile is calculated as the decile rank of the blended 12 month forward earnings yield
from 1/31/1990 through 6/30/2019. The current decile rank is based on the forward earnings yield on 6/30/2024 vs monthly earnings

yield from 1/31/1990 through 6/30/2019.



The index has seemingly become one big growth bet, fueled by Al-mania and steady flows of
capital from passive investors. Yet no one seems concerned, and the “Magnificent Seven” has
become a seeming must-own cohort of stocks for passively and most actively managed funds
alike.

We think it's highly probable that investors can expect poor forward results from owning these
stocks, or the S&P 500 broadly. Any reversal of flows, for whatever reason, would make the
situation even worse.

When the “Minsky moment”—a market collapse triggered by speculative investments after an
unsustainable period of growth—may arrive is up for debate. But the enormous aggregation of risk
surrounding this concentration at extreme valuation levels is alarming to those of us who invest
outside of this small cadre of names.

The Surveillance Economy — $14 trillion and
counting...

Pulling back the curtain even further on this amazon
cadre of companies dominating markets, all of 00O Meta
these businesses, to varying degrees, make 1 .’Apple

their money directly from the observation and Microsoft
very profitable modification of consumer ﬁ Google
behavior. Call it the “Surveillance Economy.”™® - ?

They perform this surveillance through their
algorithms, observing what you do, what
interests you, and what you buy while you
navigate various online “services,” many of
which are nominally free to the user. In reality,
the “user” is quite clearly the “used” in these
interactions, as their observations of customer ]
behavior allows them to extract enormous, semi

-monopolistic  profits, which all of these v
businesses govern and fiercely protect. o

Artificial intelligence is the next frontier of the
Surveillance Economy. It will significantly aid
these companies in modifying consumer -
behavior, as they will no longer have to wait and
observe what you do before selling that
information to the highest bidder.

10 Note: The term “Surveillance Capitalism” is attributed to Shoshana Zuboff's 2014 essay A Digital Declaration: Big Data as Surveil-
lance Capitalism.



Instead, they will now take over the “thinking” for you. Increasingly, they will anticipate rather than
observe consumer choice, and they will tell you what interests you, what you will like, what you will
think, and, most profitably, what you will buy.

Somewhat ironically, these “puppet masters” now have their own puppet master, Nvidia, which
itself has quickly become Master of the Puppeteers.

Sequoia Capital recently put out an update to “Al's $200bn Question,”"! the provocative note it
issued last September. The most recent version, now titled “Al's $600bn Question,” updates their
math and explains the fantastical rise of Nvidia’s revenue estimates to a now $600 billion problem,
up 3x from the report authored just nine months prior.

The Sequoia note summarizes the somewhat alarming gap between the revenue required or
implied by the Al infrastructure build-out and the actual revenue of the Al ecosystem. According to
its math, the Q4 2024 run-rate estimate for Nvidia revenues implies an annualized revenue model
of $600 billion to allow for payback.

If that number seems large, it is. It equates to the current revenues of Microsoft, Google, and Meta
combined. Certainly “cost savings” could also provide some of the required return on investment,
but these claims are often dubious at best.

The more obvious questions are, how long can these companies continue to spend at this rate
without an obvious return on that spending, and how can the market capitalize Nvidia at what
would certainly appear to be a “peak-ish” spending rate?

MSFT, GOOG, & META CAPEX by Year

Microsoft (MSFT), Alphabet (GOOG), & Meta (META) Capital Expenditures by Year
1988 through 2024 Annually
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Methodology: Capital Expenditure by Calendar Year. CAPEX for 2024 is calendar Q1 2024 annualized (multiplied by 4).

11 Source: https://www.sequoiacap.com/article/ais-600b-question/.
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Can they spend at this rate in perpetuity? Yes, they can, as its existing businesses produce
enormous free cash flow each year. Will they, or should they, spend this way in perpetuity? That
question will ultimately be answered by whether or not the firm’s revenues to support that
investment ever materialize. In fact, this is the key to unlocking Nvidia’s future prospects and
whether the market has discerned a sustainable trend or is simply capitalizing its peak build-out
momentum. We touched on this topic in our last quarterly letter, “Real Costs in the Real World.”

Build-outs of the railroads and fiber network have been used as comparisons. These comparisons
may turn out to be prescient. Each destroyed a tremendous amount of capital before they
ultimately provided infrastructure that many business models and fortunes were built upon, just not
for the poor puppets who originally funded it.

Playing it Forward

There is no doubt that these market-leading businesses have grown tremendously, not only in
terms of their societal influence but also their net income, earnings multiples, and, ultimately,
market capitalizations. A common question we get from investors is, “What will ultimately break the
virtuous cycle for the large-cap tech industry?” We could speculate about various reasons that
could eventually rein in these stocks, such as increased regulation, an economic downturn—we
still contend that software is a cyclical business—or some exogenous event causing a broad
market sell-off. (Keep in mind, when the market only owns a handful of stocks, it only has a handful
of stocks to sell.)

But rather than speculate on the demise of the Magnificent Seven, let’s instead look at what would
happen if this expansion trend continues unabated. The companies’ forward multiples certainly
imply this is the case. If we assume these stocks continue their outperformance, both in terms of
earnings growth and market-cap creation, the following table indicates what that might look like in
a few years:'?

Magnificent 7: Playing the Trend Forward

2019 2024 2029 (Projected)
Net Income $170B $545B $1,7498
Market Capitalization $5,152B $15,771B $48,279B
Avg. Weighting in S&P 500 2.6% 4.7% 9.8%
Total Weighting in S&P 500 18.5% 33.0% 68.7%

Sources: Bloomberg, Callodine Capital Research Team

12 Methodology: Magnificent 7 includes MSFT, AMZN, META, AAPL, GOOG, NVDA, and TSLA. Net Income for 2019 is the 2019
calendar Net Income available to common shares. Net Income for 2024 is the estimated 2024 calendar Net Income available to
common shares. Market Capitalization for 2019 is as of 12/31/2019. Market Capitalization for 2024 is as of 12/31/2024. 2029
Projected Net Income and Market Capitalization is calculated as the value for 2024 multiplied by the growth from 2019 to 2024.
The 2029 S&P 500 Market Capitalization is calculated as the Market Capitalization of the S&P 500 ex Magnificent 7 multiplied by
the growth in the Market Capitalization of the S&P 500 ex Magnificent 7 from 2019 to 2024, plus the 2029 (Projected) Market
Capitalization of the Magnificent 7.
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Some might argue that the 2029 projections are completely farcical, and we agree. And yet, for
the market to be so in love with these stocks, those projections are effectively what is being priced
into their current multiples. In order to justify such extreme valuations, you must assume the status
quo will persist for some time.

For those familiar with mutual fund diversification rules, one obvious problem with this forecast is
the so called “5/50” rule, which states five or fewer issuers cannot contribute more than 50% of
fair market value of a regulated investment company’s total assets. Should the current trend con-
tinue, the S&P 500 Index and any funds whose holdings mimic it could eventually become so con-
centrated that they would actually violate this rule. That we are barreling towards a violation of this
basic principle of diversification should clarify matters for anyone who thinks that investing in the
S&P 500 provides diversified exposure to U.S. equities.

The Antidote Market

Fortunately for investors willing to look beyond the popular stocks and indexes, there is an entire
“other” market out there, with cash-on-cash returns that still look very attractive within equities,
and where portfolio diversification remains in place. Where straightforward investing rules the day
among stocks that are largely ignored and where the fundamental performance of a company
arguably has a more linear impact on stock price performance. These are largely traditional
business models that produce positive cash flow and, while perhaps not the growth darlings of the
surveillance economy, do demonstrate attractive organic growth in their own right.

Nifty Fifty Price Returns in 1970s vs QQQ Today

Nifty Fifty Price Returns from Dec 1970 through Dec 1980 Monthly
QQQ Price Returns from Jan 2020 through Jun 2024 Monthly
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Source: BofA Global Research. Reprinted by permission. Copyright © 2023 Bank of America Corporation (“BAC”). The use of the
above in no way implies that BAC or any of its affiliates endorses the views or interpretation or the use of such information or acts as

any endorsement of the use of such information. The informationis provided "as is" and none of BAC or any of its affiliates warrants
the accuracy or completeness of the information.
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As investors that try to find relative value outside of the current fad, we note that free cash flow
can be sourced relatively cheaply today across a variety of sectors, as demonstrated in the
graphic below:

Sector Makeup of S&P 500 Companies w/ FCF Yield > than 10Yr Treasury
Data as of 6/30/2024

Sector Weight of Companies with Sector Over/Under Representation
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Sources: Bloomberg, Callodine Capital Research Team

Methodology: Market Cap as of 6/30/2024. 10 Year Treasury Yield as of 6/30/2024 equal to 4.3961%. Sector Weight of
Companies with FCF Yield > 10Yr Treasury is the sum of market cap for S&P 500 companies in each sector with a trailing 12
month free cash flow yield greater than 4.3961% divided by the sum of market cap for S&P 500 companies with a trailing 12
month free cash flow yield greater than 4.3961%. Over/Under Representation is the Sector Weight of Companies with FCF Yield
> 10Yr Treasury minus the weight of the entire sector in the entire S&P 500 index.

Although investing in mega-cap tech has produced phenomenal returns for investors over the
past several years,'® we note that rapid and fantastic historical returns may actually present a
headwind, not a tailwind, to future performance.

So, while passive flows continue to crowd into the most crowded room in the market, we think
investors should consider sitting this one out, as there is no extra reward for trying to make the
last marginal dollar in a market by risking significant losses. Instead, we advocate a “back to
basics” approach in an area of the market in which fundamentals can be rigorously evaluated and
an appropriate valuation both applied and attained.

In conclusion, in a world where the cost of capital once again matters, it might pay to start doing
the actual math.

13 Source: Bloomberg, Callodine Capital Research Team. Russell Top 200 Technology Index outperformed the S&P 500 by 41.4%
from June 30, 2021 through June 30, 2024.
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Disclosure

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or
any advice or recommendation to purchase any securities or other financial instruments and may not be construed as such. The
factual information set forth herein has been obtained or derived from sources believed by Callodine Capital Management, LP
(“Callodine”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information
serve as the basis of any investment decision.

Past performance is not a guarantee of future results.

The views expressed reflect the current views as of the date hereof and neither the author nor Callodine undertakes to advise you of
any changes in the views expressed herein. It should not be assumed that the author or Callodine will make investment
recommendations in the future that are consistent with the views expressed herein, or use any or all of the techniques or methods of
analysis described herein in managing client accounts. Callodine and its affiliates may have positions (long or short) or engage in
securities transactions that are not consistent with the information and views expressed in this presentation.

This analysis is for illustrative purposes only. This material is intended for informational purposes only and should not be construed
as legal or tax advice, nor is it intended to replace the advice of a qualified attorney or tax advisor. The recipient should conduct his
or her own analysis and consult with professional advisors prior to making any investment decisions.

Index returns and other investment products cited within are provided to show an example of return potential during the relevant time
periods. Broad-based securities indices are unmanaged and are not subject to fees and expenses typically associated with managed
accounts or investment funds. Investments cannot be made directly in an index.

The S&P 500 is a market capitalization weighted index of large-capitalization U.S. equities that includes 500 of the top companies in
leading industries of the U.S. economy. The S&P 500 High Dividend Index is designed to measure the performance of 80 high yield
companies within the S&P 500 and is equally weighted to best represent the performance of this group, regardless of constituent
size. The Dow Jones U.S. Select Dividend Index aims to represent the U.S.'s leading stocks by dividend yield. The Russell MidCap
Growth Index measures the performance of the midcap growth segment of the US equity universe and includes those Russell
Midcap Index companies with relatively higher price-to-book ratios, higher I/B/E/S forecast medium term (2 year) growth and higher
sales per share historical growth (5 years). The Russell 1000 Growth Index measures the performance of the large-capitalization
growth segment of the US equity universe and includes those Russell 1000 companies with higher price-to-book ratios and higher
forecasted growth values. The Russell 1000 Value Index measures the performance of the large-cap value segment of the US equity
universe and includes those Russell 1000 companies with lower price-to-book ratios and lower expected growth values.

All projections contained herein represent our current beliefs and should not be construed as recommendations or a guarantee of
future results.



