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The financial world passed a milestone in 2024: for the first time, the assets managed
by passive investment strategies in the U.S. exceeded those under active management,
marking the peak of a decade-long shift toward indexing at the cost of active managers’
market share.

The S&P Annual Survey of Assets from last year reveals a staggering $11 trillion now

indexed to the S& 500, and rightly so.l The SPIVA 2023 scorecard highlights a telling
trend: over the past decade, a mere fraction, less than 13%, of U.S. large-cap funds

have managed to surpass the S& 500’s performance.?

Yet, the explosive growth of passive investing presents a paradox for 1investors. Each
announcement of constituent changes by the S&P 500 propels money managers into a
whirlwind of activity, adjusting their holdings to align with the index’s. However, this
flurry of trades often prompts short-term price fluctuations, potentially skewing future
returns.

Decoding the Rebalancing Act

Behind the S&P 500, the Standard & Poor’s Committee meticulously curates the index using
a process that involves a careful consideration of factors 1like market capitalization,

liquidity and sector representation.3

Rebalancing the index, however, extends beyond administrative upkeep, profoundly
affecting the stocks being welcomed or bid farewell. As mutual funds and ETFs that track
the S&P 500 recalibrate their holdings to include new additions, a surge in demand often
follows, temporarily influencing stock prices.

Ssimilarly, index drops result in selling pressure for stocks that are shunned by the
committee.

This phenomenon 1is known as the “index effect,” and sets the stage for significant
trading activity, often by arbitrageurs Tlooking to capitalize on these short-term
fluctuations.

As more traders try to capitalize on this index effect between the announcement and
effective date, the actual movement of the stock once added or removed from the index
can deviate from what we would expect, especially in the long run.

The new dynamic flips the traditional 1index effect narrative: stocks chosen by the
committee to be added usually already have lofty valuations, plus they now enjoy a pre-
inclusion rally, only to then face post-addition sluggishness. Meanwhile, stocks chosen
to be dropped, usually after short-term headwinds, are hit by an extra wave of selling,
after which they frequently rebound from their Towered levels and become winners yet
again.

Recent Changes and Their Impact

To get a better sense of what is happening around the announcement and effective change
dates, let’s take a look at two recent high profile rebalances.

First, the rebalance on December 21, 2020. On November 16, S&P announced that Tesla woul
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d be added to the S&P 500, but only announced what company would be dropped later.* From
November 16 to December 18, Tesla had a total return of over 70%, compared to the S&P
500’s 3%.

A few weeks Tlater, S&P announced that Apartment Investment and Management Co (AIV) was

the company that would be dropped.?

Figure 1: Post-Rebalance Performance-An Example from the 2020 S&P 500 Index
Rebalance
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Source: Jeremy Siegel with Jeremy Schwartz, research for Stocks for the Long Run, 6th ed., 2022, Past performance is not
indicative of future results. Calculated from 12/18/20 to 6/18/21.

In the six months after the rebalance, TSLA had underperformed the S&P 500 by over 23%
and AIV had outperformed by over 47%.°
More recently, there was a rebalance on December 18, 2023.

Figure 2: S&P 500 Announces the Additions for the 2023 Rebalance

Effective Date Index Name Action  Company Name Ticker GICS Sector

Dec. 18,2023 | S&P 500 Addition| Uber Technologies UBER | Industrials

Dec. 18,2023 | S&P 500 Addition| Jabil JBL | Information Technology
Dec. 18,2023 | S&P 500 Addition| Builders FirstSource BLDR | Industrials

Source: S&P Glabal.

Looking at this rebalance date, we see that all three of the proposed additions
outperformed the S&P 500 in the two weeks between the announcement date and the
effective date. Uber outperformed by over 6%, 3Jabil by almost 12%, and Builders First
Source by almost 18%.7

Figure 3: Performance of the S&P 500 Index Additions—the 2023 Rebalance Example
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Source: Jeremny Siegel with Jeremy Schwartz, research for Stocks for the Long Run, 6th ed., 2022, Past performance is not
indicative of future results. Calculated from 12/1/23 to 12/15/23.

Expanding the Lens: A Five-Year Review

To get a better sense of this effect, we collected all the changes that occurred in the
S&P 500 since 2019. This accounts for five years of constituent changes, specifically
only Tooking at stocks that underwent changes where companies were chosen by the
committee.

Figure 4: Looking at Historical S&P 500 Index Rebalances, Comparing Performance
of Additions to Performance of Deletions Leading into and then After the Event

Average Relative Ret

Time from
Change
- 1 Month 4.40% -3.53%
-2 Weeks 2.65% -4.19%
2 Weeks -1.13% -0.88%
1 Month -1.08% -1.00%
3 Months -2.06% -1.45%
& Months -3.89% 4.88%
12 Months -4.74% 15.94%

Source: Jeremy Siegel with Jeremy Schwartz, research for
Stocks for the Long Run, 6th ed., 2022, Past performance
is not indicative of future results.

Adds: Specifically, stocks poised for inclusion in the S&P 500 tended to outshine the
broader index by about 2.6% in the two-week run-up to their addition. However, once
officially added, these stocks often fell short of the index and on average they
underperformed by 4.7% over the next 12 months.

Drops: Conversely, companies on the verge of removal experienced an initial downturn,
selling off before their actual exclusion. Yet, once removed, these stocks frequently
started to recover, outpacing the index by nearly 5% on average in the following six

months and by almost 16% over the next 12 months.
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This pattern we see around the rebalance of indexes underscores how the explosion of
passive investing and index changes can have long lasting impacts for adds/drops to the
index.

wWe believe that 1investors and market strategists should consider these trends when
navigating 1index rebalancing events, as they can have significant implications for
investment strategies.

Stay tuned for a forthcoming 1in-depth research piece that will explore these 1index
changes 1in greater detail, providing a more comprehensive understanding of their impact
on the market and a deeper understanding of how this effect intertwines with popular
value and low volatility narratives.

1 source: “s&p Dow Jones Indices Annual Survey of Assets,” S& Global, https:
al.com/spdji/en/documents/index-news-and-announcements/spdji-indexed-asset-survey-2022.

df

2 source: “SPIVA® U.S. Scorecard,” S&P Global, https://www.spglobal.com/spdii/en/document
s/spiva/spiva-us-year-end-2023.pdf

3 source: “s&pP U.S. Indices Methodology,” S&P Global, https://www.spglobal.com/spdji/en/d
ocuments/methodologies/methodology-sp-us-indices.pdf

4 source: “Tesla Set to Join S&P 500,” s&,P Global, https://www.spglobal.com/spdii/en/docu
ments/indexnews/announcements/20201116-1258362/1258362_tdec215addconsult. pdf

> source: Brian Scheid, “Apartment Investment & Management Dropped from S& 500 to Make
way for Tes1a,” S&P Global, htt s lobal.com/marketintelligence/en/news-insights

for- tes1a 61715093

6 source: “uber Technologies, Jabil and Builders FirstSource Set to Join S&P 500; oOthers
to Join S&P MidCap 400 and S&P smallcap 600,” S&P Global, https://www.spglobal.com/spdji
/en/documents/indexnews/announcements/20231201-1467851/1467851_dec2023shuf.pdf

7 source: Jeremy Siegel with Jeremy Schwartz, research for Stocks for the Long Run, 6th
ed., 2022. Past performance 1is not indicative of future results. Calculated from 12/1/23
to 12/15/23.

For the top 10 holdings of DGRW please visit the Fund's fund detail page at https://www.
wisdomtree.com/investments/etfs/equity/dgrw

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is intended for electronic use only. Individuals who intend to print and
physically deliver to an investor must print the monthly performance report to accompany
this blog.

For more investing insights, check out our Economic & Market outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors only: Click here to obtain a WisdomTree ETF prospectus which
contains investment objectives, risks, charges, expenses, and other information;
read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign
investing involves currency, political and economic risk. Funds focusing on a single
country, sector and/or funds that emphasize 1investments 1in smaller companies may
experience greater price volatility. Investments in emerging markets, currency, fixed
income and alternative investments include additional risks. Please see prospectus for
discussion of risks.

Past performance is not 1indicative of future results. This material contains the
opinions of the author, which are subject to change, and should not to be considered or
interpreted as a recommendation to participate in any particular trading strategy, or
deemed to be an offer or sale of any investment product and it should not be relied on
as such. There is no guarantee that any strategies discussed will work under all market
conditions. This material represents an assessment of the market environment at a
specific time and is not intended to be a forecast of future events or a guarantee of
future results. This material should not be relied upon as research or investment advice
regarding any security in particular. The user of this information assumes the entire
risk of any use made of the information provided herein. Neither WisdomTree nor 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal advisor.
Unless expressly stated otherwise the opinions, interpretations or findings expressed
herein do not necessarily represent the views of WisdomTree or any of its affiliates.

The MSCI information may only be used for your internal use, may not be reproduced or
re-disseminated in any form and may not be used as a basis for or component of any
financial dinstruments or products or indexes. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication or guarantee of any future performance
analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this
information. MSCI, each of 1its affiliates and each entity involved in compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly
disclaims all warranties. with respect to this information, in no event shall any MSCI
Party have any Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph
Tenaglia, Jeff weniger, Matt wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,
and Brian Manby are registered representatives of Foreside Fund Services, LLC.

wisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Passive : Indexes that take a rules-based approach with regular rebalancing schedules

that are not changed due to market conditions.

Active : Funds that attempt to outperform the market by selecting securities a portfolio

manager believe to be the best.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the
Standard and Poor’s Index Committee designed to represent the performance of the leading
industries in the United States economy.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer
to companies with a market capitalization value of more than $10 billion. Large cap is
an abbreviation of the term “large market capitalization”. Market capitalization is
calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.
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