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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&P
500, and rightly so.1 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&P 500’s performance.2

Yet, the explosive growth of passive investing presents a paradox for investors. 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 like 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.

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

This phenomenon is known as the “index effect,” and sets the stage for significant trading activity, often by
arbitrageurs looking 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 index 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,
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are hit by an extra wave of selling, after which they frequently rebound from their lowered 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 would be added
to the S&P 500, but only announced what company would be dropped later.4 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 later, S&P announced that Apartment Investment and Management Co (AlV) was the
company that would be dropped.5

Figure 1: Post-Rebalance Performance—An Example from the 2020 S&P 500 Index Rebalance

In the six months after the rebalance, TSLA had underperformed the S&P 500 by over 23% and AlV had
outperformed by over 47%.6

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: SEP Global.

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%,
Jabil 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
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 looking at stocks that underwent
changes where companies were chosen by the committee.
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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

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.

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.

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

Stay tuned for a forthcoming in-depth research piece that will explore these index changes in 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.
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