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Key Takeaways
× Facebook, Amazon, Apple, Netflix, Google (Alphabet) and Microsoft now make up over 24% of the U.S.

market.1
Tyler Dann
Head of Research, Americas
John Owens
Senior Portfolio Manager

× The juggernauts of today’s market are popular, fast growing, sustainability minded, and outperforming.

What's not to like? Well, past is not prologue. These companies face a variety of risks and some of their
valuations set a high bar.
× Investors should beware of overconcentration.
× We are selectively investing in FAANGM stocks, but underweight technology stocks generally. This

reflects our best research and should help us empower investor success.

For General Public Use

Following several years of FAANGM outperformance, these six stocks remain a formidable force with
enormous popularity. Given the concentration of these stocks, we spoke to John Owens and Tyler Dann to
capture their expert views via a Q&A format. Here is what they had to say.
John, do FAANGM stocks feature at the top or bottom of your list as a Portfolio Manager?
While FAANGM may be a catchy acronym, we don’t paint these stocks with such a broad brush. They do
share some common characteristics (fast growing, mega-cap ‘tech’ stocks), but there are some
significant differences in their business models and competitive positioning as well as the attractiveness
(or unattractiveness) of their stock prices. So, we evaluate each stock on its own individual merits.
In All-Cap Equity, which is our go anywhere portfolio, we very much like Facebook and Alphabet, both of
which we’ve held for many years and they are also our two largest positions in the portfolio. We have
indirect exposure to Apple through our Berkshire Hathaway position, our third largest holding.
We have no exposure to Amazon, Netflix, or Microsoft. We think these are great businesses, but their
share prices currently do not meet our strict valuation criteria for this strategy. Plus, we only hold 36
stocks in this portfolio2, so they have plenty of company in being excluded from our portfolio.

1 Originally sourced from Yardeni Research Stock Market Briefing: FAANGMs as at Sept 10th, 2021. Also validated by Morningstar Investment
Management calculation against the Morningstar US Market Index, using data from Morningstar Direct to 08/31/2021.
2 Accurate as at August 31st, 2021 but subject to change.
©2021 Morningstar Investment Management LLC. All Rights Reserved. Morningstar Investment Management LLC is a registered investment adviser and subsidiary of Morningstar, Inc. The Morningstar name and logo are registered marks of
Morningstar, Inc.
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Exhibit 1 The All-Cap Equity Portfolio holds FAANGM selectively.

Source: Morningstar Investment Management calculation, Morningstar Direct data, as at 8/31/2021. For illustrative purposes only. Past performance
is not indicative of future results.

Can you talk us through these FAANGM stocks and anything that currently worries you? For
example, extremely high price/earnings ratios?
Well, let’s first start with some Morningstar Equity Research ratings. According to the analysts,
Facebook, Amazon, Alphabet, and Microsoft all possess wide economic moat ratings (or durable
competitive advantages), whereas Apple and Netflix have narrow economic moats.
Plus, the analysts also believe that Apple and Netflix are overvalued, trading at 22% and128% premiums,
respectively3. We’d also note that Amazon and Netflix trade for roughly 50 times Bloomberg consensus
earnings estimates for the current year4. So, the valuations on some of these stocks are worrisome.
But, we’d note that both Facebook and Google trade for a more reasonable 24 times 2021 earnings5,
which is a very modest premium to the market, especially considering their competitive strengths,
excellent growth prospects, and rock-solid balance sheets. So, again, we don’t paint with a broad brush
here.
The FAANGM stocks also face a variety of risks, including increased regulatory scrutiny (both in the U.S.
and around the world), more head-to-head competition (e.g., Microsoft and Google attacking Amazon’s
cloud business; Amazon Prime Video and Apple TV versus Netflix streaming service, Amazon and Google
pushing into Apple’s hardware business, etc.), and challenges from new disrupters (e.g., TikTok luring
users away from Facebook, additional online ad platforms potentially slowing Alphabet’s revenue
growth, etc.). Even if the companies maintain their leadership positions, they may not meet the market’s
lofty growth expectations. We also think declining interest rates have flattered the valuations on these
growth stocks, much more so than those of value stocks.
3 To their fair value estimates as of August 31, 2021. Sourced from Morningstar Direct.
4 Sourced from Bloomberg as at August 31st, 2021
5 Also sourced from Bloomberg as at August 31st, 2021
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Tyler, can you unpack the outperformance of FAANGM? Is it simply higher growth in technology
companies?
Yes, higher growth rates in tech do explain some of the changing shape of the U.S. equity market. As is
often the case, it’s a bit more complex when you go under the hood.
First of all, let’s figure out what “technology” means, because companies such as Alphabet, Amazon and
Facebook, that most would associate with “technology” are, from a sector classification perspective,
allocated to other sectors such as Consumer Discretionary and Communication Services. When we
expand the list of companies to include these type of companies, we see that the “technology”
weighting within the Morningstar US Market Index has dramatically increased over the past decade or
so, from 19.78% in 2010 to 37.62% most recently6.
Part of this can be attributed to earnings contribution. When you measure the earnings contribution of
technology companies, using the same categorization as before, we see that these companies
accounted for 18.6% of the Morningstar US Market Index’s earnings in 2010. In 2021 year-to-date, this
contribution has been 32%. So, this certainly implies that earnings growth delivered by technology
companies has been superior and would therefore merit some increased representation in the index.
Obviously, that does not explain the entirety of the weighting increase. Most of the rest of this can be
explained by P/E multiple expansion – or said simply, how much people are willing to pay for a dollar of
profit. In 2010, again using the same grouping of technology companies, the P/E multiple was 18.7
times. Today it is 35 times.
Supporters of FAANGM stocks would cite technological disruption and better ESG standards
(environmental, social and governance) as key reasons for outperformance. How would you
respond to this?
I think there is some merit to this argument. It’s often instructive to decompose potential sources of
outperformance into “buckets”. I can think of at least three, including – first, differentials in growth;
second, differences in in valuation; and third, differences in yield.
If we then think through these concepts of technological disruption and better ESG standards with a
mind towards which bucket of outperformance they might impact. Technological disruption would
probably impact differences in growth – companies benefitting from technological disruption would
presumably experience better growth, and vice-versa.
ESG standards would also potentially impact growth rates in the long run, but more immediately, would
impact investor sentiment, which in turn could contribute to differences in valuation – with companies
displaying better ESG characteristics garnering higher valuation multiples – and vice-versa.

6 Morningstar indexes data sourced from Morningstar Direct, as at August 31st 2021
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Given the observations made earlier on the evolution of earnings contribution and P/E multiple of
technology companies over time, it’s reasonable to conclude that technological disruption and better
ESG standards would have contributed at least in part to this group’s outperformance.
So, what do you make of the extreme popularity in this space?
In short, we view extreme popularity as a warning sign. As long-term, valuation-driven investors with a
contrarian mindset, one of the pillars of our investment process is the compilation and measurement of
contrarian signals. The academic literature supports this approach, with unloved stocks having a
tendency to outperform popular stocks.
Our approach measures three contrarian signals—expectations, positioning, and sentiment—and
assigns a score to every asset class we consider. For some perspective as to where this analysis
suggests we are today for technology companies, US technology companies receive among the lowest
possible score from our investment universe of over 200 equity groups. We’d view this as a potential red
flag.
John, there are growing mutters from some corners about concentration risk. Can you explain?
It’s interesting. Cap-weighted indexes tend to add stocks priced at high market valuations (e.g., Tesla
entered S&P 500 in December 2020) and kick out stocks priced at deep discounts. This may mean buying
high and selling low. The highest flyers also end up taking a greater percentage of the index over time.
We think there’s reason for concern here. If the FAANGM stocks were to fall out of favor, it would be an
enormous drag on the index. We’ve seen this before with the Nifty Fifty in the 1970’s and the
technology bubble in the late 1990’s.
How do you deal with this concentration risk at the index level?
Fortunately, as active managers, we don’t have to track the index. On the contrary, as focused investors,
we invest only in our highest conviction stock ideas. We aim to buy stocks at significant discounts to our
estimates of their intrinsic value and to sell when they approach or exceed our estimates of their
intrinsic value. In other words, we seek to buy low and sell high.
Of course, markets can remain irrational for lengthy periods of time and sometimes, high-flying stocks
end up more than justifying their valuations. So, being different from the market can lead to bouts of
underperformance and this is especially true for us when frothier stocks outperform. That said, we think
our enduring philosophy and disciplined approach to investing should lead to better results over the long
run.
So, what are your key positioning points within U.S. stocks today, acknowledging this
overconcentration?
Again, All-Cap Equity is our go anywhere portfolio and we’re currently invested across the Morningstar
style boxes (from small-cap to mega-caps, from deep value to high growth) and across various sectors.
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The common theme is we like to invest in significantly undervalued high-quality stocks and we’ll
selectively invest in deeply discounted lesser quality names as well. That said, the portfolio today, has a
bias toward value stocks and this includes a significant overweight to financial services and a
substantial underweight to technology stocks.
We've included a snapshot below from 08/31/2021 that will help illuminate this positioning.
Exhibit 2 Our All-Cap Equity Portfolio is underweight technology and overweight value stocks.

Source: Morningstar Investment Management calculation, Morningstar Direct data, as at 8/31/2021. For illustrative purposes only. Past performance
is not indicative of future results.

And finally - do either of you have any parting wisdom for mom and pop investors out there as it
relates to FAANGM stocks?
Beware of catchy acronyms. Earlier this century, the BRIC acronym (Brazil, Russia, India, and China;
South Africa was added in 2010) was all the rage. They were the world’s fastest growing emerging
market economies and lived up to the hype for years.
But, growth in those economies slowed after the global financial crisis and a subsequent collapse in the
price of oil. So, most of the BRIC funds shut down or merged with other investment vehicles. Just as
with FAANGM, there were significant differences in these countries’ economies. Brazil and Russia have
continued to struggle, while India and China have rebounded.
We wouldn’t be surprised if we saw a similar divergence among the FAANGM stocks in the years to
come, but by then Wall Street will be promoting another acronym! K
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Disclosures
Opinions expressed are as of the current date; such opinions are subject to change without notice. Morningstar Investment
Management shall not be responsible for any trading decisions, damages, or other losses resulting from, or related to, the
information, data, analyses or opinions or their use. This commentary is for informational purposes only. The information, data,
analyses, and opinions presented herein do not constitute investment advice, are provided solely for informational purposes and
therefore are not an offer to buy or sell a security. Please note that references to specific securities or other investment options
within this piece should not be considered an offer (as defined by the Securities and Exchange Act) to purchase or sell that specific
investment. Performance data shown represents past performance. Past performance does not guarantee future results.
All investments involve risk, including the loss of principal. There can be no assurance that any financial strategy will be
successful. Morningstar Investment Management does not guarantee that the results of their advice, recommendations or
objectives of a strategy will be achieved.
This commentary contains certain forward-looking statements. We use words such as “expects”, “anticipates”, “believes”,
“estimates”, “forecasts”, and similar expressions to identify forward-looking statements. Such forward-looking statements involve
known and unknown risks, uncertainties and other factors which may cause the actual results to differ materially and/or
substantially from any future results, performance or achievements expressed or implied by those projected in the forward-looking
statements for any reason. Past performance does not guarantee future results.
Morningstar® Managed PortfoliosSM are offered by the entities within Morningstar’s Investment Management group, which
includes subsidiaries of Morningstar, Inc. that are authorized in the appropriate jurisdiction to provide consulting or advisory
services in North America, Europe, Asia, Australia, and Africa. In the United States, Morningstar Managed Portfolios are offered by
Morningstar Investment Services LLC or Morningstar Investment Management LLC, both registered investment advisers, as part of
various advisory services offered on a discretionary or non-discretionary basis. Portfolio construction and on-going monitoring and
maintenance of the portfolios within the program is provided on Morningstar Investment Services behalf by Morningstar
Investment Management LLC. Morningstar Managed Portfolios offered by Morningstar Investment Services LLC or Morningstar
Investment Management LLC are intended for citizens or legal residents of the United States or its territories and can only be
offered by a registered investment adviser or investment adviser representative.
Investing in international securities involve additional risks. These risks include, but are not limited to, currency risk, political risk,
and risk associated with varying accounting standards. Investing in emerging markets may increase these risks. Emerging markets
are countries with relatively young stock and bond markets. Typically, emerging-markets investments have the potential for losses
and gains larger than those of developed-market investments.
A debt security refers to money borrowed that must be repaid that has a fixed amount, a maturity date(s), and usually a specific
rate of interest. Some debt securities are discounted in the original purchase price. Examples of debt securities are treasury bills,
bonds and commercial paper. The borrower pays interest for the use of the money and pays the principal amount on a specified
date.
The indexes noted are unmanaged and cannot be directly invested in. Individual index performance is provided as a reference only.
Since indexes and/or composition levels may change over time, actual return and risk characteristics may be higher or lower than
those presented. Although index performance data is gathered from reliable sources, Morningstar Investment Management
cannot guarantee its accuracy, completeness or reliability.
The concept of an economic moat plays a vital role not only in our qualitative assessment of a firm’s long-term investment
potential, but also in the actual calculation of our fair value estimates. An economic moat is a structural feature that allows a firm
to sustain excess profits over a long period of time. We define excess economic profits as returns on invested capital (or ROIC) over
and above our estimate of a firm’s cost of capital, or weighted average cost of capital (or WACC). Without a moat, profits are more
susceptible to competition. We have identified five sources of economic moats: intangible assets, switching costs, network effect,
cost advantage, and efficient scale. Companies with a narrow moat are those we believe are more likely than not to achieve
normalized excess returns for at least the next 10 years. Wide-moat companies are those in which we have very high confidence
that excess returns will remain for 10 years, with excess returns more likely than not to remain for at least 20 years. The longer a
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firm generates economic profits, the higher its intrinsic value. We believe low-quality no-moat companies will see their normalized
returns gravitate toward the firm’s cost of capital more quickly than companies with moats. To assess the direction of the
underlying competitive advantages, analysts perform ongoing assessments of the moat trend. A firm’s moat trend is positive in
cases where we think its sources of competitive advantage are growing stronger; stable where we don’t anticipate changes to
competitive advantages over the next several years; or negative when we see signs of deterioration. All the moat and moat trend
ratings undergo periodic review and any changes must be approved by the Morningstar Economic Moat Committee, comprised of
senior members of Morningstar’s equity research department.

About Morningstar’s Investment Management Group
Your investment goals matter to us. Our mission is to empower investor success by building investment
portfolios selected by your financial advisor. Our world-class investment strategies draw on our core
capabilities in research, asset allocation, investment selection, and portfolio construction. Our
investment professionals are located around the world, which provides both a global point of view and
local market expertise.
Based on a proprietary valuation-driven asset allocation process, our strategies offer investors a range of
multi-asset risk- and outcome-based strategies designed to help meet a variety of goals. Also, our
separately managed accounts offer concentrated portfolios of our portfolio managers' best ideas. We
put more than 35 years of investment experience to work in every portfolio we manage to offer you a
better investing experience, because your journey also matters.
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