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Key Insights

• Passive investment flows have led to increased market concentration and self-inflated returns, making it both a 
challenge and an opportunity for active managers to outperform, as returns are concentrated in a few large stocks.

• As passive investment continues to rise, market concentration and high valuations are expected to increase, leading 
to potential risks when trends reverse.

• We do not believe the current market dynamics are sustainable in the long term. We remain true to our core beliefs and 
internal compass. This means staying active and selective, even when passive strategies and market concentration 
headwinds prevail. 

• This paper will discuss how passive investment strategies have driven this market narrowness and increased equity 
markets’ price inelasticity.
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Over the last 10 years, we have written about the impact of 
passive investment flows in equity markets, most recently 
in 2020, see link here. Our contribution to the discus-
sion at that time was to emphasise that although passive 
investment products provide cost-effective broad diversi-
fication, they also function as a momentum strategy that 
can ultimately lead to capital misallocation and valuation 
bubbles. Allocating capital based on market cap (and not 
risk-adjusted return expectations) is dangerously close to 
the operating system of the former Soviet Union, where 
capital was allocated to the most significant (employers) 
to support the system’s stability, not to grow the system. 
We know how that ended. 

A few years have passed since we wrote this, and pas-
sive investments have continued to gain market share to 
around 50%, with a trendline growth of around 2-3% per 
year. See Figure 1 below.

Recent research into the effects of passive investment 
flows has started focusing on their potential distortion-

ary effects, such as self-inflating returns and accelerated 
market concentration. 

In recent years, increasing market (benchmark) narrow-
ness has created headwinds for active managers, with re-
turns increasingly concentrated in a few very large stocks. 
Market narrowness makes it more challenging for the 
median active manager to outperform because an active 
portfolio is less likely to own all the few winning stocks. 

One way to express the market’s narrowness is to compare 
the relative performance of an equal-weighted index to a 
cap-weighted index.
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Figure 1
Investments in index Funds Globally of Total Equity Funds

“In recent years, increasing market 
(benchmark) narrowness has created 
headwinds for active managers, with 
returns increasingly concentrated in a 
few very large stocks.“
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https://cworldwide.com/media/g11fnrd2/average-thinking-does-not-create-winners.pdf
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Figure 2 below shows the three-year rolling relative return 
of the Equal-Weighted MSCI World Index (EW) and Cap-
Weighted MSCI World Index (CW). The blue bars show the 
excess returns of the top decile global equity managers 
during the same period. When the EW index outperforms 
the CW index, the market has more breadth. Conversely, 
larger-cap stocks dominate when the CW index outper-
forms the EW index, and the market is narrow.

Today, we have the most concentrated market, and fewer 
active managers have outperformed cap-weighted indices 
in recent years. 

This paper will discuss how passive investment strategies 
have driven this market narrowness and increased the 

price inelasticity of equity markets. We will also discuss 
what Ark Invest, Green Technology ETFs, and Passive in-
vestment strategies have in common: self-inflated return 
characteristics. 

The significant rise in passive investments
In a well-known 1991 paper, “The Arithmetic of Active 
Management,” William F. Sharpe defined passive inves-
tors as investors holding every security in the market, 
while an active investor was defined as not being passive 
and actively selecting and trading the market. According 
to William F. Sharpe, a passive investor does not affect the 
market like active investors, and their trading activity is 
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Figure 2
Equal-Weighted – Cap-Weighted Index Excess Return 

“Passive investors are indeed active and influence the market. The assumption that 
passive investors do not transact is inappropriate.”
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isolated to the initial purchase and the eventual realisa-
tion of the investment.

Contrary to Sharpe’s view, we believe that passive inves-
tors are indeed active and influence the market. The as-
sumption that passive investors do not transact is inap-
propriate because of the constant bid in the market from 
passive inflows. Every day, billions of dollars are passively 
allocated to the market1. As the security price increases, 

1 Vanguard alone saw inflows of $126 bn, or $1 bn. per day in 1. Half, 2024: Vanguard YTD Net Inflows Top $126 Bln: ETF League Tables as of July, 2024 | etf.com.
2 In Search of the Origins of Financial Fluctuations: The Inelastic Markets Hypothesis Xavier Gabaix and Ralph S.J. Koijen, December 23, 2023.

it becomes more attractive and is allocated even more 
flows. Because these flows only have one decision rule, 
“if positive flows, then buy,” these passive flows have 
increased the market’s inelasticity, which will continue 
to grow as passive gains market share. 

Recent academic work has tried to quantify the effects 
and concluded that today, it is less relevant to talk about 
markets in the framework of “The Efficient Markets Hy-
pothesis” and more pertinent to discuss a new model of 
“The Inelastic Markets Hypothesis”: 

“When an investor buys $1 worth of stocks, what hap-
pens to the valuation of the aggregate stock market? In 
the simplest “efficient markets” model, the price is the 
present value of future dividends, so the valuation of the 
aggregate market should not change. However, the mar-
ket’s aggregate value increases by about $5 (estimates 
between $3 and $8, $5 used for simplicity). Hence, the 
stock market turns an additional $1 investment into an 
increase of $5 in aggregate market valuations. Put an-
other way, if investors create a flow of 1% as a fraction of 
the value of equities, the model implies that the equity 
market’s value goes up by 5%. This is the mirror image 
of the low aggregate price elasticity of stock demand. 
If the price of the equity market portfolio increases by 
5%, demand falls by only 1%, so the price elasticity is 
0.2. In contrast, most models would predict a minimal 
impact, about 100 times smaller, and a price elasticity 
about 100 times larger. This high sensitivity of prices 
to flows has large consequences: flows in the market 
and demand shocks affect prices and expected returns 
quantitatively. We refer to this notion as the “inelastic 
markets hypothesis.”2

“Today, it is less relevant to talk about 
markets in the framework of The Efficient 
Markets Hypothesis and more pertinent 
to discuss a new model of The Inelastic 
Markets Hypothesis.”
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https://www.etf.com/sections/etf-league-tables/vanguard-ytd-net-inflows-top-126-bln-etf-league-tables-july-2024
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Of course, prices would also be pushed up by active 
flows. However, since buy-at-any-price passive flows are 
replacing valuation-based active flows, the market no 
longer mean-reverts. Instead, this results in a positive 
drift, where the drift component is positively correlated 
to the stock size in the index.

The above-estimated market price elasticity of 0.2 is the 
average across different types of investors. The price elas-
ticity of passive investors is 0. Theoretically, therefore, 
as passive grows, this elasticity will approach zero as 
passive approaches 100%. Imagine the implications for 
equity valuations as the share of passive goes higher!

Liquidity scales differently
In addition, liquidity scales differently across the con-
tinuum of market capitalisation in that there is an in-
verse relationship between the liquidity of a stock and 
the market capitalisation.

As flows are increasingly being allocated to market cap-
based investment structures and because the bigger the 

market cap, the lower the relative liquidity, this will have 
a more significant pricing impact for larger companies, 
where the inelasticity is greatest, see Figure 3 below.

This needs to be repeated because we were amazed when 
we learned this: the relative liquidity of large market capi-
talisation stocks is lower than that of lower market cap 
stocks. For example, Apple’s market cap is 187 times 
larger than Clorox’s. Still, the difference in average daily 
traded volumes is only 35 times, i.e., in relative terms, 
Clorox is 5 times more liquid than Apple.

This is an essential explanation for the rising concen-
tration of indices in the US.  When passive (free float-
adjusted) market cap flows hit the market, they impact 
the largest stocks the most.
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Figure 3
Market cap relative to Avg daily value traded

“When passive (free float-adjusted) 
market cap flows hit the market, they 
impact the largest stocks the most.“
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From an empirical perspective, most flows into passive are 
intra-equity flows from active managers being liquidated, 
see Figure 4.

The net effect is cumulative fund flows increasing for 
passive strategies and decreasing for active ones. This is 
another driver of the rising concentration in markets, in 
that active-manager liquidation results in selling pres-
sure in, on average, lower market capitalisation stocks. 
In contrast, passive index buying, on average, buys more 
mega-cap stocks than what is being sold because active 
managers tend to underweight the largest stocks. The 
switch from active to passive will likely magnify the up-
ward pressure on demand for large and mega-cap stocks 
and decrease demand for smaller-cap stocks. 

3 Ponzi Funds, Philippe van der Beck, Jean-Philippe Bouchaud, Dario Villamaina. May 21, 2024.

Self-inflated returns
A recent academic paper, “Ponzi Funds3,”  considered the 
impact large flows into active ETFs can have. The study 
focused on an active concentrated ETF, anonymised but 
easily identifiable as the ARK Innovation ETF.

This paper decomposed realised fund returns into price 
pressure and fundamental components, showing it was 
impossible to differentiate between managerial skill and 
price pressure; investors equally chased realised returns 
from price impact and fundamental determinants.

The dynamics are that when funds trade based on flows, 
they exert price pressure on the securities in their portfo-
lios. Building on this mechanism, it was shown that the 
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Figure 4
Cumulative Flows into US mutual funds and ETFs

“In contrast, passive index buying, on average, buys more mega-cap stocks than what is 
being sold because active managers tend to underweight the largest stocks.” 
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flow-performance relationship caused endogenous price 
spirals when future fund flows chased price pressure. 
The price pressure is a realised return to earlier investors 
in the affected securities, resulting in what the authors 
labelled ‘self-inflated returns.’ The inability of investors 
to differentiate between fundamental and self-inflated 
returns leads to flows chasing past price impact, which 
causes further price pressure and an endogenous capital 
re-allocation across investors. Via their price impact, 
funds effectively reallocate capital from late to early 
investors and therein lie the Ponzi characteristics.

As the authors noted:
“...the thematic ETF’s positions were 20 times larger 
than the daily dollar volume in those securities. This 
implies that whenever the thematic ETF received a 1% 
inflow on a certain day and proportionally rescaled its 
positions, it bought 20% of the daily volume of the un-
derlying stocks. Because its portfolio was heavily con-
centrated in these individual securities... a large portion 
of its portfolio return was driven by its price impact.”

Unfortunately, for active, concentrated ETFs like ARKK, 
the same dynamics play out once inflows reverse to out-
flows. Outflows lead to selling, which drives down re-
turns, leading to more investors selling out.
 
The larger and more concentrated the fund, the more 
significant the impact.
 
ARKK and other concentrated active ETFs in areas like 
Green Tech, which in recent years went through similar 
boom-bust cycles as ARKK, are perfect illustrations of 
the impact of flows.

Turning to broad market ETFs like SPDR S&P500 and 
iShares S&P500, they have low concentration, so one 
should expect a minor impact and consider it less of a 
pro blem.

However, across the S&P500, a very similar dynamic is 
taking place to ARKK. With S&P500 funds (ETFs, index 
funds, and other kinds of passive investors, such as insti-
tutional investors with internally managed index portfo-
lios and active managers who are closet indexing) holding 
close to 50% of the overall market, the price impact of 
flows in aggregate is significant on the constituents in 
the index. So, while more muted because of the broader 
and less concentrated holdings, we should expect to see 
the same dynamics of inelasticity and self-inflated price 
im pacts in the broader market because of the constant 
passive bid. 
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“Via their price impact, funds 
effectively reallocate capital from late 

to early investors and therein lie the 
Ponzi characteristics.“

“We should expect to see the same 
dynamics of inelasticity and self-inflated 
price impacts in the broader market 
because of the constant passive bid.”
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The macro story of passive flows
The US runs massive twin deficits, which, by definition, 
are financed by capital inflows from abroad. These inflows 
include foreign direct investment (FDI), portfolio invest-
ment, and other financial activities. In recent years, for-
eign central banks have lost their appetite for and reduced 
their purchases of treasury securities. The financing of 
US twin deficits has increasingly shifted towards private 
portfolio flows targeting the US equity market. We cannot 
prove it, but this has most likely been an essential driver 
of the outperformance of US equities in recent years. If 
accurate, this suggests a precarious relationship where 
increasing deficits boost demand for US equities. This is 
part of a more complex dynamic in which deficits, through 
foreign portfolio inflows, amplify the impact of passive 
investment flows even further. Contrary to consensus ex-
pectations, if Elon Musk, Vivek Ramaswamy and the new 
Treasury Secretary Scott Bessent manage to reduce the US 
budget deficit significantly, an unexpected adverse effect 
could be a decrease in the US financing requirements. 
This might subsequently reduce inflows into the US equity 
market. In our view, this scenario is worth considering.

Conclusions regarding passive versus active
The Efficient Equity Market Hypothesis assumption of 
near-perfect price elasticity is incorrect because of the 
growing proportion of “buy at any price” investors.

The inelasticity is positively correlated to market capitali-
sation. This means the growth of passive has contributed 
to the rising concentration in the market.

Rising allocations to passive have created self-inflated re-
turns in the broader market. The high valuations of the US 
equity market are not only the result of superior quality 
businesses but also the consequence of indiscriminate 
price-insensitive buying by passive investors.
 
Inflows into passive investment vehicles are a function of 
income, while outflows are a function of the overall value 
of savings. A significant portion of the inflows into passive 
investment vehicles is pension flows into, for example, 
retirement plans. These are proportional to income. Future 

outflows will be proportional to the value of the savings 
pool and typically much more significant than the inflows. 
When the boomer generation begins real dissaving, it will 
significantly impact the US equity market.

This is an unstable situation. The unravelling of concen-
trated active ETFs portrays what happens once flows turn 
negative.
 
We have a fallacy of composition; for the individual, it is 
entirely rational to allocate to inexpensive, broad, diver-
sified passive structures, but if everybody does it, it will 
eventually create a negative outcome for everyone.

FROM DIVERSIFICATION TO DISTORTION:  
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“When the boomer generation begins real 
dissaving, it will significantly impact the 
US equity market.”
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Equity market concentration has not been higher since 
the Great Depression4. Investing passively is now an active 
decision that could introduce less obvious but impactful 
risks into portfolios.

Calling the peak in concentration and the peak in the 
growth of passive versus active allocations is impossible. 
But trees don’t grow into the sky. There are real concerns 
when current trends in market concentration reverse and 
the growth rates in passive allocations abate. This could 
potentially result in adverse outcomes for enormous pools 
of capital.

We believe the way to beat the market is to have a diver-
sified portfolio of companies that can compound their 
earnings faster than the overall market over the longer 
term. Our current focus is to avoid being too exposed (and, 
in our view, too vulnerable) to the concentrated indices 
that increasingly are becoming unbalanced tech-proxies. 

The relentless rise of index investing is a challenge and 
opportunity. We expect that the stock-specific concen-
tration risk in indexing and the choice of the index will 
move up on the priority list among institutional investors. 
Significant wealth and flows of pension funds worldwide 
depend on Nvidia, Apple, and Microsoft. We can help 
balance that and help investors understand these risks.

4    Global Strategy Paper Updating our long-term return forecast for US equities 
to incorporate the current high level of market concentration Goldman Sachs 
(paywall protected), Oct. 2024.

“We have a fallacy of composition; for the 
individual, it is entirely rational to allocate 
to inexpensive, broad, diversified passive 
structures, but if everybody does it, it will 
eventually create a negative outcome for 
everyone.”

https://idfs.gs.com/signin?flowId=bcqxj
https://idfs.gs.com/signin?flowId=bcqxj


Disclaimers  

EU: This is marketing material. This publication is prepared by C WorldWide Asset Management Fondsmaeglerselskab A/S. It is 
provided for information purposes only and does not constitute, and shall not be considered as, an offer, solicitation or invitation 
to engage in investment operations, as investment advice or as investment research. The publication has thus not been prepared 
in accordance with legal requirements designed to promote the independence of investment research, and it is not subject to any 
prohibition on dealing ahead of the dissemination of investment research. Opinions expressed are current opinions only as of the 
date of the publication. The publication has been prepared from sources C WorldWide Asset Management Fondsmaeglerselskab 
A/S believes to be reliable and all reasonable precautions have been taken to ensure the correctness and accuracy of the informa-
tion. However, the correctness and accuracy is not guaranteed and C WorldWide Asset Management Fondsmaeglerselskab A/S 
accepts no liability for any errors or omissions. The publication may not be reproduced or distributed, in whole or in part, without 
the prior written consent of C WorldWide Asset Management Fondsmaeglerselskab A/S. Past performance does not indicate future 
performance.

US: This is marketing material. This publication has been prepared by C WorldWide Asset Management Fondsmaeglerselskab 
A/S (CWW AM). CWW AM is a registered Danish investment firm located at Dampfaergevej 26, DK-2100 Copenhagen, Denmark. 
CWW AM’s Danish company registration no is 78420510. CWW AM is registered with the SEC as an investment adviser with CRD 
no 173234. This publication is provided for information purposes only and does not constitute, and shall not be considered as, an 
offer, solicitation or invitation to engage in investment operations, as investment advice or as investment research. The publica-
tion has thus not been prepared in accordance with legal requirements designed to promote the independence of investment 
research, and it is not subject to any prohibition on dealing ahead of the dissemination of investment research.Opinions expressed 
are current opinions only as of the date of the publication. The publication has been prepared from sources CWW AM believes to 
be reliable and all reasonable precautions have been taken to ensure the correctness and accuracy of the information. However, 
the correctness and accuracy is not guaranteed and CWW AM accepts no liability for any errors or omissions. The publication may 
not be reproduced or distributed, in whole or in part, without the prior written consent of CWW AM.All figures are based on past 
performance. Past performance does not indicate future performance. The return may increase or decrease as a result of currency 
fluctations.

UK: This document has been prepared by C WorldWide Asset Management Fondsmaeglerselskab A/S (CWW AM). CWW AM is a 
focused asset manager registered as an investment firm with the Danish FSA. CWW AM is located at Dampfaergevej 26, DK-2100 
Copenhagen, Denmark, CVR registration number 7842 0510. This document is directed at persons having professional experience 
of participating in unregulated schemes (investment professionals) and high net worth companies (as defined under art. 14 and 
22 of the Financial Services and Markets Act 2000 (Promotion of Collective Investment Schemes) (Exemptions) Order 2001). The 
document and any investment or investment activity to which it relates is available only to such persons and will be engaged in 
only with such persons. Any other person should not rely or act on the statements made in this document. The content of this pres-
entation is confidential, and redistribution or reproduction is prohibited. The presentation is provided for information purposes 
only and does not constitute, and shall not be considered as, an offer, solicitation or invitation to engage in investment operations 
as investment advice or as investment research. CWW AM is not responsible for the suitability of the information in the presenta-
tion. Opinions expressed are current opinions only as of the date of the presentation. The presentation has been prepared from 
resources CWW AM believes to be reliable and all reasonable precautions have been taken to ensure the correctness and accuracy 
of the information. However, the correctness and accuracy are not guaranteed and CWW AM accepts no liability for any errors or 
omissions. This presentation contains information on investments which does not constitute independent research. Accordingly, 
it is not subject to the protections afforded to independent research and CWW AM, and its employees may have dealt in the in-
vestments concerned. It is emphasized that past performance is no reliable indicator of future performance ant that the return on 
investments may vary as a result of currency fluctuations. 

C WORLDWIDE ASSET MANAGEMENT FONDSMAEGLERSELSKAB A/S
Dampfaergevej 26 · DK-2100 Copenhagen

Tel: +45 35 46 35 00 · Fax: +45 35 46 36 00 · VAT 78 42 05 10 · cworldwide.com

Q4 2022

Disclaimers  

EU: This is marketing material. This publication is prepared by C WorldWide Asset Management Fondsmaeglerselskab A/S. It is 
provided for information purposes only and does not constitute, and shall not be considered as, an offer, solicitation or invitation 
to engage in investment operations, as investment advice or as investment research. The publication has thus not been prepared 
in accordance with legal requirements designed to promote the independence of investment research, and it is not subject to any 
prohibition on dealing ahead of the dissemination of investment research. Opinions expressed are current opinions only as of the 
date of the publication. The publication has been prepared from sources C WorldWide Asset Management Fondsmaeglerselskab 
A/S believes to be reliable and all reasonable precautions have been taken to ensure the correctness and accuracy of the informa-
tion. However, the correctness and accuracy is not guaranteed and C WorldWide Asset Management Fondsmaeglerselskab A/S 
accepts no liability for any errors or omissions. The publication may not be reproduced or distributed, in whole or in part, without 
the prior written consent of C WorldWide Asset Management Fondsmaeglerselskab A/S. Past performance does not indicate future 
performance.

US: This is marketing material. This publication has been prepared by C WorldWide Asset Management Fondsmaeglerselskab 
A/S (CWW AM). CWW AM is a registered Danish investment firm located at Dampfaergevej 26, DK-2100 Copenhagen, Denmark. 
CWW AM’s Danish company registration no is 78420510. CWW AM is registered with the SEC as an investment adviser with CRD 
no 173234. This publication is provided for information purposes only and does not constitute, and shall not be considered as, an 
offer, solicitation or invitation to engage in investment operations, as investment advice or as investment research. The publica-
tion has thus not been prepared in accordance with legal requirements designed to promote the independence of investment 
research, and it is not subject to any prohibition on dealing ahead of the dissemination of investment research.Opinions expressed 
are current opinions only as of the date of the publication. The publication has been prepared from sources CWW AM believes to 
be reliable and all reasonable precautions have been taken to ensure the correctness and accuracy of the information. However, 
the correctness and accuracy is not guaranteed and CWW AM accepts no liability for any errors or omissions. The publication may 
not be reproduced or distributed, in whole or in part, without the prior written consent of CWW AM.All figures are based on past 
performance. Past performance does not indicate future performance. The return may increase or decrease as a result of currency 
fluctations.

UK: This document has been prepared by C WorldWide Asset Management Fondsmaeglerselskab A/S (CWW AM). CWW AM is a 
focused asset manager registered as an investment firm with the Danish FSA. CWW AM is located at Dampfaergevej 26, DK-2100 
Copenhagen, Denmark, CVR registration number 7842 0510. This document is directed at persons having professional experience 
of participating in unregulated schemes (investment professionals) and high net worth companies (as defined under art. 14 and 
22 of the Financial Services and Markets Act 2000 (Promotion of Collective Investment Schemes) (Exemptions) Order 2001). The 
document and any investment or investment activity to which it relates is available only to such persons and will be engaged in 
only with such persons. Any other person should not rely or act on the statements made in this document. The content of this pres-
entation is confidential, and redistribution or reproduction is prohibited. The presentation is provided for information purposes 
only and does not constitute, and shall not be considered as, an offer, solicitation or invitation to engage in investment operations 
as investment advice or as investment research. CWW AM is not responsible for the suitability of the information in the presenta-
tion. Opinions expressed are current opinions only as of the date of the presentation. The presentation has been prepared from 
resources CWW AM believes to be reliable and all reasonable precautions have been taken to ensure the correctness and accuracy 
of the information. However, the correctness and accuracy are not guaranteed and CWW AM accepts no liability for any errors or 
omissions. This presentation contains information on investments which does not constitute independent research. Accordingly, 
it is not subject to the protections afforded to independent research and CWW AM, and its employees may have dealt in the in-
vestments concerned. It is emphasized that past performance is no reliable indicator of future performance ant that the return on 
investments may vary as a result of currency fluctuations.

C WORLDWIDE ASSET MANAGEMENT FONDSMAEGLERSELSKAB A/S

Dampfaergevej 26 · DK-2100 Copenhagen

Tel: +45 35 46 35 00 · Fax: +45 35 46 36 00 · VAT 78 42 05 10 · cworldwide.com

Q1 2025


