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Our View:

The Rise of Index Funds and Their Growing Influence on Financial
Markets

Over the past four decades, index funds have evolved from a niche investment vehicle into one
of the dominant forces in global financial markets. What began as a simple, low-cost way for
investors to gain broad market exposure has become a structural feature of modern capitalism.
A growing body of research and commentary raises important questions about the
consequences of its increasing dominance.

The traditional view of financial markets assumes that prices are determined by active investors
who continuously evaluate information and allocate capital based on the fundamental merits and
expected future returns. In this framework, market prices serve as signals that direct resources
toward productive companies and away from less productive ones. Index funds operate
differently. Rather than assessing the relative merits of individual firms, they purchase securities
according to predetermined rules, typically based on market capitalization.
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As passive investing grows, an increasing share of market transactions becomes less sensitive to
valuation. New capital flowing into index funds is allocated mechanically, with larger companies
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receiving proportionally greater inflows regardless of their underlying fundamentals. This
process can create a feedback loop: rising stock prices increase a company’s weight in an
index, attracting additional passive inflows that further support the stock price. This dynamic
may contribute to persistent market trends and elevated valuations, particularly among the
largest firms.

Critics of the expansion of passive investing point to several potential consequences. First,
market efficiency may decline if fewer investors are actively analyzing securities. If passive
ownership continues to expand, the balance between price discovery and price acceptance
could shift meaningfully.

Second, index investing may contribute to increased market concentration. Capitalization-
weighted indexes inherently allocate more capital to the largest companies. In recent years,
market returns have become increasingly concentrated among a handful of large technology
companies, raising concerns that passive flows may amplify these trends.

Third, the rise of passive investing influences market volatility in complex ways where
mechanical investment flows could increase systemic risks by creating crowded exposures
and reducing liquidity during periods of stress.
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Fewer investors analyzing fundamentals Capitalization-weighted indexes When investment flows turn negative,
and correcting mispricings channel more capital to the largest firms mechanical selling can amplify declines
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Crowded exposures
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AS PASSIVE INVESTING GROWS, MARKETS MAY BECOME MORE CONCENTRATED,
LESS EFFICIENT, AND MORE VULNERABLE TO SHOCKS.

The IPO of SpaceX has brought index funds to the forefront where its price behavior, so far,
has mainly been determined by anticipated flows from index funds instead of the fundamental
value of the company.
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This document has been prepared and is based on information that we believe to be reliable. However, Optimum Asset Management
makes no representation or warranty, express or implied, in this regard and assumes no responsibility for any errors or omissions
contained in this document, nor does it accept any liability for any loss arising from the use of the information contained herein by its
recipient or user.

The information and opinions presented in this document have been prepared by Optimum Asset Management (OAM) and are intended for
informational purposes only. The opinions expressed in this presentation are solely those of investment professionals and may be changed
at any time without notice. The information contained in this document may not be reproduced, in whole or in part, without the express
written consent of OAM and does not constitute investment advice or guidance. Furthermore, it should not be relied upon as the sole basis
for investment decisions. Please note that all investments involve a risk to capital. The potential for profit is accompanied by the possibility
of loss.
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