
The popularity of alternative approaches to passive index 
investing through exchange-traded funds (ETFs) has grown 
rapidly over recent years, overtaking traditional capitalisation-
weighted strategies. Although the share of US equity securities 
held by alternative equity index ETFs is only 7% ¹, they account for 
two-thirds of total ETF assets. This is raising concerns that passive 
trading is having an impact on market behaviour. We analyse the 
evidence for these concerns and argue that if the tide of money 
suddenly reverses, this could worsen a market drawdown.
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Renewed interest in alternative approaches to passive 
index investing has spawned hundreds of new ETFs. There 
are now over 700 ETFs tracking indices with a sector-bias or 
a methodology driven by some fixed rule other than simple 
market capitalisation. Recent flows data suggests that 
these alternative equity index ETFs are even more popular 
than traditional broad market capitalisation-weighted ETFs 
that track established market benchmarks such as the S&P 
500 Index. Alternative equity index ETFs include sector, 
smart beta and thematic strategies. Over the past five 
years, about US$6 in every US$10 that has flowed into US 
equity ETFs has gone to alternative equity index strategies, 
boosting their share of assets to 64% of the total US equity 
ETF market (Figure 1).

Figure 1: Investors have preferred to invest in 
alternative index strategies 

Broad market ETFs are defined as any ETF that tracks a capitalisation-weighted 
index covering at least 75% of the free float-adjusted market capitalisation in the US. 
Source: Bloomberg and Schroders. Data as at 6 December 2018. Based on physically-
backed, US-listed ETFs with the US as the geographic focus (excluding leveraged or 
inverse products). 

Smart beta ETFs have attracted the most inflows  
and last year hit a record US$1 trillion in assets under 
management.² Smart beta strategies attempt to 
outperform the market, or enhance a portfolio in other 
ways, such as reducing volatility, by systematically 
selecting, weighting and rebalancing portfolio holdings  
on the basis of fundamental characteristics such as 
valuation or company size. The underperformance of 
US active managers in recent years has arguably fuelled 
interest in such alternative index strategies. Yet, investors 
have not been rewarded by this trend. Over the past five 
years, alternative index ETFs returned on average 9.8% per 
annum, while traditional broad market ETFs returned  
10.5% per annum (Figure 2). 

Figure 2: The performance of the most popular 
alternative index ETFs has lagged behind the market 

Past performance is not a guide to future performance and 
may not be repeated. 

For comparison, the S&P 500 Index returned 11.1% per annum over the past five years. 
Source: Bloomberg and Schroders. Data as at 6 December 2018. Based on physically-
backed, US-listed ETFs with the US as the geographic focus (excluding leveraged or 
inverse products). Returns calculated using asset-weighted total returns over the past 
five years. Other ETFs include multi-factor strategies, minimum volatility strategies, 
momentum strategies and thematic strategies. 
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1     Source: Bloomberg and Schroders. Data as at 6 December 2018.

2     Source: Bloomberg and Schroders. Data as at 6 December 2018. Based 
on physically-backed, US-listed ETFs with the US as the geographic focus 
(excluding leveraged or inverse products).
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One method of analysing the price pressures created by 
passive flows is to compare the aggregate weight of a 
stock in all ETFs to its market cap weight in a broad market 
index⁶. If the aggregate ETF weight of a stock is greater 
than its market cap weight, then ETFs are collectively 
overweighting the stock. Consider for example Apple, the 
second-largest company in the US equity market as at 
6th December 2018. It has a market cap weight of 2.8%⁷ 
in the CRSP US Total Market Index (a broad market index 
representing nearly 100% of the investable US equity 
market) and sits in over 250 ETFs including: 

 Ȃ 5%-19% in various technology sector ETFs
 Ȃ 8.5% in the Vanguard Growth ETF
 Ȃ 5.2% in the Victoryshares US Min Vol ETF
 Ȃ 4.8% in the iShares Edge MSCI USA Momentum ETF
 Ȃ 3.8% in the Fidelity Value Factor ETF 

The net result of this is that, while Apple has a market cap 
weight of 2.8%, the aggregate weight of all the ETFs in 
which Apple is listed is 4.8%. So for every $1 of net flow 
into these ETFs, Apple receives 1.7x (4.8 divided by 2.8) of 
its market-cap-based weight of flow. In the last 12 months, 
cumulative net flows into Apple have been approximately 
1.5x its current market cap weight⁸.

Figure 3 shows the same analysis for the 10 largest US 
stocks. As we can see, the aggregate ETF weight for every 
stock is significantly greater than its market cap weight. 
What’s more, in the last 12 months, they have all received  
a greater proportion of passive flows than their market cap 
weight would justify. 

Figure 3: The 10 largest US stocks have received 
disproportionate inflows relative to their market cap

*Using the 10 largest stocks or the market cap weights from 12 months ago yields 
fairly similar results. Source: Bloomberg and Schroders. Data as at 6 December 
2018. Based on physically-backed, US listed ETFs with the US as the geographic focus 
(excluding leveraged or inverse products). Market cap weights as reflected in the CRSP 
US Total Market Index. MSFT = Microsoft, AAPL = Apple, AMZN = Amazon, GOOG = 
Google, JNJ = Johnson & Johnson, JPM = JP Morgan, FB = Facebook, XOM = Exxon Mobil, 
BRKB = Berkshire Hathaway, UNH = UnitedHealth Group.   

Still, fears are brewing over the swelling market influence 
of alternative index ETFs. First, there is a concern that 
excessive fund flows focusing on specific market segments 
are exerting disproportionate pressure on underlying stock 
prices and second, that the way investors use ETFs may 
worsen market shocks. We analyse the evidence for these 
concerns and argue that an abrupt reversal of recent fund 
flows could exert downward pressure on market prices.   

The price effects of passive flows    
Active investors buy and sell stocks based on their 
evaluations of company prospects and in doing so 
contribute a service to the market by allocating capital 
accordingly. Since passive investors have little interest in 
the idiosyncratic attributes of companies, they, in effect, 
freeride on the efforts of active investors. There is nothing 
wrong about this. Since a broad market index reflects the 
allocation of capital by active investors, passive flows into 
and out of that index will not change that. However, if there 
are sufficient passive flows into a segment of that index, 
then passive flows can cause prices to deviate from where 
they would otherwise be. 

It is easy to see how this can happen. Segmenting a broad 
market index by sector, company size or fundamental 
attributes will capture a smaller universe of securities. 
With fewer securities, the index constituents’ weights 
must deviate from their market cap weights in the broad 
market index. Passive index strategies, which trade their 
underlying stocks in different proportions to their broad 
market cap weights, can therefore impact stock prices. 

Although some ETF trading will be based on perfectly 
sensible views on the prospects for a particular market 
segment, the unforeseen consequence is that it results 
in indiscriminate buying and selling of underlying stocks 
based solely on the targeted index composition rather  
than their individual company fundamentals. 

This blanket trading activity can sometimes trigger broad-
based market moves³. A recently published academic paper 
(the first study of a large cross-section of ETFs over a 10-
year period) found that a one standard deviation change in 
daily aggregate ETF flow was associated, on average, with a 
price impact of 0.89% on underlying index returns, with 62% 
of this effect representing a permanent price change and 
38% of this effect being reversed after five days⁴. Another 
study also found that passive index trading induced higher 
comovement in the prices of the constituents of an index⁵. 
These patterns underscore the conclusion that ETF flows  
can have an impact on market behaviour.  

Aggregate ETF weight/flow received in the last 12 months relative 
to current market cap weight*
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3     We acknowledge that on average, only 10% ETF trading activity results in trading in 
the underlying securities of the fund. However, by analysing net fund flows, which 
involve creation/redemption of shares, we are isolating the potential impact of 
primary ETF flows on underlying stocks. Source: Bloomberg and Schroders. Data 
from 31 December 2013 to 31 December 2018. The ten largest alternative equity 
index ETFs are used as proxies. 

4     Staer, A. (2017). “Fund Flows and Underlying Returns: The Case of ETFs”. 
International Journal of Business, vol 22, No. 4.

5       Claessens, S and Y Yafen (2013). “Comovement of newly added stocks with national 
market indices: Evidence from around the world”, Review of Finance, vol 17, issue 1, 
January, pp 203Ȃ227.

6     To calculate the aggregate ETF weight, we can divide the aggregate dollar 
value of a stock in all ETFs in which it is listed relative to the total dollar value 
of those ETFs

7   Source: Bloomberg and Schroders. Data as at 6 December 2018. Based on the 
CRSP US Total Market Index. 

8   Source: Bloomberg and Schroders. Data as at 6 December 2018. Based 
on physically-backed, US-listed ETFs with the US as the geographic focus 
(excluding leveraged or inverse products).
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Large-cap stocks are vulnerable to price pressures because 
many alternative index ETFs track indices that are market-
cap weighted⁹. So despite professing the use of alternative 
portfolio construction rules, many ETFs, ironically, still 
weight their constituents based on market capitalisation. 
For instance, 32 of the top 50 alternative index ETFs by 
assets under management (mainly sector and smart beta 
strategies) weight their portfolio holdings exclusively 
through a market capitalisation methodology. 

This should not come as a surprise. One of the key benefits 
that ETFs offer investors is intraday liquidity. To effectively 
supply this, portfolio constituents need to be relatively 
liquid and it is the largest companies that tend to be  
traded the most. 

However, the risk is what happens when there is a reversal 
of flows, as is inevitable at some stage. In the same way 
these ETFs have been buying stocks in greater proportions 
than their market cap weights, in a sell-off they would be 
forced to sell them in greater proportions. This could put 
additional downward pressure on some stock prices. 

Recent market volatility offers the first real test of this 
scenario. For instance, in 2018, markets posted their worst 
Christmas Eve trading session in history, with the S&P 
500 Index plunging 2.7%, as the US Treasury Secretary 
convened the largest US banks to discuss liquidity and 
President Trump inquired about firing the Federal Reserve 
chairman. Over this period, investors redeemed US$3.8 
billion from alternative index ETFs - a 1.5 standard deviation 
shock to average daily flows¹⁰. Although it is difficult to 
estimate the exact market impact of this flow activity, we 
believe that based on its magnitude and previous academic 
research, it exerted some downward pressure on stock 
prices on the day.¹¹

Churning portfolios
Of course, all of these issues will only be a systematic risk if 
ETF investors are tempted to “rush for the exit”. If they are 
long term investors, then this risk should never materialise. 
There are several reasons why index-tracking investors 
might behave in a stable or “passive” way with respect to 
their investments. First, many smart beta ETFs are regarded 
as long term investments because they capture investment 
factors that are meant to outperform the market over the 
long term. Second, ETFs are optimal vehicles for “buy-and-
hold” investors looking to minimise trading costs and fees. 
Third, the absence of fund manager discretion might make 
some investors less likely to shift their money in and out 
of passive ETFs in response to fund performance. But in 
recent years, it has been suggested that the intraday trading 
flexibility might also encourage short-termism and less stable 
investment behaviour. A study published by the BIS on recent 
stress episodes revealed that ETFs (both broad market and 
alternative) exhibited the largest fund flow volatility relative  

to their assets size, compared to index mutual funds and 
active mutual funds¹². On this basis, ETF investors appear to 
rush for the exit in times of market stress. 

The liquidity ETFs also offer makes it easier for investors 
to try to time the market, to the detriment of long term 
returns. Timing the market is challenging and while some 
investors may be able to do it effectively, on aggregate, 
investors struggle. This is not specific to smart beta ETFs 
but is a broader issue. 

One consequence is that the returns investors actually 
earn fall short of what they would have earned if they 
had simply bought and held an ETF. In technical terms, 
their money-weighted rates of return (MWRR) on average 
trail an ETF’s time-weighted rate of return (TWRR)¹³. Our 
analysis confirms this feature. Based on a sample of the 
largest US-listed ETFs, we find that for most ETFs, the 
MWRR underperforms the TWRR over the 1-year, 3-year 
and 5-year periods ending 2018 (Figure 4). This MWRR is 
based on flows into and out of each ETF and so can be 
thought of as representative of the average experience of 
investors in that ETF. In some cases, the divergence can be 
extreme. For instance, over the past 3 years, the MWRR of 
the Vanguard Value ETF was -10.9% less than its TWRR. In 
other words, investors in this fund have historically earned 
far lower returns than would have been gained by those 
who operating a pure “buy and hold” strategy.

Figure 4: ETF investors have been penalised for trying to 
time their investment decisions  

1-yr return  
gap (%)

3-yr return  
gap (%)

5-yr return  
gap (%)

SPDR S&P 500 ETF 1.73% -6.7% -4.0%

iShares Core S&P 500 ETF -0.68% -10.4% -6.2%

Vanguard Total Stock Market ETF -0.59% -8.8% -3.7%

Invesco QQQ Trust Series 1 ETF -1.23% -7.7% -9.1%

iShares Core S&P Mid-Cap ETF -0.77% -11.7% -8.4%

Vanguard Value ETF -1.19% -10.9% -6.4%

iShares Russell 2000 ETF -0.14% -13.6% -10.5%

iShares Core S&P Small-Cap ETF -1.28% -15.8% -9.0%

iShares Russell 1000 Growth ETF 0.37% -5.0% -0.7%

iShares Russell 1000 Value ETF -0.48% -8.7% -1.4%

Vanguard Growth ETF -0.40% -6.5% -3.2%

Vanguard Real Estate ETF -0.35% -1.0% -8.1%

Vanguard Dividend  
Appreciation ETF

-0.74% -11.6% -1.7%

Average -0.44% -9.11% -5.57%

Past performance is not a guide to future performance and 
may not be repeated.

Source: Bloomberg and Schroders. Data as at 31 December 2018. Return gap refers 
to the difference between an ETF’s money-weighed rate of return (MWRR) and time-
weighted rate of return (TWRR). 

9   The ratio of aggregate ETF weights to market cap weights may be higher for small 
and mid-cap stocks compared to large-cap stocks. However, these distortions are 
less significant because trading in smaller companies tends to have a smaller market 
impact. 

10   Source: Bloomberg, Datastream and Schroders. Data from 23 December 2017 to 
24 December 2018. Based on physically-backed, US-listed ETFs with the US as the 
geographic focus (excluding leveraged or inverse products). Standard deviation 
calculated based on daily net flows over previous 12 months. 

11   A recent study by S&P Global found that as much as one-third of the pullback in 
stock prices during the February 2018 market correction was due to price pressure 
from ETF trading. Source: Sandberg, D.J. (2018). “A Case of ‘Wag the Dog’?: ETFs and 
Stock-Level Liquidity”. 

12   “The implications of passive investing for securities markets.” BIS Quarterly Review. 
March 2018. 

13   Money-weighted returns measure the average dollar invested in a fund, 
by accounting for cash inflows and outflows, as well as the investment 
performance of a fund. Time-weighted returns, in contrast, only measure 
the compound rate of growth of a dollar invested in a fund. 
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Conclusion
ETFs have democratised alternative approaches to passive equity investing. However, the shift in investor 
preference for alternative index strategies over broad market strategies may be storing up trouble. Alternative 
equity index ETFs dominate investor flows and are collectively overweight the largest companies in the US equity 
market. Passive trading is driving share prices away from where they otherwise would be. 

In addition, while liquidity is a major benefit of ETFs, it is also open to misuse. Our research finds that, in aggregate, 
investors are poor at timing their ETF investments and would do better by adopting a buy and hold strategy. 

This combination of strong demand for alternative equity index ETFs, over-buying of certain stocks and a tendency 
of ETF investors to buy and sell at the wrong times, is a worry. If the tide of money suddenly reverses, then stocks 
that were disproportionately bought will be disproportionately sold, worsening a market drawdown

The Vanguard Group published a study in 2012 showing 
similar results using a sample of their own ETFs . While 
their results are highly time-period dependent, the mere 
volatility of the data is evidence that ETFs are being actively 
traded. The fear is that this short-term behaviour could 
worsen market shocks, as investors try to time the market.
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