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The Growing Risk In Index Funds

The first index fund was created by Vanguard in 1976. The index fund merely
copied the market as it was, piggybacking on the many fundamental investment
decisions made by other investors. Why spend time and money doing your own
research when you can just borrow or mirror the research of others? They were
very efficient ways for investors to access a diversified portfolio of securities that
someone had given thought to.

Most index funds are market capitalization weighted. That means that even though
the S&P500 index has 500 companies in it, the individual companies are not
equally weighted. The larger the company is, the larger position in the fund. As of
June 23, 2025, the largest 10 holdings in the index (only 10/500 or 2% of
positions) make up 35% of your investment in that index. Compared to history, this
is a pretty high percentage or index concentration.

Index funds have been taking an increasing share of the dollars invested each year.
One primary source of new dollars is the money from individuals saving in
employer sponsored retirement plans: Company 401k plans and University and
Health Care system retirement plans. Plan sponsors (employers) largely began
switching the investment choices offered to employees within their plans to index
funds to avoid litigation. This trend accelerated in the mid 2000’s. Suing
companies for having too high of fees in their plans was big business. Companies
could avoid this hassle by just switching to low-cost index funds. It is through this
funnel, motivated by the threat of litigation, that trillions of dollars of investors’
funds have been directed into index funds.

In the beginning, index investors were copying the market portfolio of securities
whose prices were determined by investors that were spending time analyzing what
companies should be worth and investing accordingly. The assumption remains
that if you invest in an index, you are investing in something that someone has
analyzed and determined is reasonable and appropriate. But what if that is not the
case any longer?
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Are the prices of the securities in the index determined by people doing analysis, or
are prices set by people just putting more and more money into these stocks? Over
60% of the assets held in long-term mutual funds and ETF’s are indexed now.
Because the market share of index funds has grown so high, we would argue that
the prices paid for the companies in the index (more so for the largest companies)
are set by fund flows rather than reasoning or analysis. You are not copying the
research work of others when buying an index, you are just following the crowd.

This dynamic can help explain why market valuations are so high right now. If
you are investing in an asset whose price is established by fund flows rather than
fundamentals, and an asset that could fall 25% and still be considered fairly valued
by historical standards, you have a speculative asset, and that speculative asset
should be appropriately sized in your portfolio.
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