
This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.
This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of

How Index Trading Increases Market Vulnerability
March 1, 2012


E Q U I T I E S

Passively managed index funds and exchange-traded funds (ETFs) have experienced accelerating growth in recent decades. The level of
passively managed assets now reaches more than half of the level of assets within actively managed mutual funds. Importantly, by 2010,
trading activity of ETFs accounted for roughly one-third of all trading in the U.S.

This increased level of trading associated with passive investing comes with important consequences. More indexed equity trading
corresponds to increased cross-sectional trading commonality, in turn precipitating higher return correlations among stocks. Consistent
with the accelerating growth of passive trading, we discover that equity betas have not only risen but converged. In this paper, we establish
that the rise in popularity of index trading contributes to higher systematic market risk.

From this the authors infer that the ability of investors to diversify risk by holding an otherwise well-diversified U.S. equity portfolio has
markedly decreased in recent decades. They adds that their research demonstrates this is so because U.S. equity portfolios have become
less diversified. At the same time, they add, returns for all subsets have become more correlated leaving no areas for investors to improve
diversification and thus mitigate risk.

Put another way, the authors contend that investor equity portfolios are increasingly moving in lockstep with swings in the overall market.
Importantly, all equity investing — indexed or otherwise — is thus a riskier prospect for investors.

1



actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 
 
 

2


	You are now leaving AQR.com
	How Index Trading Increases Market Vulnerability

