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This Discussion

Model intuition

What do active investors do?
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This paper

It is hard to be an active investors.

Look for alpha

Trade residual supply from passive — captive demand
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This paper

It is hard to be an active investors.

Look for alpha

Trade residual supply from passive — captive demand

What happens when some active investors become passive?

Life is even harder for active investors

Socialism!
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The view from the active investor window.

What happens when investors become passive?

Rebalancing from assets outside to assets inside the index

Prices of stock inside index ↑
Prices of stock outside of the index ↓

What happens to active investors when some become passive?

“Constrained” to hold residual supply of liquidated assets

Two forces
▸ Lower risk absorption capacity: higher risk premia, low prices
▸ Deviation from their optimal portfolio: lower prices
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Simple model: pricing

Three investors: active, passive, very active.

Setup demands independently, solve for price from market clearing
▸ Residual supply of non-benchmark assets: θ̄ − (λP + λAξ)ωM

▸ Optimal portfolio of active investors from mean-variance: θ∗ = (γΣ)−1(S −D)
▸ Market clearing

(λD + δλA)
´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶

# active

⋅ θ∗ = residual supply

The two forces shaping the price

S −D = (1 −m)
´¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¶

non-benchmarked demand

⋅ 1

λD + δλA
⋅ −γΣθ̄
²
MV

+

m
®

benchmarked demand

⋅ 1

λD + δλA
⋅ γΣ (ωM − θ̄)

´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
premium for deviation
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Simple model: passive experiment

Comparative static:

Increase passive λP ↑, decrease passive λA ↓
▸ Increases the benchmarked (inelastic) demand dm = (1 − ξ)dλP

▸ Lowers risk absorption (elastic demand) d(λD + δλA) = −δλP

Pricing

dS = γ

λD + δλA
(1 − ξ)ΣωMdλP+

γ

λD + δλA
Σ(θ̄ −mωM)

−dλP

. . .

Neat model Haddad 2012
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Active investors in practice

Estimating equation.
St = f(λP,t;Θ)

Run counterfactuals with dSt = ∂1f(λP,t;Θ)
Exclusion restriction: passive investors only affect prices through the market
clearing equation

Two objections in practice.

Strategic response: if almost all investors become passive, Jane Street and CitSec
will become even more aggressive

Front running: rebalancing is pre-determinied, index flows are predictable
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Strategic Response

Haddad, Huebner, Loualiche (2025)
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Empirical increase in fraction of passive investors: α = 70%
▸ No strategic response (χ = 0): proportional reduction, ENEW = αE0 = 70%ptmE0

▸ ”Perfectly competitive financial markets” (χ→∞): nothing happens,
ENEW = αE0 + (1 − α)E0 = E0

⇒ ENEW = 87.5% ⋅ E0 (vs 100% with full response and 70% without strategic response)
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Flows are predictable

Harvey, Mazzoleni, Melone: The Unintended Consequences of Rebalancing

Rules-based rebalancing cost: 8bps

Front running is profitable
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Final Thoughts

Great paper.

Take away

Passive investors distort residual supply

Price distortions amplified by decreased risk capacity
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