BEYOND INSTITUTIONAL THINKING

Circular reasoning

28 August 2026 | Index concentration and circular risks

The current era of high concentration in major indices begins a
spiral of ever decreasing circles. And risk supports become
interrelated.

Three supports of market pricing and the promise they must keep.

— that passive flows continue, and increase
— that index investment leverage to the anticipated AI payoff, pays off
— and benign credit markets don’t become malignant

This is no under-analysed boom. The rise of concentration in indices and the
leverage to Al outcomes is well known. The specific shift we address here is
the shift to Al spend being supported by borrowed money not earnings.

The bond market’s unease about it was the subject of the previous piece.

The bond market is renegotiating terms on Al debt. Insuring it costs more
than it did. On Oracle, the largest single Al borrower, that cost has gone past
two hundred basis points — the highest it has ever been — from 144 in
January and 129 in February. The others have moved the same way, less far.

EXHIBIT 1 COST OF INSURING THE LARGEST Al BORROWER’S DEBT
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This is not a prediction of stress. The price of insuring debt increases the
more there is, and Oracle issues the most. A sustained rise in the cost of that
money is a different matter. The equity market shrugs and advances on.
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In July S&P cut Oracle to one notch above junk, and put a number on the
circularity: roughly half of its $638bn order book is a single private
counterparty.

Value is subjective. Price relies on supports. Each one bearing a weight of
expectation. And investment expectations across the board, have become
unusually uniform. Not in opinion but in the movement of money.

None of this is extraordinary, far from it. But what is unusual is how tightly
arranged and interrelated it has all become. And the signals it gives off.

EXHIBIT 2 THE CIRCULAR FINANCING LOOP
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3
funds the build

FINANCING LAYER

private credit - special-purpose vehicles - leases - supplier credit

Booked, in part, at each stage. Arrangements of this kind across the industry are estimated north of $800bn.

Names shown are illustrative of each role, not exhaustive. Sources: press reporting, 2026. Schematic, not to

scale.
The S&P 500 is more concentrated than at any point in its modern history
with ten companies making up forty per cent of the index. Passive flows into
market cap index funds accelerate the concentration into megacap
companies. Index funds passed active in 2019 and now hold close to two
thirds of US equity fund money — $15.2tn against $8.6tn. Which are focused
primarily on a single bet. Capital spent on artificial-intelligence capacity will
earn its return.
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EXHIBIT 3 TOP-TEN SHARE OF THE S&P 500

40% - 40%

2000 peak

30% - \

20% _\k

10% T T T T T T T
1990 1995 2000 2005 2010 2015 2020 2025

This expenditure is well documented and unparalleled in scale. Now
commitments are no longer met by internal cash flow.

Cash flows produced by the greatest of monopoly businesses, the most
profitable and cash-generative companies ever built.

Then there is the bid.

Equities are bought, at the margin, by passive funds. Automatic flows which
are price insensitive. It is a ‘fixed’ bid that has not faltered and has grown in
share to dominate. The US indexes are widely owned and the earnings story
at the centre depends increasingly on circular internal commitments.

The credit markets have something to say about it.

THE MARKET CONCENTRATES

Five buyers of Al capacity — Microsoft, Amazon, Alphabet, Meta and Oracle
— and one seller of chips.

These drive a meaningful share of the whole index’s earnings growth. Growth
dictated by capital spending.

In the quarter to 26 July, Nvidia sold $96.2bn of hardware, twice what it sold
a year earlier, and kept $59.7bn of it as profit. It expects to sell $108bn in the
next one.

The seven largest are about a third of the index. At the end of 2018 they were
thirteen per cent. It is the highest concentration in the top seven since the
Nifty Fifty of the early 1970s.

The reversal of that concentration saw large drawdowns in the leaders.
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SUPPORT REGIMES

— Passive flows are a stabilising force and unshaken by events. Market cap
weighted index funds are a structural driver of concentration.

— Concentrated Al-related spend channels into a singular payoff
expectation. The biggest monopolies leaning on their separate businesses

to participate.
— Well-behaved interest rates.

The cost of money is now the one under negotiation. The bond market is
eyeing up a lot of supply and wants a better price on it.

EXHIBIT 4 HYPERSCALER BOND ISSUANCE BY YEAR
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The shortfall between capital spending and earnings is funded in the bond
market. Future spending commitments continue to rise.

EXHIBIT 5 CAPITAL SPENDING AGAINST FREE CASH FLOW
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The expected earnings stream relies on the promised commitments of the
buyers of compute. Some of them AI companies. The start-up leaders are
private companies looking to go public. Which, if successful, would be among
the fastest aggregations of value in history. The technology is real.

It’s also a spending arms race with a presumed one or three winners. Each
competitor is leaning on their empires to do it and, increasingly, the credit
markets.

Concentration is less visible in its relationships. It relies on circular internal
beliefs. That passive flows are uninterrupted. And they continue to
concentrate in US indices. And Al spend accelerates. Everyone within the
centre must believe the others’ spending commitments for the future.

Active private funds hold the off-balance-sheet commitments. Which is
marked to market on the assumption of perfect liquidity. Passive funds hold
the stock. Everyone commits to spending big.

Markets have always had structural fragilities. And regular tests of them are
not hypothetical. The concentration and the passive bid are not new. Non-
participation in it has been the real risk.

But knowing they exist is valuable. Knowing how they break and seeing it in
real time could be priceless.

THE BOND MARKET WEIGHS IN

The three scenarios the owner and active buyer of hyperscaler debt must
handicap.

— All is well. Sheer spending might overcome all obstacles. Big investment
pays off and transforms the economy. - Low rates forever.

— Muddle through. Earnings take longer than expected. Volatility rocks the
boat. - Middling rates with lots of panicky movement.

— ‘Not failure early tech cycle bust.” An interim hiccup along the way. Al is
certain to transform our economy but the profound shifts come after a
build out bust. - High rates and rising.

The strength-overcomes scenario is currently under test. Muddle through is
the most likely path. Historical precedent would tip, overwhelmingly, in
favour of the ‘not failure but...” outcome. The early cycle clear out. Which is
followed by the true transformation promised by the technology.

By any reckoning it is still early in the Al story. The technology will shape
everything from here on out. As with all the others that went before it.

MUDDLE THROUGH. KEY BELIEFS. WHAT IT MEANS — WE MUDDLED
THROUGH
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Free cash flow across the five turns positive Earnings caught up.
again while capital spending continues

Hyperscaler credit protection stays in range Spreads widening is supply, not stress.
and absorbs new supply

Revenue at the buyers of compute continues Circular financing was a bridging loan.
to ramp

Breadth widens — innovation and smaller cap Concentration can unwind in a healthy way.
activity increases

Passive flows stay positive throughout The core support remains strong.

Private-equity enjoys continued liquidity Volatility is tamed.

Should one of the drivers of concentration stutter, disturbances get passed
around. This is not to do with sentiment but built into the structure. The coil
of concentration. Everything becomes more closely correlated. Market
structure can drive drawdowns under certain conditions; sentiment usually
catches up later.

‘NO. 3 NOT-FAILURE’ — EARLY WHY IT MATTERS

INDICATORS

Cost of insuring Al debt Early signs of stress.

Capital spending against cash flow The gap is what the bond market funds.

Breadth narrowing Concentration deepening, not unwinding.

Passive fund flows The support that has never been tested.

Private-market stress Marks that assume a liquidity nobody has
priced.

Interest rates The discount rate under every one of these.

The supports under this market have been reliable for a long time.
Concentration creates correlation and they now all lean on one another.

Return to the three promises at the top. That passive flows continue. That the
leverage to Al pays off. That credit stays benign. Each was a separate
proposition, held by different people for different reasons. They are now one.
Held by the same money, resting on the same handful of names and balanced
on the same risk factors.

That is what the tightening coil means. Not that any of them breaks — only
that they can no longer break separately. An index fund, a corporate bond
fund and a private-credit allocation look like three decisions. They are
increasingly one.

And the price being paid for all this? There appears to be lots of borrowed
goodwill included.
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WHAT TO WATCH

28 AUG WHY IT MATTERS

Oracle five-year CDS past 200bp A record. It fell to 129bp in February on a financing plan,
so it can retrace.

US investment grade spread 79bp Tight. One name at a record inside a market that is
entirely relaxed.

S&P rating on Oracle BBB— Cuton 9 July. A second cut forces the index funds to sell.

Top ten, share of the S&P 40% A record; 27% at the 2000 peak. Narrowing breadth

500 deepens it.

Passive fund flows 63.8% Index funds are 63.8% of US equity fund assets. The bid
has never met a sustained outflow.

Hyperscaler capex against about Free cash flow is heading to zero. The gap is what gets

cash flow $400bn  borrowed.

Nvidia, next quarter guided $108bn  The cleanest read on whether the spending continues.

Marked to the close of 28 August 2026.

Not investment advice. Figures come from primary sources, listed under Where to check. AI assists
with retrieval and figures are checked back against source. Mistakes will still get through. We would
like to close gaps in reasoning — comments welcome. Errors are mine, and corrections run in the next
issue. Know what you own. Ideas come from everywhere, other people’s letters included; the research,
the structure and the conclusions here are my own. I may hold positions in the securities mentioned. I
do not trade them in the week either side of publication.

WHERE TO CHECK
— Index-provider data — top-ten share of the S&P 500 market value, to 27 August 2026.

— Company filings — hyperscaler capital spending and free cash flow. Five-name basis; 2026 estimated.

— Filings and dealer research — bond issuance. 2026 a part-year estimate; off-balance-sheet financing
estimated separately.

— Five-year credit default swaps — dated observations, January to late July 2026. ICE BofA US Corporate
index for the broad market, 27 August 2026.

— S&P Global Ratings — Oracle Corp. downgraded to BBB—/A-3 from BBB/A-2, 9 July 2026.
— NVIDIA — second-quarter fiscal 2027 results, quarter ended 26 July 2026.

— Investment Company Institute — Active and Index Investing, June 2026.

— Press reporting, 2026 — the arrangements shown schematically in Exhibit 2.

Market data to the close of 28 August 2026. Figures are dated, not current, and move quickly.

Money Mind Monkey Mind. This publication is produced for educational and informational purposes only. Nothing in
any Money Mind Monkey Mind publication constitutes investment advice, financial advice, trading advice, or any
other form of regulated advice. Nothing herein should be construed as a recommendation, solicitation, endorsement,
or offer to buy, sell, hold, or otherwise transact in any financial instrument, security, asset class, currency, or
investment product.

All investment involves risk, including the risk of total loss of capital. Past performance is not a reliable indicator of
future results.

Views expressed are those of the author at the time of publication and are subject to change without notice. While
reasonable efforts are made to ensure accuracy, no representation or warranty is made as to the completeness,
accuracy, or timeliness of the information provided.

The author may hold positions in securities mentioned in this publication, and those positions may change without
notice. No position in a security discussed is opened or closed in the week either side of publication.

Readers are solely responsible for their own investment decisions and any reliance placed on this material is at their
own risk.
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James Male is not authorised or regulated by the Financial Conduct Authority. Seek independent regulated financial
advice before making any investment decision.
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