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How does one begin to understand the 
functional differences between passive and 
active investing? 

And once understood, what are the best 
ways of implementing this knowledge into 
an effective investment strategy?

These are the questions answered 
in Vanguard’s new white paper, 
“Considerations for active fund 
investing.” This comprehensive guide 
acts as a companion piece to Vanguard’s 
“Considerations for index fund investing.”

It explores what active investing entails and 
how success can be measured in granular 
yet accessible detail, touching on both the 
quantitative and qualitative aspects of the 
approach.

In our Ask the Expert section, James J. 
Rowley, Jr., CFA, Global Head of Investment 
Implementation Research, discusses some 
key considerations for investors looking at 
active strategies. 

Introduction

Gary Adams
Deputy Head of Investment Content
Savvy Investor

Active investing 
essentials
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Founded in 1975, Vanguard is one of the world’s 
leading investment management companies. The firm 
offers investments, advice, and retirement services 
to tens of millions of individual investors around the 
globe—directly, through workplace plans, and through 
financial intermediaries. Vanguard operates under a 
unique, investor-owned structure where Vanguard fund 
shareholders own the funds, which in turn own Vanguard. 
As such, Vanguard adheres to a simple purpose: To take 
a stand for all investors, to treat them fairly, and to give 
them the best chance for investment success. For more 
information, visit vanguard.com.

Report Sponsor
About Vanguard James J. Rowley, Jr., CFA 

Global Head of Investment 
Implementation Research
Vanguard

James J. Rowley, Jr., is Vanguard’s global 
head of investment implementation 
research and a member of the senior 
leadership team of the Investment 
Strategy Group. Among his areas of 
expertise are investment strategies, 
including indexing, active, and factor,  
as well as investment products,  
including mutual funds and exchange-
traded funds (ETFs).

Jim and his team conduct research 
and provide thought leadership on 
issues related to indexing, ETFs, active 
management, alternatives, factor 
strategies, and ESG (environmental, 
social, and governance).

Jim joined Vanguard in 2005 and has held 
positions of increasing responsibility on 
the firm’s ETF Product Management Team 
and in the Investment Strategy Group. 
Before joining Vanguard, Jim worked at 
Gartmore Global Investments, Lehman 
Brothers, and Merrill Lynch.

Jim’s research has been published in 
The Journal of Portfolio Management 
and The Journal of Beta Investment 
Strategies (formerly The Journal of 
Index Investing), and he has presented to 
global regulators, policymakers, industry 
peers, and investors. He is also frequently 
interviewed by the financial media.

A CFA charterholder, Jim is a past 
president of the CFA Society of 
Philadelphia and is an advisory board 
member of The Journal of Beta 
Investment Strategies.

Jim earned a B.S. from Villanova University 
and an M.B.A. from New York University

https://corporate.vanguard.com/content/dam/corp/research/pdf/considerations_for_active_fund_investing.pdf
https://investor.vanguard.com/home
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Although passive and active investing differ in some ways, Vanguard 
notes that successful active fund investing still follows Vanguard’s four 
principles for investing success—goals, balance, cost, and discipline. 
Each of these is covered in more detail below.

Goals: Outperformance and its definition

The core goal of active investing is outperformance—that is, achieving 
returns that exceed the fund’s benchmark (e.g., domestic equity or fixed 
income) over time. To achieve this, fund managers construct portfolios 
that deviate in composition or weighting from the benchmark. This 
deviation introduces active risk, which encompasses different factors, 
such as tracking error, active share, and the manager’s security selection 
decisions. Tracking error quantifies the variability in the fund’s returns 
relative to its benchmark, while active share highlights how much the 
fund’s holdings differ from those of the benchmark. Unlike index funds, 
which aim to mirror benchmark performance, active strategies embrace 
the potential for both outperformance and underperformance through 
having higher active risk.

When choosing between an index fund and an active fund, investors 
are essentially deciding between the predictability of returns and the 
possibility of higher returns.

The zero-sum nature of market returns indicates that for every investor 
who beats the market, another must fall short by an equivalent amount, 
leading to a net zero excess return before accounting for costs.

Featured Paper from Vanguard

An art and a science

View the full paper

Vanguard research August 2024

Considerations for  
active fund investing

 ● In this piece and its companion, Considerations for Index Fund Investing, we aim 
to provide foundational implementation considerations for investors to include  
in the decision to use active or index strategies in gaining exposure to a chosen 
market segment.

 ● Such foundational implementation considerations should be accounted for by 
both index and active fund investors, particularly given the ongoing convergence 
in the applications of both strategies.

 ● Incorporating considerations outlined in this paper into a sound and rigorous 
decision framework regarding the inclusion of active funds in your investment 
plan can strengthen your conviction in—and can increase—your chances of 
investment success.

Authors

Andrew J. 
Patterson, CFA

Stephen Lawrence, 
Ph.D.

Marvin  
Ertl

Figure 1: Conviction is key: Active fund investors expect to outperform a benchmark over time

Notes: The bell curve in each image consists of stylized data comparing the theoretical distribution of the excess returns of all invested assets 
in a market segment, an illustration of the concept of the zero-sum game, with net zero excess returns at the center. The figure images do not 
incorporate the impact of costs, which would shift each distribution to the left. Investors managing these assets include but are not limited to 
open-end-fund managers, closed-end-fund managers, individual investors, hedge funds, and other institutional investors who buy and sell assets 
that are included in the benchmark representing the  market segment.

Source: Vanguard

In aggregate, investing remains a zero-sum game

Active fund managers and investors expect that the fund will outperform the benchmark
over their investment horizon

0 Positive excess returnsNegative excess returns

Risk of underperforming
the benchmark

Possibility of outperforming
the benchmark

Subjective 
outperformance 

expectation

0 Positive excess returnsNegative excess returns

Risk of underperforming
the subjective expectation

Possibility of outperforming
the subjective expectation

 https://www.savvyinvestor.net/node/1985871
 https://www.savvyinvestor.net/node/1985871
https://www.savvyinvestor.net/node/1985871
https://www.savvyinvestor.net/node/1988167
 https://www.savvyinvestor.net/node/1985871
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Costs, which are covered later in this Special Report, push performance 
to the left of a performance bell curve (as seen in Figure 1). Active 
management aims to generate positive excess returns through 
outperformance of a benchmark over time, producing positive excess 
returns on the right-hand side of this curve.

Balance: Diversification and outperformance

Diversifying investments across multiple securities reduces the risk of 
significant underperformance relative to a fund’s benchmark. However, 
investors must carefully balance diversification with the pursuit of 
outperformance—a delicate trade-off. While diversification mitigates 
the risk of underperformance by spreading exposure, active risk—the 
deliberate deviation from the benchmark mentioned earlier—creates 
opportunities for outperformance. Striking the right balance between 
these approaches is crucial for achieving long-term investment success.

Figure 2 illustrates this tension between diversification and active 
risk. Over the 10 years to December 31, 2023, 80% of the stocks in the 
Russell 3000 Index underperformed the index, which itself posted an 
average annualized return of 11.5%. For a fund manager to beat their 
benchmark, they typically allocate capital to securities expected to 
outperform while avoiding or underweighting those anticipated to lag—
its active share. 

Investors assessing a fund manager must weigh this interplay between 
active risk and diversification. While quantitative metrics like active 
share and tracking error do provide insights into a manager’s strategy, 
these should be considered alongside qualitative factors, such as the 
management firm’s culture, investment philosophy, and decision-making 
processes. Additionally, investors cannot overlook a critical element that 
directly affects returns—cost.

Balancing the goal of outperformance with the benefits of 
diversification requires careful evaluation. A successful approach 
considers not only the numbers but also the people, practices, and 
prices behind them.

“Investors are 
essentially 
deciding 
between the 
predictability of 
returns and the 
possibility of 
higher returns.”

Figure 2: A smaller pool of relative winners

Notes: The chart shows the distribution of annualized returns for stock constituents of the Russell 3000 Index in U.S. dollars as of January 31, 2014. 
The performance shown is for January 1, 2014, through December 31, 2023, with reinvestment of all dividends. Overlaid is the index’s total return performance  
for the same period.  Past performance is no guarantee of future results. The performance of an index is not an exact representation of any particular 
investment, as you cannot invest directly in an index.

Source: Vanguard.
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Costs: How this links to outperformance

The impact of costs on a fund’s performance cannot be overstated. 
Expense ratios, transactions fees, and taxes all act as a drag on 
performance over time. Expense ratios are a key metric. Often 
associated with a manager acquiring better information and having 
skill, expense ratios nevertheless do not guarantee outperformance. In 
fact, lower expense ratios generally present a lower hurdle for a fund 
achieving positive net returns, as Figure 3 shows.

The rate at which securities are bought and sold (or turnover) further 
influences net returns, with higher turnover being linked to reduced 
after-tax retention. Minimizing both of these costs is vital for preserving 
returns. While funds with higher costs can still outperform, those 
with lower costs provide a clearer path to retaining more returns and 
boosting outperformance potential.

Discipline: The key to realizing benefits

Discipline in investing means sticking to an investment plan, even during 
periods of underperformance. It’s easy for an investor to abandon a 
strategy. But doing so increases the risk of missing their financial goals. 
Even active managers who outperform their benchmark over long time 
horizons often endure extended periods of underperformance. In fact, 
Vanguard calculations show that a large majority of outperforming 
equity and fixed income funds underperformed for at least three out of 
10 years analyzed, by up to 10% in many cases. To realize the benefits 
of outperformance, investors must be prepared to withstand periods 
of underperformance over their investment horizon. This requires 
dedication to a robust decision-making process, strong conviction, 
and discipline. This is a skill that should not be overlooked, because it 
increases the likelihood of achieving substantial investment success.

Read more about active management in our Ask the Expert section, 
where we talk with James J. Rowley, Jr. CFA, Global Head of Investment 
Implementation Research.

Figure 3: Higher expense ratios introduce a higher hurdle to outperformance

Notes: The chart displays the distribution of the expense ratio (as of year-end 2023) and net returns in excess of a fund’s prospectus benchmark in U.S. dollars 
for active and index equity and fixed income funds within the inclusion criteria specified in the Appendix over the period January 1, 2014, through December 
31, 2023. The trend line results from a regression of excess returns on expense ratios, weighting the observations using net assets as of December 31, 2013. 
Basis points (bps) are one-hundredth of a percentage point. Past performance is no guarantee of future results. Note: the inclusion criteria specified in the 
Appendix of the white paper, Considerations for active fund investing.

Source: Vanguard calculations, based on data from Morningstar, Inc.

“Even active 
managers who 
outperform 
their benchmark 
over long time 
horizons often 
endure extended 
periods of under-
performance.”
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Gary: How might a potential investor effectively 
judge a management’s culture and philosophy? 
What factors should they be on the lookout for, in 
both positive and negative terms?

Jim: This is where “personal investment philosophy 
meets trust in advertising.” Any investor interested 
in active management should first consider the 
manager’s personal investment philosophy. They 
should ask themselves if it aligns with their own 
philosophy. Both parties need to be on the same page. 
When I say, “truth in advertising,” I mean, “if I sign up 
to invest with an active manager, do they deliver what 
we discussed in advance?” Or, if not discussed, do their 
stated objectives, philosophy, and processes hold true 
during your research? Do they consistently stick to 
this process? These are my first considerations when 
engaging with active management. The advantage is if 
they maintain their process even when performance or 
certain market segments turn against them. Changing 
their approach could be a warning sign.

Considering the level at which costs drag down 
performance, does it make sense for smaller 
investors, such as retail investors, to use active funds?

Everyone should focus on minimizing costs. This 
isn’t about an institutional or retail framing; it’s 
fundamental. Every basis point of expense ratio 
is a point of performance you don’t receive. This 
awareness is relevant to any investor.

Are high cost, but high performing managers  
rare enough that efforts to identify them should  
be dismissed?

I prefer to discuss performance in past terms 
because current manager performance is historical, 
not ongoing. High costs can be compared to a race 
where someone starts 10 meters behind the line 
every time. At some point doing this becomes a 
disadvantage for any manager with relatively  
higher costs.

Ask the Expert with Vanguard

Active investing
James J. Rowley, Jr. CFA, Global Head of Investment Implementation Research, discusses some of 
the key considerations investors looking at active management must ask themselves. 

Interviewer
Gary Adams
Deputy Head of Investment Content
Savvy Investor

James J. Rowley, Jr., CFA
Global Head of Investment 
Implementation Research
Vanguard

“High costs can be compared to a race 
where someone starts 10 meters behind 
the line every time.”
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I don’t think there’s a magic number that says 
what cost level is suddenly high versus low or too 
high versus too low. It’s relative. This is one of the 
arguments we make in our paper—that you can think 
of expensive ratios, say, as being on a continuum. 
Mathematically, every basis point of expense ratio 
reduces excess return by one basis point. From this 
standpoint, thinking of it as a running race, you have 
to ask: “How far back am I willing to start?”

Is active investment more suited to specific parts of 
market cycles?

I’d argue that it isn’t because active management is 
not an asset class. And so there is no good or bad 
cycle for active investment. I don’t think there are 
times when it is smarter or when it is dumber. Active 
management works off the principle of the zero-sum 
game. Somebody in the active management space 
producing a dollar means somebody else is losing 
a dollar through underperformance. In aggregate, 
outperformance is equalized by underperformance. 
This makes it an individual exercise in manager 
selection, not a collective asset class.

What is your recommended time interval for 
comparing an active fund’s performance to its 
benchmark?

There are two ways I’ve thought about this although 
I can’t tell you if they are necessarily the right 
approaches. One answer might be to ask how a 
manager endures through various different market 
cycles, be that during higher volatility versus lower 

volatility, shifts between value and growth or, as seen 
recently, when relatively larger cap stocks are doing 
better than relatively smaller cap stocks.

The second way I would think about this is 
referenced in our paper. In it, we replicate work 
completed by some Vanguard colleagues who 
wrote a different paper that looks specifically at 
managers who outperform over longer periods 
of time, asking how much underperformance 
they experienced intermittently through that 
time period. And it turns out that managers who 
outperformed their benchmark over 10 years on 
average, underperformed for around four years 
out of this 10. I think most people wouldn’t believe 
this—it seems like a very large proportional 
amount of time for somebody who is an eventual 
outperformer. I don’t know if there is a magical 
answer to that question other than to say that 
active management is really difficult, and  
investors really have to be patient in sticking 
through hard times to eventually reap the rewards 
of a successful manager.

How can an investor differentiate between 
temporary underperformance from more persistent 
issues with an active fund?

I’m not so sure that you can distinguish between 
the two, but I would point to a comment I made 
earlier about looking for changes in processes. 
After conducting due diligence and aligning with a 
manager’s objectives, philosophy and process, any 
significant change to the latter would be a red flag.

“Active management is really 
difficult, and investors really 
have to be patient in sticking 
through hard times to 
eventually reap the rewards 
of a successful manager.”
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Is there a difference between refining a process or 
reacting to an unanticipated realty, and a wholesale 
change to a previously held conviction?

It could be either/or. There will be some qualitative 
elements you can keep an eye on, such as reading 
manager commentaries and staying on top of certain 
decisions they’ve made, typically with respect to 
buying or selling individual securities, or how a 
portfolio has been positioned. And quantitatively, 
there are some simple things to keep your eyes 
and ears open to, such as a concentrated portfolio 
shifting to something more diversified, or vice versa.

What practical strategies can an investor implement 
to strengthen their discipline?

Understanding your true risk tolerance is one of 
the best means of achieving the required discipline. 
Something we talk about in our paper is how active 
management, at its core, offers an opportunity to 
outperform at the risk of underperforming. And 
an easy metric to judge the magnitude of any 
potential underperformance is how concentrated or 
diversified a portfolio is. If an investor commits to 
such a fund and realizes they can’t handle sizeable 
swings over short term periods, they may not have 
really understood their risk tolerance and would 
likely be happier with a more diversified manager. 
This isn’t the investment manager’s fault because 
they will be doing what they said they were going to 
do. It’s about having a better understanding of risk 
tolerance and investors being true to themselves.

How should investors consider active funds with 
regards to changing investment time horizons?

Ironically, sometimes I believe that when we talk 
about active fund investing or index fund investing, 
we get too sucked into manager selections and 
what I call implementation within asset class issues. 
And I think we sometimes lose perspective on how 
important broader asset allocation is with respect 
to portfolio construction. When thinking about time 
horizons, my first reaction is to say that we should 
all be cognizant of the stock-bond mix, that both 
components are reasonably diversified.

If I’m thinking about my time horizon, meaning that 
I’m 50 years away from retirement versus five years, 
the more important issue becomes how much equity 
versus fixed income a portfolio contains rather than 
if it is actively managed or not.

Past performance is no guarantee of future results. 
The performance of an index is not an exact 
representation of any particular investment, as you 
cannot invest directly in an index. 

All investments involve some risk. Be aware that 
fluctuations in the financial markets and other 
factors may cause declines in the value of your 
account. There is no guarantee that any particular 
asset allocation or mix of funds will meet your 
investment objectives or provide you with a given 
level of income. In a diversified portfolio, gains 
from some investments may help offset losses from 
others. However, diversification does not ensure a 
profit or protect against a loss. 

CFA® is a registered trademark owned by CFA 
Institute.

“Understanding your true 
risk tolerance is one of the 

best means of achieving the 
required discipline.”
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Active Share and Portfolio Concentration - 
Metrics Not Prescriptions
15 October 2024 | CAIA blog

This paper begins with a brief review of the struggles plaguing active 
management. It then considers the origins and usefulness of the high 
conviction movement, describing its shortcomings as well as common 
reasons for poor implementation. 

Active Share and

Portfolio

Concentration -

Metrics Not

Prescriptions

October 12, 2024 Manager Selection, Risk Management

Alberto Masnovo-iStockPhoto

By Michael A. Ervolini , Distinguished Fellow, FactSet Research Systems,

Inc., and Matthew Gadsden, Senior Consultant & Head of Global Equities Research,

JANA Investment Advisors.

 

02/12/2024, 16:33 Active Share and Portfolio Concentration - Metrics Not Prescriptions | Portfolio for the Future | CAIA

https://caia.org/blog/2024/10/12/active-share-and-portfolio-concentration-metrics-not-prescriptions 1/16

Global Equity Observer

Independent thinking 

The timing of investing in an index is important. 
Markets are back to high expectations, with high 
multiples and double-digit earnings growth forecasts 
for MSCI World for the next two years, on top of 
peak margins. This brings risk for passive investors, in 
our view. Three consensus trades dominate today’s 
markets: being invested in the American economy, 
owning obvious artificial intelligence plays and 
positioning for a soft or no landing in the U.S. If 
anything other than this consensus view prevails, index 
investors may find themselves in relative difficulty.

INVESTMENT INSIGHT | INTERNATIONAL EQUITY TEAM | June 2024

WILLIAM LOCK
Managing Director

AUTHOR

“ In an 
environment 
where the 
biggest 
companies make 
up a larger share 
of the index, 
we believe a 
bottom-up, high 
quality strategy 
focusing on 
steady, resilient 
compounding 
can serve 
as a useful 
complement”

DISPLAY 1 
Markets are Back to High Expectations
MSCI World 12 Month Forward Earnings Per Share Expectations and 12 Month Forward  
Price-to-Earnings
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A downturn is the main short-term risk to ambitious earnings on peak margins

Earnings up 2% YTD.
EBIT margins at all-time highs

Multiples remain
elevated at 18.6x

Source: Factset. Data as of March 31, 2024.
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Measuring Macro Event Risks to Active Equity Portfolios
15 October 2024 | Acadian

This paper demonstrates a practical methodology to help investors 
measure and inform management of macro event-related risks using 
“winner-loser” baskets published by sell-side analysts and other 
subject-matter experts.

Active vs. Passive Investing: Revisiting the Debate
06 August 2024  | MS IM 

In an environment where the biggest companies make up a larger 
share of the index, Morgan Stanley Investment Management believes 
a bottom-up, high quality strategy focusing on steady, resilient 
compounding can serve as a useful complement.

An Active Investor’s Guide to Growth Equities
25 September 2024 | Wellington Management 

Investing in equities involves a degree of risk tolerance because equity 
prices inevitably go up and down.

View more papers on this topic

Like what you see? We have over 10,000 white papers on our site. Don’t miss out on the latest 
research.

Savvy Investor Top Papers

Our top pick of active 
management papers

For institutional investor use only. Not to be reproduced or disseminated. 1

ACADIAN ASSET MANAGEMENT

 • The tight U.S. presidential race offers a timely reminder of the risk that macro events can pose to active equity 
strategies. 

 • Unfortunately, conventional risk modeling tools don’t offer investors much insight into portfolio-level exposures to  
such catalysts. 

 • In this paper, we demonstrate a practical methodology to help investors measure and inform management of macro 
event-related risks using “winner-loser” baskets published by sell-side analysts and other subject-matter experts. 

Anticipatable macro events, such as the upcoming U.S. 
presidential election, can generate considerable stock market 
volatility and widely varying impacts over the cross section 
of returns. Unfortunately, while the style factors in traditional 
risk models pick up on changes in volatilities and correlations 
produced by sustained macro trends, they do not well-
capture risks associated with events and other shorter-term 
macro phenomena. In this paper, we demonstrate a practical 
method to supplement the predictions of multi-factor risk 
models, which allows investors to measure and, therefore, to 
reduce equity portfolio exposures to transient macro risks. 

“Winner-Loser” Baskets as Macro  
Event Factors
Sell-side equity analysts and other subject-matter experts 
often publish winner and loser stock baskets in association 
with upcoming macro events. These baskets represent 

companies that the analysts expect to outperform and 
underperform depending on how circumstances play out. 
The transmission mechanisms between events and markets 
may be multifaceted and complex, perhaps involving shifts 
in demand for products and services, new regulations, 
and supply-chain disruptions, just to name a few possible 
channels. 

Typically, winner and loser baskets comprise only limited 
sets of companies whose linkages to an event are most 
apparent. Nevertheless, we can extrapolate information from 
even narrow selections to inform estimates of event risk 
across much broader investment universes. In developing 
confidence in the resulting predictions, what matters is the 
reliability of the basket as an instrument to track market 
expectations regarding the likelihood and consequences of 
the event. If we can establish that confidence based on a 
combination of intuition and analysis, then we can apply the 
long-short basket to estimate portfolios’ active exposures to 
the upcoming event in question. 

Figure 1: Cumulative Returns of Hypothetical "Winner-Loser" Republican Policy Agenda Baskets

Source: Acadian based on index returns from Bloomberg. It is not possible to invest in any index. The above does not represent investment returns generated by actual trading or an actual 
portfolio. Hypothetical results are not indicative of actual future results. Investors have the opportunity for losses as well as profits. For illustrative purposes only.

Measuring Macro Event Risks to Active Equity Portfolios 
September 2024

https://www.savvyinvestor.net/node/1986625
https://www.savvyinvestor.net/node/1985317
https://www.savvyinvestor.net/node/1987332
https://www.savvyinvestor.net/node/1987290
https://www.savvyinvestor.net/investment-process/manager-selection-and-mandates
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IMPROVE THEIR INVESTMENT  
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Savvy Investor is the world’s leading 
knowledge network for institutional 
investors. Membership is free, providing 
pension funds and other investors with 
access to over 10,000 white papers and 
market commentaries, covering a wide 
range of pensions and investment topics. 

Savvy Investor provides each member 
with a personalized experience, presenting 
them with the latest white papers and 
thought leadership content based on 
their topic preferences. Membership is 
restricted to institutional investors and 
their service providers, and member 
engagement is high. 
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technologists, developers and industry 
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bigger picture on the asset management 
industry.

The business delivers a unique blend of 
data that includes profiles, fund information, 
performance metrics and our valuable 
analyst perspectives. 

With Intelligence’s data, insight and 
responsive platform combine to help 
investment professionals to connect with the 
right people, intelligence and opportunities.
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