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Prevailing myths and 
misconceptions of the  
active/passive decision  
in Canada

■ Assets in passive investment strategies have been on the rise for decades now globally 
and have been gaining momentum within Canada more recently.

■ Yet, despite the growth of passive investing in Canada, widespread myths and 
misconceptions of the decision to invest in an active or passive strategy remain common. 
In this research note, we explore seven of the most common myths and misconceptions 
and provide the empirical truth.

■ This list of common myths and misconceptions is not exhaustive and none of the analyses 
precludes success with active management for long-term, patient investors who can solve 
the low-cost, top-talent paradox. 

Todd Schlanger, CFA
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Introduction

Assets in passive investment strategies have been on 
the rise for decades now globally and have been gaining 
momentum within Canada more recently. For example, 
net cash flows into Canadian listed ETFs (which are 
mostly passive) outpaced active funds sales for the first 
time in ten years in 2018. This is relevant because 
although there are more similarities than differences 
between ETFs and mutual funds, it was the ETFs’ ease 
of distribution that brought passive investing to Canada 
in a significant way. The benefits of passive investing 
have been clear enough to the investing public that they 
have resulted in this shift in investor preferences. Yet, a 
number of prevailing myths and misconceptions of the 
active/passive decision are circulating within Canada. 

Vanguard is uniquely suited to provide insight on the 
active/passive decision, with over $1.3 trillion (USD) in 
actively managed assets along with $4 trillion (USD) in 
passive strategies, making us one of the largest 
providers of active and passive strategies in the world. 
In this research note, we explore seven of the most 
common myths and misconceptions of the active/
passive decision and provide the empirical truth. The list 
is far from exhaustive and none of the analysis 
precludes success with active management for long-
term, patient investors who can solve the low-cost, top-

talent paradox. In fact, we believe that investors 
following our investment principles of having clear and 
appropriate goals, building balanced and diversified 
portfolios, minimizing the cost of investing, and 
maintaining long term perspective and discipline can 
achieve investment success with active, passive, or a 
combination of both investment strategies.

Myth #1: Why settle for ‘average’ performance? 

Why limit yourself to ‘average performance’, when you 
have the chance to be better than average? The view that 
passive investing only works for ‘average’ investors is an 
intuitive myth that plays to a common fear of human 
nature, the fear of missing out on something better, a 
common form of regret. To examine this myth, we begin 
by examining the empirical record of active funds across 
investment categories relative to their prospectus 
benchmarks, as shown in Figure 1. Regardless of the 
investment category, more than half of active funds 
underperformed their benchmarks over the 10-years 
ending December 31, 2018, once survivorship bias was 
taken into account. In other words, actively managed 
funds as a group did not perform above average. In fact, 
passive investment strategies tend to produce higher net 
returns than active strategies on average, as we will 
discuss in more detail next. 

Figure 1. Percentage of active funds underperforming for the ten years ended December 31, 2018
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Notes: Percentage of funds underperforming are relative to the benchmark identified in their prospectus for all fee based mutual funds with sufficient data to perform 
the analysis. The survivorship bias adjusted percentages represent funds that began but did not finish the period. Data runs from January 1, 2014 to December 31, 2018.

Source: Vanguard calculations, using data from Morningstar, Inc.
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The reason so many intelligent and skilled active 
managers end up underperforming their benchmarks 
starts by understanding that all investment markets are 
a zero-sum game, as shown in Figure 2. For every dollar 
that outperforms the market average, there must be a 
corresponding dollar that underperforms the market 

average before costs (management fees, trading costs, 
and other frictions) are taken into account. However, 
once all costs are deducted, the distribution of returns 
shifts to the left and more than half of the assets in 
every market underperform the market average.

Figure 2. Impact of costs on zero-sum game
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Myth #2: Indexing only works in ‘efficient’  
markets, such as the US

One of the most widespread myths is that it makes 
sense to use a passive strategy in efficient market 
segments, such as US equities, and to use an active 
strategy in inefficient market segments, such as 
emerging market and small/mid-cap equities. The 
argument goes that because there is more analyst 
coverage and trading in efficient markets, there are 
fewer opportunities for securities to become mispriced. 
On the flip side, some investors believe that in less 
efficient markets, greater opportunities exist to find 
undervalued companies. While it may be true that some 
of these market segments are less efficient, passive 
investing does not require markets to be efficient for it 
to be effective.

The reasoning behind this is rather straightforward. 
Passive investing tends to outperform its active 
counterpart on average because of the cost-matters 

hypothesis (Bogle, 2005), which states that “whether 
markets are efficient or inefficient, investors as a group 
must fall short of the market return by the amount of 
the costs they incur” (as shown in Figure 2). Well-
managed index funds strive to minimize all the costs of 
investing in a particular market segment, which tends to 
give them an advantage when it comes to performance. 
Examining the empirical proof, active managers in two 
markets often considered least efficient, emerging-
market and small/mid-cap equities, provided some of the 
weakest results relative to their benchmarks, as shown 
in Figure 1. This result is nothing new and has tended to 
show up across different markets and time periods 
examined. The potential explanations for this finding are 
a combination of these market segments becoming 
more informational efficient over time with expanded 
flow of timely information and the costs to implement 
investment strategies tending to be higher there than 
more efficient and therefore lower cost markets where 
active managers have fewer costs to overcome. 
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Myth #3: The bond markets provide better 
opportunities for active managers than the  
equity markets 

Related to the inefficient markets myth, but worthy of 
its own separate mention is that active managers 
perform better in the bond markets than the equity 
markets. The argument goes that because bond markets 
trade over the counter and are generally less efficient, 
they provide more fertile ground for active managers to 
exploit opportunities and outperform their benchmarks. 
The myth has appealing intuition and in some time 
periods may appear true as commonly used prospectus 
benchmarks tend to be heavily weighted toward 
government securities, while active managers tend to 
overweight higher yielding bonds with lower credit 
ratings or exposure to emerging markets, creating an 
opportunity to outperform when these segments are in 
favor. However, once these risk factors are taken into 
account, this apparent advantage disappears completely 
for the average bond manager (Roberts et al, 2018). 
Credit sensitive bonds also tend to outperform over long 
periods of time periods and different market cycles, 
while they can underperform significantly in periods of 
market stress and return much of their outperformance. 
Therefore, even with the mismeasurement issues 
between the average active bond fund and its 
benchmark we discussed, outperformance relative  
to their prospectus benchmark cannot be assumed. 
Referring back to Figure 1 to examine the empirical 
results, 67% of Canadian fixed income funds 
underperformed their prospectus benchmark by a 
median excess return of -82 basis points and 75% 
underperformed once survivorship bias was taken into 
account. Within the global fixed income category, we 
found similar but more nuanced results as 70% of 

surviving funds outperformed their prospectus 
benchmarks by a median of +49 basis points. However, 
this category had a disproportionate number of funds 
that closed over the period (either liquidated or merged) 
and once survivorship bias was taken into account, the 
results looked similar to Canadian fixed income with  
only 33% of funds that began the period going on to 
outperform their prospectus benchmark.

Myth #4: You get what you pay for: Price = Quality

The “higher the price, the better the product” myth is 
another intuitive, everyday rule of thumb that tends to 
work well in many areas for consumers but falls short 
when it comes to investing. The reality is that with 
investing, this seemingly common-sense relationship is 
reversed—you often get more for what you don’t pay 
for and higher performance is typically associated with 
lower cost investments. Figure 3 demonstrates this by 
displaying the relative performance of both active and 
passive funds across investment categories for the  
five years through December 31, 2018, grouped by  
cost quartile. In each instance, the lower-cost group 
outperformed the higher-cost group. The explanation for 
this relationship is rather straightforward, every dollar of 
cost incurred is a dollar deducted from the net return of 
the investment. Given this relationship holds across both 
active and passive funds is more proof that the decision 
to invest in a high or low cost investment is more 
important than the decision to invest in an active or 
passive investment. 
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Figure 3. Median returns by cost quartile for five years ended December 31, 2018
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Note: Median returns by cost quartile are computed by calculating the median 5-year total return within the high and low cost quartile within each respective 
investment category for all fee based funds with sufficient data to perform the analysis. Data runs from January 1, 2014 to December 31, 2018.

Sources: Vanguard calculations, using data from Morningstar, Inc.

Myth #5: Active funds perform better in bull or 
bear market cycles 

Since the global financial crisis, global equity markets 
have gone up approximately 250% cumulatively in 
Canadian dollars.1 This strong performance has 
coincided with the rise of passive investing and a belief 
among some that passive investing is only a bull market 
strategy. The myth goes that because returns have been 
strong on average, passive has worked well, but when 
markets sour and average returns are weak, active 
management will shine as managers can move into a 
defensive position to curb portfolio losses, resulting in 
outperformance. While the case for passive investing is 
strongest in the long run and there will be cyclicality in 
the number of funds out or underperforming over any 

given period, the probability that these managers will 
consistently re-position their assets at just the right time 
ahead of significant market movements is very low.  
Most events that result in significant changes in market 
direction are unanticipated, making them difficult to 
capitalize on beforehand. Not only that, but once the 
market turns positive again, the manager would need to 
quickly reposition their portfolios and take on more risk 
so they do not underperform on the upside. After all, 
markets tend to be positive more often than negative. 
For example, dating back to 1900 Canadian equities 
have outperformed Canadian bonds 60% of the time 
over 1-year periods and 73% of the time over 10-year 
periods.2 

1 Vanguard calculations, using data from Morningstar. Global equity returns are represented by the total returns on the MSCI ACWI Index from March 1, 2009 to 
December 31, 2018.

2 Vanguard calculations, using data from Dimson-Marsh-Staunton and Morningstar, Inc. Data runs from January 1, 1900 to December 31, 2018.
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In Figure 4, we display the empirical results for the last 
three market cycles (two bulls and one bear) where we 
had sufficient data to perform the analysis with Canadian 
domiciled funds. The results show a lack of consistency 
from one investment category and market cycle to the 
next. For example, in the global financial crisis (GFC), the 
average Canadian and global equity fund outperformed 
its benchmark, but that was not the case for US equities. 
Similarly, in the bull market from 2002 to 2008 leading 
up to GFC, the average US equity fund outperformed, 

while Canadian and global equity funds trailed. Our 
ability to analyze more than one bear market cycle with 
Canadian domiciled funds was handicapped by the small 
sample size of funds with sufficient historical data to 
perform the analysis, so as a robustness check we 
studied the performance of active US equity funds over 
six bear markets dating back to 1980. The results were 
mixed, with the average fund underperforming in 3 of the 
6 bear markets, or 50% of the time, and outperforming in 
the others. 

Figure 4: Percentage of funds underperforming over market cycles 
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7

Myth #6: The more concentrated the portfolio is  
in the portfolio managers “best ideas,” the better 
the performance

Some active managers claim that the more concentrated 
their portfolios are in the “best ideas,” the higher their 
returns and probability of outperforming the benchmark 
will be. The argument goes that the more diversified the 
portfolio becomes, the more diluted their best ideas are 
that can contribute to outperformance. However, 
regardless of how concentrated the portfolio is, markets 
are still a zero sum game and costs still create a 
headwind to outperformance. In Figure 5, we compare 
the performance of active equity across three 
investment categories from the most concentrated to 
the most diversified. For the purposes of our analysis, 

we define concentration as the percentage of the 
portfolio in the top 10 holdings. Similar to the other 
myths, the evidence shows the ‘best ideas’ argument to 
be a fallacy as the relationship between concentration 
and performance was flat to downward sloping across 
all three categories. In fact, generally as concentration 
increased, so did dispersion in returns and the potential 
for more extreme outcomes (Schlanger et al, 2012).  
The other thing to consider is that a small number of 
companies account for a large share of the global equity 
markets return. The less diversified a portfolio, the less 
likely it is to hold the small percentage of stocks that 
account for most of the market’s long-term return. 
Therefore, the best way to increase the odds of owning 
the few companies that drive returns in the long run is 
to be diversified (Tidmore et al, 2019). 

Figure 5: The relationship between fund concentration and excess returns

Canadian Equity

Linear (Canadian Equity)

US Equity

Linear (US Equity)

Global Equity

Linear (Global Equity)

Percentage in top 10 holdings (%)

5 
ye

ar
 a

nn
ua

liz
ed

 e
xc

es
s 

re
tu

rn
 (%

)

Note: Fund concentration is defined as the percentage of the portfolio concentrated in the top 10 holdings and excludes fund of funds. Annualized excess returns are 
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Myth #7: Passive investing is better than  
active investing

So far, we have discussed mostly myths and 
misconceptions that claim the superiority of active 
investing over passive investing based on certain 
variables, such as by investment category, within a 
certain market cycle, based on the management 
expense ratio, or the concentration of the portfolio. 
There are, however, also myths and misconceptions 
that claim the superiority of passive investing over 
active investing. There is no universal case for passive 
investing as not all indexes are diversified and low cost. 
Alternatively, not all active funds are high cost and 
concentrated. Therefore, you cannot conclude that 
passive investing is better than active investing 
because some active funds share similar characteristics 
to passive funds (low costs, diversified, disciplined) that 
explain their performance advantage, on average. 
Ultimately, to be successful with active management 
an investor needs to solve the low-cost, top-talent 

paradox and be patient with a talented manager, once 
found, to reap the long-run rewards. While the theory 
and results discussed provide a strong case for using 
passive strategies, they do not rule out the potential  
for success with active management, as the main 
impediment to outperformance is the cost of 
implementing the investment strategy. Research has 
shown that by focusing on active managers with a  
high degree of skill relative to their peers who execute 
their strategies at a low relative cost, an investor  
can increase their chances of achieving long-term 
outperformance with active management (Wallick et al, 
2015). The track record of Vanguard active equity funds 
demonstrates that success for investors adhering to 
these principles is achievable, having outperformed their 
benchmarks by +66 basis points on an asset weighted 
basis and +29 basis points on an equally weighted basis 
over the 30-year period ending December 31, 2018. 
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Conclusion

In this research note, we provided the theoretical and 
empirical evidence to show that seven of the most 
common myths and misconceptions of the active/
passive decision circling within Canada are fallacies.  
This list is far from exhaustive and none of the analysis 
precludes success with active management for patient, 
long term investors who can solve the top talent, low 
cost paradox. Our goal in providing this analysis is to 
help better inform Canadian investors so that they do 
not make their investment decisions based on these 
prevailing myths and misconceptions and instead focus 

on the key drivers of long-term investment success, such 
as having clear investment goals, building balance and 
diversified portfolios, keeping implementation costs low, 
and maintaining long-term discipline with their approach. 
We believe that investors following these principles can 
achieve investment success with active, passive, or a 
combination of both investment strategies. As a client 
owned Investment Company and one of the largest 
providers of both active and passive investment 
strategies in the world, we believe we are uniquely 
positioned to provide this perspective. 
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