TD Asset Management

Whitepaper (© 25 Minutes

Steven D. Bleiberg
Managing Director,
Portfolio Manager,
TD Epoch

In Defense of Active

Management

The last few years have not been kind to active
managers. According to Nasdaq eVestment
report, only 44 percent of active managers

in their Global All Cap Core equity universe
outperformed the MSCI World Index in 2025".
That was an improvement from the previous
two years; in both 2024 and 2023, just 29% of
managers outperformed. For the cumulative
three-year period ending December 31, 2025,
the percentage of managers that outperformed
was a now-familiar number, 29%, or just a little
over 1in 4 managers. And even though the MSCI
World Growth Index outperformed MSCI World
Index by 5.4% per year over this stretch, growth
managers barely did any better at beating
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the MSCI World Index: 30% of the managers
in that universe outperformed MSCI World
Index during the most recent three years. Have
active managers lost the ability to outperform?
And if so, does that mean switching to passive
investing today is a wise decision?

We will start with the first question: can active
management still outperform? In answering that
question, it is important to look at the subject
from another angle: in the past, when have
active managers outperformed, and when have
they underperformed? And does the answer to
that question tell us anything about what is likely
to happen in the future?



Think about what has been going on over the last few years as active managers have failed to keep pace with
the index: the index has been growing increasingly concentrated. At the end of 2025, the ten largest stocks in
the MSCI World Index (counting both share classes of Alphabet as one company) made up 28.5% of the
weight in the index. Three years earlier, at the start of the period we were just discussing, that figure was
16.3%. That tells you that the stocks that were already large three years ago kept getting even larger relative to
other stocks - that is, they outperformed. The numbers are staggering. Figure 1 below shows the top ten stocks
by weight in the MSCI World Index at the end of 2025, together with their 3-year annualized returns since the
end of 2022:

Figure 1: Top ten stocks by weight in MSCI World Index

Index Weight Annua:fi-zY::;| I;Return

NVIDIA 5.5% 133.4%
Apple 4.8% 28.5%
Microsoft 41% 27.3%

Alphabet 4.0% 52.6%
Amazon 2.7% 40.0%
Broadcom 1.9% 86.2%
Meta 1.7% 76.6%
Tesla 1.6% 53.9%
JPMorgan 11% 37.2%

Eli Lilly 1.0% 44.3%
MSCI World 211%

Source: Bloomberg Finance L.P. As of 12/31/2025

These stocks were already large three years ago. Six of the current top ten were in the top ten at that time
(including Nvidia, which was #10); the “smallest” of the current top ten at the end of 2022 was Broadcom,
with a market cap of $234 billion, making it the 26th largest stock in the index at that time2. Yet they all
outperformed the overall cap-weighted index over the subsequent three years, some of them by astonishing
margins, further increasing their already large weights within the index.

Managers who did not overweight these stocks in their portfolio were at a disadvantage in trying to outperform
the index. But many managers do not like to concentrate their portfolios that way. At some point, keeping
active risk (i.e., relative to the benchmark) low by holding increasingly larger positions in a small handful

of stocks raises the absolute risk of the portfolio - you're just not diversified enough. (At this point, you may

be thinking, “well, absolute risk shouldn’t matter to the manager; modern portfolio theory tells us that the
cap-weighted index is the optimal portfolio. So, the manager should only focus on active risk relative to that
optimal portfolio.” Hold that thought.)

2 Source: FactSet. As of December 31, 2025
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The point is, most managers’ portfolios look more like
an equal weighted version of the benchmark than
they do a cap-weighted version of it. Not only do
they tend to underweight the largest stocks relative
to what their weights would be if they cap-weighted
their holdings, they overweight the smaller stocks.
This is a subtle point, and it’s helpful to expand on
it. It might seem like if a manager holds the largest
of their stocks at close to their index weights, then
they are following a cap-weighted approach. But
that’s not the right way to think about it. Nvidia, for
example, was 5.5% of the MSCI World Index at the
end of 2025. But that does not mean holding it at
5.5% in your portfolio makes your portfolio look more
“cap-weighted.” In the context of a portfolio of, say,
40 names, cap-weighting means looking at each
stock’s capitalization relative not to the index, but to
the other 39 stocks in the portfolio. Ultimately, the
weights in the portfolio have tomust add to 100%.
If you only hold 40 stocks and you tried to hold
each one at its index weight the math would not
work - you would fall far short of 100%. Suppose you
choose to hold Nvidia, and for the other 39 stocks
in your portfolio you hold the rest of the 40 largest

stocks in the index. For that portfolio of stocks to be
“cap-weighted” - i.e., each one held in proportion
to its percentage of the total market cap of the 40
stocks — Nvidia’s weight would not be 5.5%, it would
be 13.2%! But of course, nobody just holds the top
40 stocks. Managers who hold Nvidia hold plenty
of stocks that are much smaller than the 40 largest
stocks. So, if they were cap-weighting their portfolios,
it might well be that Nvidia would have to be 30% of
the portfolio, while some other stocks would be below
1%. No actively managed portfolios that we have
ever seen look like this. They come much closer to an
equal weighting scheme.

And that’s the key to understanding when active
managers tend to do well and when they tend to
do poorly relative to the cap-weighted benchmark.
Figure 2 plots the percentage of active managers in
the Core Global Equity universe who outperformed
the MSCI World Index in each individual calendar
year from 2000 to 2025 (on the y-axis) against the
relative performance of an equal-weighted version of
MSCI World Index against the cap-weighted version
(on the x-axis).

Figure 2: Active Manager Outperformance versus Relative Performance of

Equal Weighted Index
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The relationship is quite strong. More managers
tend to outperform when the equal-weighted index
outperforms the cap-weighted index (which means
that smaller stocks performed better on average than
larger stocks), and fewer managers tend to outperform
when the equal-weighted index underperforms
(meaning large cap stocks outperformed). Here's one
way to see how strong the relationship has been: there
have been 14 calendar years over this time period
in which the equal-weighted index outperformed,
and a majority of active managers outperformed
the cap-weighted index in 12 of those 14 years. But
in the 12 years in which the equal-weighted index
underperformed, a majority of active managers
outperformed only 4 times.

So to answer our first question - can active managers
still outperform? - we would say that yes, they can,
but we should understand that it is more likely to
happen when an equal-weighted version of the index
outperforms the cap-weighted version. And now is
the time to come back to that thought that we asked
you to hold - that the cap-weighted index, according
to modern portfolio theory (MPT), is the optimal
portfolio. If that’s true, why should we care about an
equal-weighted index, or the fact that managers are
more likely to outperform when the equal-weighted
index outperforms? Isn’t this a meaningless point?

We do not think so. We have written a few times over
the years on what we think are the flaws in the MPT
argument that the cap-weighted market portfolio is
the optimal portfolio. We won’t lay out our criticism
in lengthy detail here but will simply summarize it as
follows: MPT asks you to accept certain assumptions,
the most important one being that volatility of returns
is the appropriate definition of an asset’s “risk.” If
you accept that assumption, then there is indeed,
conceptually, a portfolio that is “optimal” in the sense
that this portfolio, when combined with a risk-free
asset (defined as Treasury bills) in varying amounts,
will provide the highest expected return for any level
of “risk.” At that point, the conclusion that the optimal
portfolio is the cap-weighted market portfolio is not
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a mathematical proof, it’s simply a logical deduction:
if we all accept the premises of MPT, then we would
all agree this portfolio is the optimal portfolio, and we
would all seek to hold it. But the only portfolio that we
can all hold simultaneously is a miniature replica of
the overall market, i.e., an index fund. Viewed from
the other direction, if we all hold the same portfolio,
then the market portfolio, which is just the sum of all
our individual portfolios, will look the same as every
individual’s portfolio.

The problem with this view comes when you challenge
the assumption that volatility of returns is all you
need to capture an asset’s riskiness. MPT assumes
that we can all agree on the riskiness of a given
asset; volatility, after all, is an objective number. But
behavioral economics has taught us that people will
subjectively react to that objective number in different
ways. In one person, the pleasure of a 10% gain
might be exactly offset by the pain of a 10% loss. In
another person, the pleasure of a 10% gain might be
the inverse equivalent of the pain of only a 7% loss.
These two people can look at a stock and agree on its
volatility, but that doesn’t mean they will agree on how
“risky” the stock is. It’s not clear that they would ever
agree on what the “optimal” portfolio is.

So MPT’s conclusion that a cap-weighted market
portfolio is optimal is not as ironclad in theory as some
believe. But even when you use the MPT framework to
evaluate the equal-weighted version of MSCI World
Index against the cap-weighted version, it’s not clear
that the cap-weighted version is superior in practice
either. We have data on the equal-weighted MSCI
World Index back to December 31, 1998. Based on
the monthly returns to the equal and cap-weighted
versions of MSCI World Index over the 27 years through
the end of 2025, the equal-weighted index had a
Sharpe ratio of 0.12 (average monthly excess return
over Treasury bills of 0.56%, with a standard deviation
of 4.70%), while the cap-weighted index delivered a
Sharpe ratio of 0.1 (average monthly excess return
0.49%, standard deviation 4.41%)3.



In short, the theory behind indexing to the cap-weighted market portfolio is flawed, and the results over
the last quarter century show that the cap-weighted index has not been superior to an equal-weighted
approach in practice. So, the fact that managers look more like the equal-weighted index should not be

viewed as a negative.

But suppose you are unconvinced by this discussion and think that indexing looks attractive after the last three
years of active managers underperforming. In that case, our second guestion - is switching to passive investing

today a wise decision? - is worth discussion as well.

Earlier we talked about the sharp rise in the concentration within the MSCI World Index over the last three
years; the top ten stocks went from making up 16.3% of the index at the end of 2022 to 28.5% at the end of
2025 If you look back even farther, the change has been bigger still: Ten years ago, at the end of 2015, the
top ten stocks made up just 10.5% of the index. Figure 3 shows how the top ten stocks as of the end of 2025

performed over the preceding decade.

Figure 3: Ten Year Performance of the MSCI World Index’s Top 10 Stocks

10-Year
Annualized Return
NVIDIA 72.3%
Apple 27.6%
Microsoft 25.8%
Alphabet 23.3%
Amazon 21.2%
Broadcom 40.8%
Meta 20.3%
Tesla 39.6%
JPMorgan 20.4%
Eli Lilly 31.2%
MSCI World 12.2%

Source: Bloomberg Finance L.P. As of 12/31/2025

Every single one of these ten stocks outperformed the
overall index over the last ten years, by an average of
20% per year. That’s not really all that surprising - that’s
how they got to be such large weights in the index.
(It’s not necessarily always the case, though, that

all of the top ten stocks have outperformed over the
trailing decade. Ten years ago, on December 31, 2015,
General Electric was still one of the ten largest stocks
in the index, despite having underperformed over the
previous ten years. It’s just that it had started out from
such a high ranking at the end of 2005 - it was the
second largest stock in the index at that time - that
even though it underperformed over the next decade
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it stayed within the top ten. In subsequent years it
performed poorly enough to drop from the top ten.)

If you choose to switch today from an actively
managed portfolio that looks more equal weighted
to a passively managed index fund, you will most
likely be adding to your positions in all these stocks,
after a decade of them all outperforming by wide
margins. There is nothing bad about that. But it is
probably wise to keep in mind previous instances in
market history where stocks, or entire markets, that
had outperformed massively and seen their index
weights rise sharply, subsequently underperformed
just as dramatically.



To cite one well-known example that some investors
today may be less familiar with: over the twenty years
ending in 1989, the MSCI Japan Index outperformed
MSCI World Index by over 10% per year on an
annualized basis®. The outperformance reached
extremes in what, with the benefit of hindsight, has
come to be called the Japanese real estate bubble of
the late 1980s. In the last four years of that 20-year
period, Japan outperformed the MSCI World Index
by over 16% per year. The result was that Japan’s
weight in the index, which had been in single digits in
1970, was over 40% by the end of 1989. Most active
managers balked at the high valuations in Japan
in those years and underweighted Japan in their
portfolios, which made most of them underperform.
But choosing to switch from active to passive at the
end of 1989 would not have worked out well. Over
the subsequent ten years, Japan underperformed
MSCI World Index by over 12% per year as that real
estate bubble imploded and the economy stagnated.
The underperformance continued even over the next
ten years after that, and Japan’s weight in the index
eventually returned to single digits. The persistent
Japan underweight by active managers added a lot
of value in the 1990s.

Summary

The dot-com bubble of the late 1990s provides
another example of the risks of buying into a
cap-weighted index after a group of stocks has seen
massive outperformance and the index has become
more concentrated. We will use the S&P 500 Index for
this example because we have a longer history for the
equal weighted version of the index than we do for
MSCI World Index. In the five years through the end of
1999, which saw the height of the dot-com frenzy, the
cap-weighted S&P 500 Index outperformed the equal-
weighted index by over 10% per year as concentration
within the index rose to what were then record levels
(subsequently surpassed in the last couple of years)®.
When that bubble burst, the numbers pretty much
reversed. Over the subsequent five years through

the end of 2004, the equal weighted S&P 500 Index
outperformed the cap-weighted index by 8.7% per
year. Thanks to the effects of compounding, the
equal-weighted index came out slightly ahead

(i.e., 9 basis points per year) over the two periods
combined. Once again, buying into a cap-weighted
index at a time of high concentration levels would not
have worked out well relative to an equal-weighted
approach over the subsequent years.

Active managers have tended to lag their benchmarks over the last few years. Historically, this has been
common when cap-weighted indices outperformed equal-weighted indices. We believe that cap-weighted
indices, contrary to what modern portfolio theory teaches, are not necessarily the optimal approach, and
data shows they have not necessarily been superior in practice. Investors should understand the context of
recent active manager underperformance and be wary of switching to a passive approach that mimics a
cap-weighted index at a time of high concentration in the index. |
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The information contained herein has been provided by TD Asset Management Inc. and is for information purposes only. The information
has been drawn from sources believed to be reliable. The information does not provide financial, legal, tax or investment advice. Particular
investment, tax, or trading strategies should be evaluated relative to each individual’s objectives and risk tolerance. Certain statements in this
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document may contain forward-looking statements (“FLS") that are predictive in nature and may include words such as “expects”, “anticipates”,
“intends”, “believes”, “estimates” and similar forward-looking expressions or negative versions thereof. FLS are based on current expectations
and projections about future general economic, political and relevant market factors, such as interest and foreign exchange rates, equity and
capital markets, the general business environment, assuming no changes to tax or other laws or government regulation or catastrophic events.
Expectations and projections about future events are inherently subject to risks and uncertainties, which may be unforeseeable. Such expectations
and projections may be incorrect in the future. FLS are not guarantees of future performance. Actual events could differ materially from those
expressed or implied in any FLS. A number of important factors including those factors set out above can contribute to these digressions. You
should avoid placing any reliance on FLS. TD Asset Management Inc. is a wholly-owned subsidiary of The Toronto-Dominion Bank. Bloomberg
and Bloomberg.com are trademarks and service marks of Bloomberg Finance L.P., a Delaware limited partnership, or its subsidiaries. All rights
reserved.

Certain information contained herein (the “Information”) is sourced from/copyright of MSCI Inc, MSCI ESG Research LLC, or their affiliates
(“MSCI"), or information providers (together the “MSCI Parties”) and may have been used to calculate scores, signals, or other indicators. The
Information is for internal use only and may not be reproduced or disseminated in whole or part without prior written permission. The Information
may not be used for, nor does it constitute, an offer to buy or sell, or a promotion or recommendation of, any security, financial instrument or
product, trading strategy, or index, nor should it be taken as an indication or guarantee of any future performance. Some funds may be based
on or linked to MSCI Indexes, and MSCI may be compensated based on the fund’s assets under management or other measures. MSCI
has established an information barrier between index research and certain Information. None of the Information in and of itself can be used
to determine which securities to buy or sell or when to buy or sell them. The Information is provided “as is” and the user assumes the entire
risk of any use it may make or permit to be made of the Information. No MSCI Party warrants or guarantees the originality, accuracy and/or
completeness of the Information and each expressly disclaims all express or implied warranties. No MSCI Party shall have any liability for any
errors or omissions in connection with any Information herein, or any liability for any direct, indirect, special, punitive, consequential or any other
damages (including lost profits) even if notified of the possibility of such damages.

TD Asset Management Inc. is a wholly-owned subsidiary of The Toronto-Dominion Bank.

®The TD logo and other TD trademarks are the property of The Toronto-Dominion Bank or its subsidiaries.
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