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Active investing is suited to
the uncertain markets ahead
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— Key Insights

that some of the drivers of this momentum are fading.

— Passive investment strategies have enjoyed decades of growth, but there are signs
— The gap between active and passive fees is narrowing, while tax-efficient vehicles
in the form of active exchange-traded funds are rapidly growing in popularity.

— We believe active managers with global scale and deep research platforms can
thrive in the new world of higher rates, greater dispersion and heightened volatility.

Rob Sharps
CEO and President

Decades of growth in passive investing reached a milestone
at the end of 2023 when U.S. passive mutual funds and
exchange-traded funds (ETFs) held slightly more assets than
active funds for the first time. Yet there are signs that some of
the drivers of this momentum are fading as market and industry
conditions change. The post-global financial crisis (GFC) era

of low rates and abundant liquidity is being replaced by one of
higher rates, greater divergence of returns, and more volatile
markets —which is already providing the key ingredients for
active investors to potentially outperform.

The rise of passive funds, which seek to mirror the performance of
indices rather than beat them, has been nothing if not dramatic.
Over the past 30 years, passive has grown from less than 5% of
the U.S. equity and bond mutual fund and ETF markets to more
than 50% (Fig. 1). The strong performance of passive funds

' Past performance is not a reliable indicator of future performance.

in recent years has been a key factor in this increase. While
active and passive strategies historically have traded periods of
outperformance, passive performed particularly well in the very
low interest rate environment that followed the GFC.

After the onset of the crisis in 2008, central banks slashed
worldwide policy rates—in some cases to 0%. Monetary policy
was further loosened through quantitative easing—whereby
central banks purchased securities from the open market to
boost liquidity and encourage investment. This combination of
very low rates and ample liquidity created the perfect conditions
for equity markets to rise —from its post-GFC low point on
March 9, 2009, to the end of June 2024, the S&P 500 Index
delivered a cumulative price return of 707.1% and a cumulative
total return (including dividends) of 987.4%."
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Passive market share has grown rapidly
(Fig. 1) Half the U.S. mutual fund and ETF market is now in
passive strategies.
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As of December 31, 2023.

Chart shows the percentage of U.S. mutual fund and ETF share of market
in active and passive strategies.

Source: Morningstar (see Additional Disclosures).
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The huge momentum generated by accommodative monetary
policy helped drive the growth of index funds, which have
tended to outperform during periods of low volatility, strong

U.S. stock market performance, and rising stock correlations.
Cost considerations have also supported the growth of passive
investing. The fees charged by passive equity funds historically
have been cheaper than those of actively managed equity funds,
while the tax-efficient characteristics have further advantaged
passively managed ETFs. However, the gap in fees has narrowed

...the gap in fees has narrowed
in recent years, complicating
the perceived trade-off....

in recent years, complicating the perceived trade-off and
lowering the hurdle for alpha, offsetting the fee differential.

The increase in indexing has also been noticeable in bond
markets. However, the share of active in fixed income remains
high and ahead of passive in many places. One reason for this is
that it can be difficult to match the index in many fixed income
strategies, leading to variations in performance between the
fund and the index. Another is that the gap between passive and
active fixed income fund fees is smaller.

Index concentration has posed a challenge for active investors

As stocks rose and passive strategies grew in the years following
the GFC, another important development occurred: Indexes became
more concentrated. The large gains in the U.S. stock market, in
particular, were driven mainly by the extraordinary growth of a
small number of tech stocks, which dominated cap-weighted
indices (in which each stock is weighted according to its market
capitalization). These dominant firms were collectively labeled

the FANG (Facebook, Amazon, Netflix, and Google) in the early
2010s before Apple was added to form the FAANG in 2017. The
FAANG was eventually replaced by the current dominant group,
the so-called Magnificent Seven—Apple, Microsoft, Alphabet,
Amazon, Meta Platforms, NVIDIA, and Tesla. The Magnificent
Seven composed just over 32% of the S&P 500 at the end of June;
a decade ago, the largest seven stocks in the S&P 500 composed
14% of the total index.

While active managers can excel during periods of concentrated
equity markets, it becomes more difficult when the top performers
are also the largest companies. In such environments, where a
few major players drive most of the market’s gains, competition
for capital within these large companies can significantly affect
portfolio returns. Skilled active managers striving for diversification
and prudent risk management are under pressure to allocate
substantial capital to these dominant firms, thereby reducing their
opportunity set. Although the current level of index concentration
offers opportunities for active managers, it poses greater challenges
compared with periods where managers were able to expand their
opportunity sets.

While the extraordinary growth of the Magnificent Seven has
boosted equity indices, it has also reduced the diversification
benefits they can offer.2 Heavy index concentration can help
to drive returns for passive investors when the dominant firms

2Diversification cannot assure a profit or protect against loss in declining markets.
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perform well, but it is likely to pose a significant challenge when
those firms perform poorly. For indexers that seek to replicate the
performance of the cap-weighted version of the S&P, for example,
the dominance of the Magnificent Seven was not a problem last
year as those stocks outperformed. However, if in the future
smaller companies outperform larger ones, active investors with
more diversified portfolios would be likely to perform better than
those with portfolios with heavier allocations to large-caps.

An inflection point in markets

Market concentration has risen sharply over the past decade (Fig 2),
and markets are currently concentrated to a degree not seen in
more than 50 years. History shows that the more skilled active
managers typically have performed well coming out of concentrated
markets. During the dot-com bubble of the late 1990s, for example,
the combined weight of the top 10 stocks in the S&P 500 peaked

at 25%. In the aftermath of the bubble, index concentration fell
sharply as tech companies plummeted in value. Active managers
trailed indexers at the peak of the bubble in March 2002 but offered
significant alpha (or excess returns) after it burst (Fig. 3).

Similar patterns occurred in the Japan asset price bubble of
the 1980s and the emerging markets rally of the 2000s. On
both occasions, a surge in asset prices led to increasing index
concentration before performance declined and dispersion
returned. In both cases, flows surged into passive strategies as
the bubble was forming, but the more skilled active managers
outperformed after it burst.

Market concentration has soared over the
past decade
(Fig. 2) The biggest firms are dominating major stock indices.
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Sources: FactSet. T. Rowe Price calculations using data from FactSet

Research Systems Inc. All rights reserved. FTSE Russell and S&P (see
Additional Disclosures).

Although it is difficult to predict when the current period of heavy
index concentration is likely to recede meaningfully, it is clear we
are going through an inflection point in markets. We appear to be
moving from a world of benign disinflation to one of higher-trend
inflation, from a very low interest rate environment to a higher rate
environment (Fig. 4), from a long period of low volatility to a period
in which volatility is likely to be elevated, and from an era of elevated
valuations in stocks and bonds to one closer to the historical norm.

Active managers provided significant alpha after
tech bubble burst
(Fig. 3) Median excess returns were elevated.
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As of December 30, 2006.

Past performance is not a reliable indicator of future performance.
Chart shows median U.S. active manager three-year rolling excess
returns net of fees, calculated monthly. The benchmark is the S&P
500 Index, which serves as the proxy for passive investing. The active
manager group consists of all U.S. mutual funds that are classified as
“U.S. Equity” according to Morningstar’s U.S. Category Group. Index
funds are excluded. If a mutual fund had multiple share classes, the
oldest share class was used as representative.

Sources: Morningstar and analysis by T. Rowe Price. See

Additional Disclosures.

Interest rates have spiked after declining
for decades
(Fig. 4) Yields on U.S. bonds are at their highest since 2008.
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As of June 17, 2024.

Chart shows yield to worst of the Bloomberg U.S. Aggregate Bond Index.
Yield to worst is a measure of the lowest possible yield on a bond whose
contract includes provisions that would allow the issuer to redeem the
securities before they mature.

Source: Bloomberg Finance L.P.
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Greater dispersion and volatility loom

This is a paradigm shift—and one that could have long-lasting
implications. If a more discerning market does take hold, investors
will likely need to be more valuation-sensitive than in recent times,
when a rising tide lifted all boats. We believe that fundamental
research, and the ability to identify stock drivers and risk, will
continue to be essential, but active managers who adopt a more
dynamic approach should be better positioned to take account of
wider macroeconomic, social, and geopolitical factors along with
company fundamentals.

Active investors, by definition, tend to go beyond benchmarks and
into factors that can be cyclical. For example, U.S.-based active
managers typically have outperformed when small-cap stocks
performed well versus large caps, and when non-U.S. stocks beat
U.S. stocks.

Large-cap stocks have dominated for much of the past decade,
but small-cap stocks are reasonably valued and consensus
expectations are that they currently have stronger earnings growth
prospects over the next few years—although U.S. small-cap
stocks appear more vulnerable than those in Europe to rates
remaining higher for longer. International stocks are currently
reasonably valued and could thrive in a higher rate environment.

Conditions have shifted to favor active investing
Other, nonperformance-related factors behind the growth of

passive funds may have also begun to fade. For example, while
both active and passive funds have been subject to downward

3 Duration is the sensitivity of the price of a bond to changes in interest rates.

The end of the period of very low rates will also, | expect, lead

to greater dispersion and heightened volatility in fixed income
markets. Active management can help for duration® management
purposes, as well as for managing country selection, yield curve
positioning, and security selection.

In addition to the impact of the new rate environment, the world
is undergoing a revolutionary technology transition toward
integrated artificial intelligence (Al). As in previous historic
advances of this magnitude, this shift will likely widen the
dispersion of company fundamentals. Active investors with

the depth of research to discern the first- and second-order
beneficiaries of this process would have an advantage.

To be clear, the financial results of the Magnificent Seven have
been extraordinary. Many of them have scale and dominant
leads in large and rapidly growing markets. Regardless, history
suggests that eventually competition, innovation, the law of large
numbers, or government intervention will weigh on even the
Magnificent Seven.

pressure on fees in recent years, the gap between them has
narrowed (Fig. 5). Passive strategies now have little scope for
further fee reductions.

The gap between passive and active fees has narrowed

(Fig. 5) Both have been subject to fee compression.
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As of December 31, 2023.

Chart shows asset-weighted average expense ratio over time for groupings of active and passively managed equity and bond funds.
Sources: Investment Company Institute, Lipper, and Morningstar. Taken from “Trends in Expenses and Fees of Funds, 2023" by James Duvall and

Alexander Johnson, 2024.
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Active ETFs have been growing faster than passive ETFs
(Fig. 6) Active ETFs grew at more than double the rate of passive ETFs in 2023.
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As of December 31, 2023.
Chart shows year-over-year assets under management growth rates of active and passive ETFs.
Source: Morningstar (see Additional Disclosures).

Tax-efficient vehicles, such as ETFs,* have gained popularity. investing—particularly active investment managers with global
Historically, the ETF vehicle has been dominated by passive scale, deep research platforms, and a willingness to cast the
strategies. In recent years, there has been increasing choice net wide to identify the best outcomes for their clients. This
for investors, with active ETF launches outpacing passive ETF does not mean | expect passive investing to undergo a major
launches (Fig. 6). While active ETFs are starting from a lower retreat. However, | do think that active management could be
base, their growth has been outpacing passive ETFs. a better option for clients as we shift toward a market that

has more tax-efficient options in the form of active ETFs, that
Combined with the likely performance-related changes described s priced more competitively than in the past overall, and that
above, | believe these developments have fundamentally may offer better outcomes during periods of greater volatility
shifted the investment landscape in a way that will favor active and dispersion.

4The structure of ETFs can reduce the impact of capital gains distributions relative to other investment vehicles.
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INVEST WITH CONFIDENCE

T. Rowe Price identifies and actively invests in opportunities to help people thrive in an
evolving world, bringing our dynamic perspective and meaningful partnership to clients
so they can feel more confident.

The specific securities identified and described are for informational purposes only and do not represent recommendations.

Active investing may have higher costs than passive investing and may underperform the broad market or passive peers with similar objectives.
All investments are subject to market risk, including the possible loss of principal. Fixed-income securities are subject to credit risk, liquidity
risk, call risk, and interest-rate risk. As interest rates rise, bond prices generally fall. Index, and Morningstar category performance is for
illustrative purposes only and is not indicative of any specific investment. Investors cannot invest directly in an index or category.

For definitions of certain financial terms, refer to: www.troweprice.com/en/us/glossar

Additional Disclosures

©2024 Morningstar, Inc. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content providers; (2) may
not be copied or distributed; and (3) is not warranted to be accurate, complete, or timely. Neither Morningstar nor its content providers are responsible
for any damages or losses arising from any use of this information. Past performance is no guarantee of future results.

London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2024. All rights in the FTSE Russell indexes
or data vest in the relevant LSE Group company which owns the index or the data. Neither LSE Group nor its licensors accept any liability for any errors
or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution of data from
the LSE Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not promote, sponsor or endorse
the content of this communication.

The S&P 500 is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI"”) and has been licensed for use by

T. Rowe Price. Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P");
Dow Jones®@ s a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price is not sponsored, endorsed, sold or
promoted by SPDJI, Dow Jones, S&P, their respective affiliates, and none of such parties make any representation regarding the advisability of investing
in such product(s) nor do they have any liability for any errors, omissions, or interruptions of the S&P 500.

Important Information

This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular
investment action.

The views contained herein are as of the date written and are subject to change without notice; these views may differ from those of other T. Rowe Price
associates.

This information is not intended to reflect a current or past recommendation concerning investments, investment strategies, or account types, advice
of any kind, or a solicitation of an offer to buy or sell any securities or investment services. The opinions and commentary provided do not take into
account the investment objectives or financial situation of any particular investor or class of investor. Please consider your own circumstances before
making an investment decision.

Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy.

Past performance is not a reliable indicator of future performance. All investments are subject to market risk, including the possible loss of principal.
All charts and tables are shown for illustrative purposes only.

T. Rowe Price Investment Services, Inc., distributor, and T. Rowe Price Associates, Inc., investment adviser.

© 2024 T. Rowe Price. All Rights Reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart,
trademarks of T. Rowe Price Group, Inc.

ID0006976
202407-3496086 INVEST WITH CONFIDENCE"® 6


http://www.troweprice.com/en/us/glossary



