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WORK

Factor 
Pathways

Smart Beta provides a 
rules-based, transparent way 
for investors to capture the 
well-documented factor 
premia across equities and 
fixed income. The following 
case study illustrates 
recent State Street Global 
Advisors (SSGA) engagements 
with global institutional 
clients. This example describes 
how restructuring equity and 
bond exposures with Smart 
Beta helped clients achieve 
more capital-efficient 
portfolios.



CASE 
STUDY

FUND REGION AUM EXISTING EQUITY ALLOCATION 
Large Non-Profit 
Organization’s Endowment

US $2 billion Multiple active managers

vs. Multiple 
Active ManagersSMART BETA 

Challenge
A US non-profit with assets invested by a number of active 
managers asked SSGA to conduct a risk-based analysis 
of its public equity portfolio to understand the drivers 
of active return. 

Portfolios that use multiple active strategies may suffer 
from over-diversification, with managers’ particular styles 
cancelling each other out. While a single active strategy 
may demonstrate high tracking error or active share, adding 
diverse strategies may lead to an overall portfolio that is costly 
and features little stock-specific risk. Further, the tracking 
error that remains may often be explained by a small number 
of common risk factors that can be accessed with greater 
transparency and cost efficiency via Smart Beta strategies. 

Engagement
We evaluated the client’s portfolio-level holdings using the 
MSCI All Country World Index1 as the benchmark. Upon 
analyzing the aggregate portfolio, SSGA determined:

• Although the investor was paying fees to a range of active 
managers, the overall active risk of the aggregate portfolio
was low, at 1.05%.

• Of that risk, factor risk accounted for 67%; stock-specific
risk was only 33%. 

• The factor risk was tilted toward small size. Also, there was 
a high exposure to volatile equities and negative exposure 
to value, meaning that the portfolio favored expensive stocks.

Solution
SSGA discussed alternative ways for the client to construct 
its equity portfolio, replicating the factor risk provided 
in aggregate by its active managers, while maintaining 
allocations to those active managers who were providing 
truly idiosyncratic returns. The recommendation was to 
reallocate a portion of the active portfolio to Smart Beta 
strategies that provide certain desirable factor exposures that 
may not be reflected in the portfolio of active managers, such 
as value and low volatility. This structural design allows for 
potentially higher active risk, greater flexibility, more control 
and simplicity. 

Hypothetical Risk Statistics3

Portfolio Total Risk (%) 9.18

Benchmark Total Risk (%) 9.33

Beta 0.98

Active Risk 1.05

Factor Risk (%) 67

Specific Risk (%) 33

Source: SSGA, Axioma, as of September 30, 2014.

Analysis of Investor’s Equity Portfolio
Active Style Factor Exposures2
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1 MSCI All Country World Index is a free-float weighted equity index. It includes 
developed world markets, and does not include emerging markets. 

2 Factor Exposures are as of the date indicated, are subject to change, and should 
not be relied upon as current thereafter.

3 Predicted risk statistics are estimates based on certain assumptions and analysis. 
There is no guarantee that the estimates will be achieved; please see appendix for 
risk terms.
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Factor investing is grounded 
in years of academic research 
and covers a wide spectrum of 
approaches and applications. They 
can be implemented in a variety of 
ways to help achieve specific risk, 
return and portfolio diversification 
objectives. For more examples of 
factor solutions, visit ssga.com.
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GLOSSARY

BETA  is a measure of the volatility, or systematic 
risk, of a security or a portfolio in comparison to the 
market as a whole.

ACTIVE RISK  is a type of risk that a fund or 
managed portfolio creates as it attempts to beat the 
returns of the benchmark against which it 
is compared.

On page 2, Factor Risk and Specific Risk refer to the 
amount of Active Risk that is due to factor exposures 
or stock-specific risk.
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The whole or any part of this work may not be 
reproduced, copied or transmitted or any of its 
contents disclosed to third parties without SSGA’s 
express written consent.

Investing involves risk including the risk of loss 
of principal.

A Smart Beta strategy does not seek to replicate the 
performance of a specified cap-weighted index and as 
such may underperform such an index. The factors to 
which a Smart Beta strategy seeks to deliver exposure 
may themselves undergo cyclical performance. As 
such, a Smart Beta strategy may underperform the 
market or other Smart Beta strategies exposed to 
similar or other targeted factors. In fact, we believe 
that factor premia accrue over the long term (5-10 
years), and investors must keep that long time horizon 
in mind when investing. 

The information provided does not constitute 
investment advice and it should not be relied on 

as such. It should not be considered a solicitation 
to buy or an offer to sell a security. It does not take 
into account any investor’s particular investment 
objectives, strategies, tax status or investment 
horizon. You should consult your tax and financial 
advisor. All material has been obtained from sources 
believed to be reliable. There is no representation or 
warranty as to the accuracy of the information and 
State Street shall have no liability for decisions based 
on such information.
Equity securities may fluctuate in value in 
response to the activities of individual companies 
and general market and economic conditions. 

Past performance is not a guarantee of future results.

Investing in foreign domiciled securities may involve 
risk of capital loss from unfavorable fluctuation in 
currency values, withholding taxes, from differences 
in generally accepted accounting principles or from 
economic or political instability in other nations.

Investments in emerging or developing markets may 
be more volatile and less liquid than investing in 
developed markets and may involve exposure to 
economic structures that are generally less diverse 
and mature and to political systems which have less 
stability than those of more developed countries.

Government bonds and corporate bonds generally 
have more moderate short-term price fluctuations than 
stocks, but provide lower potential long-term returns.

Investing in commodities entail significant risk and 
is not appropriate for all investors. Commodities 
investing entail significant risk as commodity prices 
can be extremely volatile due to wide range of factors. 
A few such factors include overall market movements, 
real or perceived inflationary trends, commodity index 
volatility, international, economic and political 
changes, change in interest and currency 
exchange rates.

Bonds generally present less short-term risk and 
volatility than stocks, but contain interest rate risk 
(as interest rates raise, bond prices usually fall); 
issuer default risk; issuer credit risk; liquidity risk; 
and inflation risk. These effects are usually 
pronounced for longer-term securities. Any fixed 
income security sold or redeemed prior to maturity 
may be subject to a substantial gain or loss.
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This article is an excerpt from  
State Street Global Advisors’ publication

Q1&2   2016  

Additional Articles
For more articles like this, please visit  ssga.com/IQ.
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About Us
For nearly four decades, State Street Global Advisors has 
been committed to helping our clients, and those who rely on 
them, achieve financial security. We partner with many of the 
world’s largest, most sophisticated investors and financial 
intermediaries to help them reach their goals through a 
rigorous, research-driven investment process spanning 
both indexing and active disciplines. With trillions* in assets, 
our scale and global reach offer clients access to markets, 
geographies and asset classes, and allow us to deliver thoughtful 
insights and innovative solutions.

State Street Global Advisors is the investment management arm 
of State Street Corporation (NYSE: STT), one of the world’s 
leading providers of financial services to institutional investors.

*  Assets under management were $2.3 trillion as of March 31, 2016. AUM reflects 
approx. $32.6 billion (as of March 31, 2016) with respect to which State Street 
Global Markets, LLC (SSGM) serves as marketing agent; SSGM and State Street 
Global Advisors are affiliated.




