
We advocate using Smart Beta investments as a means 
to potentially boost returns, increase transparency and 
manage risk, while keeping costs in check. Although many 
investors have embraced Smart Beta, few have spent time 
developing a method to forecast their returns. We hope and 
trust that our clients will find this analysis helpful as they 
refine their own strategic asset allocations.

Our long-term forecasts are forward-looking estimates 
of excess return generated through an assessment of 
current factor valuations and historical return premiums. 
These excess return expectations can then be added to our 
total return forecasts of the underlying equity market to 
formulate total return Smart Beta forecasts. We find that 
factor valuations are useful in predicting asset class returns 
over an intermediate horizon, and over the long-term we 
expect that return premiums will converge to a 
historical norm. 

We focus on the following four factors: Value, Quality, Small 
Size, and Low Volatility, and in each case our universe is the 
MSCI World Index. 

Valuation
The starting point for our Smart Beta forecasts is an 
estimate of the current valuation of each underlying factor. 
We use the Book/Price ratio to estimate how attractive or 
expensive each factor is, comparing it to its own history. 
Figure 1 shows these spreads over time for each factor. To 
illustrate this point, consider the bottom right chart which 
focuses on Low Volatilty. 
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Source: State Street Global Advisors (SSGA), MSCI. Data is from January 1, 1987 through March 31, 2018. 
The data displayed is based on empirical research for illustrative purposes only and is not indicative of the past or future performance of any SSGA product. Standard deviation is 
a historical measure of the degree to which returns vary over a certain period of time. The higher the standard deviation, the greater the likelihood (and risk) that performance will 
fluctuate and have greater potential for volatility; a lower standard deviation indicates past returns have been less volatile.
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Figure 1: Median Book/Price Spreads of MSCI World Index Factors
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Here we ranked all the stocks in the MSCI World 
(approximately 1,600 stocks) each month, by their historical 
volatility. We then calculated the median Book/Price ratio 
of the lowest volatility quintile of stocks, and subtracted 
from it the median Book/Price ratio of the highest volatility 
quintile of stocks. This result provided a valuation spread of 
the Low Volatility factor, which we show over time. We do 
this for each of the four factors. Importantly, since Price is 
in the denominator, a high spread indicates that the factor 
is attractive and a low spread indicates that the factor 
is expensive relative to its own history.

So, what does this analysis show us today? Value and Size 
appear to be expensive while Quality (low debt/equity, low 
earnings per share (EPS) variability, high return on assets 
(ROA)) appears to be attractive over the last 10 years but is 
neutral over the entire period. Stocks sorted on low volatility 

are showing attractive spreads over the last 10 years but 
appear expensive versus the entire period. Armed with this 
information, how can we convert this into specific index 
return forecasts? We borrow a method originally set forth by 
Campbell and Schiller (1998),1 which simply relates current 
valuation to forward returns. Figure 2 shows the 
relationship between the year-end valuation spread of each 
factor, versus the forward three-year excess return of the 
Smart Beta factor over the MSCI World Index. To illustrate 
our point, focus again on the Low Volatility figure in the 
bottom right. Moving from left to right, the Volatility 
becomes cheaper. Clearly, there has been an upward 
relationship between the cheapness of the factor and the 
subsequent excess returns. In other words, the valuation of 
the factor appears to have had information regarding the 
subsequent returns. We find this quite exciting and useful 
in developing our forecasts.

Source: SSGA, MSCI. Data is from January 1, 1997 through March 31.
The data displayed is based on empirical research for illustrative purposes only and is not indicative of the past or future performance of any SSGA product. 
Factor returns represent the returns of components of the MSCI World Index universe (at their cap-weight) which have been grouped based on their factor exposure. 
The performance assumes no transaction and rebalancing costs, so actual results will differ. Past performance is not a guarantee of future results. Index returns reflect 
all items of income, gain and loss and the reinvestment of dividends. Performance is calculated in USD.
In developing forecasts, the model with an inception date of 1997 assumes mean reversion of Book/Price spreads within these factors. The data produced by the model is 
represented by the straight line going  through the charts. The results do not reflect actual trading and do not reflect the impact that material economic and market factors may 
have had on SSGA’s decision-making. The results shown were achieved by means of a mathematical formula, and are not indicative of actual performance which could differ 
substantially. The performance does not reflect management fees and other fees expenses a client would have to pay. Transaction costs are reflected. The mean reversion 
relationship has not been supported based on empirical analysis. Coefficient of B/P spread for Low Vol factor is statistically significant at 5% significance level; coefficients for 
Quality and Value factors are not statistically significant at 5% level, but are statistically significant at 10% level; coefficient for Size factor is not statistically significant at 10% 
level with a p-value of 12.7%.
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The straight line going through each chart is the least 
squares regression line, and we use that as the basis for a 
point forecast. As of the end of March 31, 2018, the B/P 
spread for Value is 0.60. This spread translates into a 
forecasted three-year annualised excess return of 0.40% 
for the factor over the MSCI World Index.

To be sure, there is uncertainty associated with this 
forecast, and that is best seen by the dispersion of the 
bullet points around the line. In fact, the R-Squared 
of each regression relationship is below 0.25. Hence, 
while this information is helpful, investors should not be 
overly reactive in using only this information to alter their 
strategic allocations.

The spreads for each of the factors give the three-year 
forward excess returns which are shown below. Based on 
historical relationships and current valuation spreads, we 
are now showing a high return forecast for low volatility 
stocks. Due to recent inflows in the strategy, we reduce this 
expectation by multiplying the value by 0.5.

Long-term Factor Forecasts
We look at the historical excess returns in each of the Smart 
Beta indices created by MSCI in developing expectations 
10-years out and beyond. These excess returns are reduced 
by at least 0.5 as it is our expectation that higher inflows 
due to popularity will truncate these premiums over time. 
The 0.5 multiplier represents our intuition that using 1 as 
the multiplier is overly optimistic and, as mentioned, 0 is 
not an option (based on our conviction that these factor 
premia exist); therefore, the two outcomes were averaged 
to arrive at the 0.5 multiplier. We use straight-line 
interpolation to estimate returns for horizons between 
3 and 10 years forward. 

Each of the Smart Beta indices has a positive long-term 
premium. This reflects our belief that the source of these 
long-run return premiums will continue into the future.

Summary
Investors need to formulate return expectations when 
committing capital to asset classes. Smart Beta is simply a 
form of refined asset allocation. The question to investors 
is no longer a simple tradeoff between equities and fixed 
income. Rather, it is a tradeoff between Value, Quality, Size, 
Low Volatility, Credit, Duration, among many other factors 
and sub asset classes. For many years we have provided 
institutional investors with a quarterly update of our 
long-term asset class forecasts. Our Smart Beta forecasts 
are an extension of this service, which we hope investors 
will find insightful.

1 Campbell, John Y., and Robert J. Shiller (1998). “Valuation Ratios and  
the Long-Run Stock Market Outlook.” Journal of Portfolio Management,  
Vol. 24, No. 2 (Winter): 11–26.

Glossary

Book-to-Price Ratio A valuation metric that compares a company’s book value  
(or the value of all its assets minus intangible assets and liabilities) to its current 
share price. It is a ratio of investor sentiment on the value of a stock to its actual 
value according to the Generally Accepted Accounting Principles (GAAP). 

Debt-to-Equity Ratio A financial ratio indicating the relative proportion of 
shareholders’ equity and debt used to finance a company’s assets. A high debt/
equity ratio generally means that a company has been aggressive in financing its 
growth with debt. This can result in volatile earnings as a result of the additional 
interest expense.

Earnings per Share (EPS) A profitability measure that is calculated by dividing 
a company’s net income by the number of shares outstanding.

MSCI World Index The MSCI World Index is a free-float weighted equity index. 
It includes about 1,600 stocks from developed world markets, and does not include 
emerging markets.

Return on Equity (ROE) The amount of net income returned as a percentage of 
common shareholders’ equity. ROE shows how well a company uses investment 
funds to generate earnings growth.

Smart Beta A set of investment strategies that use alternative index construction 
rules to traditional market-capitalisation-based indices. Smart beta strategies 
seek to capture investment factors or market inefficiencies in a rules-based and 
transparent way.

Spread The difference between the top quintile and bottom quintile of a factor. 
For example, the median Book/Price spread of the value factor is calculated as the 
median Book/Price ratio of the highest value quintile of stocks minus that of the 
lowest value quintile of stocks.

Volatility The tendency of a market index or security to jump around in price. 
Volatility is typically expressed as the annualised standard deviation of returns. 
In modern portfolio theory, securities with higher volatility are generally seen as 
riskier due to higher potential losses.

Factor Three-Year (Annualised) Factor Excess Return Expectations (%)

Value 0.40

Quality 0.90

Size 0.60

Low Volatility 1.50

Source: SSGA, 03/31/2018. 
The above forecasts are estimates based on certain assumptions and analysis 
made by SSGA. There is no guarantee that the estimates will be achieved.

Factor Long-Term (10+ Years) Annualised Factor Excess Return Expectations (%)

Value 0.50

Quality 0.50

Size 0.60

Low 
Volatility

0.50

Source: SSGA, 03/31/2018.
The above forecasts are estimates based on certain assumptions and analysis made 
by SSGA. There is no guarantee that the estimates will be achieved.
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Forecast Model Limitations and Assumptions
As with any model, the forecasts shown are subject to error. 
For example, a strong and persistent equity rally could 
negatively impact the low volatility premium. 

SSGA uses models in an effort to enhance returns and 
manage risk. While SSGA expects these models to perform 
as expected, deviation between the forecasts and the actual 
events can result in either no advantage or in results 
opposite to those desired by SSGA. In particular, these 

models may draw from unique historical data that may not 
predict future trades or market performance adequately. 
There can be no assurance that the models will behave as 
expected in all market conditions. In addition, computer 
programming used to create quantitative models, or the 
data on which such models operate, might contain one or 
more errors. Such errors might never be detected, or might 
be detected only after the Portfolio has sustained a loss (or 
reduced performance) related to such errors.

ssga.com

Marketing communication.

State Street Global Advisors Worldwide Entities

Australia: State Street Global Advisors, Australia, Limited (ABN 42 003 914 225) 
is the holder of an Australian Financial Services Licence (AFSL Number 238276). 
Registered office: Level 17, 420 George Street, Sydney, NSW 2000, Australia. T: 
+612 9240 7600. F: +612 9240 7611. Belgium: State Street Global Advisors Belgium, 
Chaussée de La Hulpe 120, 1000 Brussels, Belgium. T: 32 2 663 2036. F: 32 2 672 
2077. SSGA Belgium is a branch office of State Street Global Advisors Limited. 
State Street Global Advisors Limited is authorised and regulated by the Financial 
Conduct Authority in the United Kingdom. Canada: State Street Global Advisors, 
Ltd., 770 Sherbrooke Street West, Suite 1200 Montreal, Quebec, H3A 1G1, T: +514 
282 2400 and 30 Adelaide Street East Suite 500, Toronto, Ontario M5C 3G6. T: +647 
775 5900. Dubai: State Street Bank and Trust Company (Representative Office), 
Boulevard Plaza 1, 17th Floor, Office 1703 Near Dubai Mall & Burj Khalifa, P.O Box 
26838, Dubai, United Arab Emirates. T: +971 (0)4 4372800. F: +971 (0)4 4372818. 
France: State Street Global Advisors Ireland Limited, Paris branch is a branch of 
State Street Global Advisors Ireland Limited, registered in Ireland with company 
number 145221, authorised and regulated by the Central Bank of Ireland, and whose 
registered office is at 78 Sir John Rogerson’s Quay, Dublin 2. State Street Global 
Advisors Ireland Limited, Paris Branch, is registered in France with company number 
RCS Nanterre 832 734 602 and whose office is at Immeuble Défense Plaza, 23-25 
rue Delarivière-Lefoullon, 92064 Paris La Défense Cedex, France. T: (+33) 1 44 45 40 
00. F: (+33) 1 44 45 41 92. Germany: State Street Global Advisors GmbH, Brienner 
Strasse 59, D-80333 Munich. Authorised and regulated by the Bundesanstalt für 
Finanzdienstleistungsaufsicht (“BaFin”). Registered with the Register of Commerce 
Munich HRB 121381. T: +49 (0)89 55878 400. F: +49 (0)89 55878 440. Hong Kong: 
State Street Global Advisors Asia Limited, 68/F, Two International Finance Centre, 
8 Finance Street, Central, Hong Kong. T: +852 2103 0288. F: +852 2103 0200. 
Ireland: State Street Global Advisors Ireland Limited is regulated by the Central 
Bank of Ireland. Registered office address 78 Sir John Rogerson’s Quay, Dublin 2. 
Registered number 145221. T: +353 (0)1 776 3000. F: +353 (0)1 776 3300. Italy: 
State Street Global Advisors Limited, Milan Branch (Sede Secondaria di Milano) is 
a branch of State Street Global Advisors Limited, a company registered in the UK, 
authorised and regulated by the Financial Conduct Authority (FCA ), with a capital 
of GBP 62,350,000, and whose registered office is at 20 Churchill Place, London 
E14 5HJ. State Street Global Advisors Limited, Milan Branch (Sede Secondaria di 
Milano), is registered in Italy with company number 06353340968 - R.E.A. 1887090 
and VAT number 06353340968 and whose office is at Via dei Bossi, 4 - 20121 Milano, 
Italy. T: 39 02 32066 100. F: 39 02 32066 155. Japan: State Street Global Advisors 
(Japan) Co., Ltd., Toranomon Hills Mori Tower 25F 1-23-1 Toranomon, Minato-ku, 
Tokyo 105-6325 Japan, T: +81-3-4530-7380 Financial Instruments Business Operator, 
Kanto Local Financial Bureau (Kinsho #345) , Membership: Japan Investment 
Advisers Association, The Investment Trust Association, Japan, Japan Securities 
Dealers’ Association. Netherlands: State Street Global Advisors Netherlands, 
Apollo Building, 7th floor Herikerbergweg 29 1101 CN Amsterdam, Netherlands. T: 
31 20 7181701. SSGA Netherlands is a branch office of State Street Global Advisors 
Limited. State Street Global Advisors Limited is authorised and regulated by the 
Financial Conduct Authority in the United Kingdom. Singapore: State Street Global 
Advisors Singapore Limited, 168, Robinson Road, #33-01 Capital Tower, Singapore 
068912 (Company Reg. No: 200002719D, regulated by the Monetary Authority of 
Singapore). T: +65 6826 7555. F: +65 6826 7501. Switzerland: State Street Global 
Advisors AG, Beethovenstr. 19, CH-8027 Zurich. Authorised and regulated by the 

Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered with the Register of 
Commerce Zurich CHE-105.078.458. T: +41 (0)44 245 70 00. F: +41 (0)44 245 70 16. 
United Kingdom: State Street Global Advisors Limited. Authorised and regulated 
by the Financial Conduct Authority. Registered in England. Registered No. 2509928. 
VAT No. 5776591 81. Registered office: 20 Churchill Place, Canary Wharf, London, 
E14 5HJ. T: 020 3395 6000. F: 020 3395 6350. United States: State Street Global 
Advisors, One Iron Street, Boston MA 02210. T: +1 617 786 3000. 

The above forecasts are estimates based on certain assumptions and analysis made 
by SSGA. There is no guarantee that the estimates will be achieved. 

Past performance is not a guarantee of future results. 

Investing involves risk including the risk of loss of principal. 

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. 

The views expressed in this material are the views of the Investment Solutions 
Group through the period ended March 31, 2018 and are subject to change based on 
market and other conditions. This document contains certain statements that may be 
deemed forward-looking statements. Please note that any such statements are not 
guarantees of any future performance and actual results or developments may differ 
materially from those projected.

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 or participate on any trading strategy. 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 
Global Advisors shall have no liability for decisions based on such information.

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.   

While diversification does not ensure a profit or guarantee against loss, investors in 
Smart Beta may diversify across a mix of factors to address cyclical changes in factor 
performance. However, factors may have high or increasing correlation to each other

The MSCI World Index is a trademark of MSCI Inc. Source: MSCI. The MSCI data is 
comprised of a custom index calculated by MSCI for, and as requested by, SSGA. The 
MSCI data is for internal use only and may not be redistributed or used in connection 
with creating or offering any securities, financial products or indices. Neither MSCI 
nor any other third party involved in or related to compiling, computing or creating 
the MSCI data (the “MSCI Parties”) makes any express or implied warranties or 
representations with respect to such data (or the results to be obtained by the use 
thereof), and the MSCI Parties hereby expressly disclaim all warranties of originality, 
accuracy, completeness, merchantability or fitness for a particular purpose with 
respect to such data. Without limiting any of the foregoing, in no event shall any 
of the MSCI Parties have 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.

https://www.ssga.com/home.html

