
And the Golden Age of  
Active Quant Management
In the last issue of the IQ,1 we discussed 
how factor investing is disrupting traditional 
active management and raising the bar on 
managers to show how much of their return 
is true, skill-based alpha. 
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In this issue we focus on the ways 
in which the combination of 
unprecedented amounts of data 

and advances in artificial intelligence 
(AI) in our increasingly connected 
world is helping active managers 
pursue new sources of uncorrelated 
alpha in rigorous, systematic ways. 
We feature the perspectives from 
our Active Quantitative Equity team 
on their approach to specifying and 
testing factors to improve the models 
they use to generate alpha as well as 
how our Investment Solutions Group 
is using the factor lens to build more 
resilient portfolios. 

Given the recent performance 
difficulties of many active managers, 
including hedge fund managers, it 
might seem strange to talk about a 
“golden age” of active management. 
But we do think we are at an important 
inflection point in the industry as factor 
investing contributes to the extinction 
of certain kinds of active managers 
whose factor exposures can be captured 
more cost-efficiently through Smart 
Beta strategies. At the same time, we 
expect the advent of new data, tools and 
technology will give rise to a new species 
of active managers, increasingly looking 
at investment opportunities and risks 
through a factor lens.

We compare this transformative change 
in the industry to a somewhat esoteric 
phenomenon in evolutionary biology 
called punctuated equilibrium. For 

those of you unfamiliar with the concept, 
it caused quite a stir in 1972 when the 
late, great American paleontologist and 
evolutionary biologist Stephen Jay Gould 
of Harvard University, along with his 
colleague Niles Eldredge from Columbia 
University, challenged Darwin’s 
traditional view of gradual evolutionary 
development. The two scientists argued 
that the fossil record showed virtually 
no evidence of evolutionary gradualism. 
Instead, it seemed that long periods 
of stasis or evolutionary equilibrium 
dominated the history of most fossil 
species until there were quite dramatic 
shifts or “punctuations” when step 
changes occurred that transformed 
our world.

History of Investing
We believe it is not too far-fetched to 
apply a similar theory of development 
to our own investment management 
industry today. For many years, 
investing was based on an eclectic 
combination of analysis, forecasting 
and beliefs that was hard to reconcile 
with evolving academic thinking. 
Markets experienced periods of 
irrational exuberance and corrections, 
but the investment process remained 
fairly static. One could argue that the 
first moment of punctuated equilibrium 
in investment management came with 
the creation of market-cap weighted 
indexes in the 1970s.

For most of the 20th century, active 
investors regarded the entirety of their 
return as having been achieved through 
the application of skill. The advent of 
the Efficient Market Hypothesis (EMH) 
and the Capital Asset Pricing Model 
(CAPM) suggested that the return 
should properly be split between that 
part due to exposure to the overall 
equity market, and a residual that we 
would expect to be on average zero. This 
reframing of active management raised 
the bar considerably for managers and 
gave rise to the trillions-large passive 
investment phenomenon. 

Active managers had to adapt and 
provide excess return beyond those 
benchmarks. Thus ensued the era of 
traditional active management where 
managers tried to beat the index 
primarily by fundamental processes 
of company-focused security selection. 
Over time, however, quantitative-based 
managers joined the industry, forging 
the path toward more systematic ways 
of understanding the drivers of risk 
and return with the first generation 
of computer-aided analysis and 
behavioral finance insights. 
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Age of Factor Investing
More than 40 years on from the creation 
of market-cap weighted indexes, we 
think we are now on the cusp of another 
punctuation that could have far more 
dramatic implications for investing. 
The beginnings of this shift have been 
driven by the insights factor investing 
has brought to light, even though 
the initial research into factors goes 
back nearly as far as the first cap-
weighted indexes. 

Factor investing provides a powerful 
lens for understanding the drivers of 
risk and return beyond traditional 
asset class categories. As the tools for 
disaggregating investment returns 
have become more widespread, we have 
seen how Smart Beta strategies have 
challenged traditional active managers 
and, increasingly, alternatives managers. 

Smart Data, Big Alpha
That factor-based process of natural 
selection will likely weed out many 
traditional active managers as well as 
some high-priced hedge fund managers 
at the same time that the combined 
forces of big data and technology will 
favor data-driven active managers 
discovering new anomalies and 
dislocations. In this new age, the lines 
between fundamental and quantitative 
active managers will become 
increasingly blurred as both come to 
embrace the new tools and technology.

We believe the successful active 
managers of the future will be able 
to incorporate the best elements of 
both approaches. While it has become 
commonplace to marvel at the amount 
of data our new “Internet of Everything” 
age is throwing off, it is worth reminding 
ourselves of the order of magnitude by 
which the information we can apply to 
our investment process is growing.

The purported 12 exabytes4 of data 
the US intelligence community is 
storing in their enormous center in the 
desert of Utah might send shudders of 
apprehensiveness down the spine of 
American citizens until they realize 
that Google’s data centers reportedly 
have up to 15 exabytes stored (or the 
equivalent of around 30 million personal 
computers).5 

And the volumes of new data continue 
to boggle the mind: every minute, 7.8 
million videos are viewed; more than 
3.3 million searches are entered; 151 
million e-mail messages are sent; and 
more than 436,000 tweets are posted! 

Of course, all sorts of data sets have 
been around for a while now. The 
difference is the new assortment of 
tools and artificial intelligence (AI) 
technology for processing the data. 
And indeed, this information overload 
could actually create new scarcity in the 
form of knowledge differentiation and 
interpretation. This is the opportunity 
facing active managers.

With real-time data literally pulled 
from the ether, we may be able to assess 
companies and markets far more quickly 
and with more granularity than ever 
before. All of this could be turned into 
a new class of investable information, 
heralding a new golden age of quant-
driven active management. 

Golden Age of Active  
Quant Management
One way to understand how this 
age of big data and AI will affect our 
industry is to consider some of the 
theoretical principles underpinning 
active management. According to these, 
active managers’ performance is thought 
to be a function of three 
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Assessing companies and markets with real 
time data presents an exciting opportunity 
for active managers — a new class of 
investable information. 
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basic drivers: the accuracy of their 
forecasts; the number of independent 
forecasts they can tap into; and the 
degree to which they can transfer 
those insights to their portfolios, given 
the constraints of the markets they 
operate in and imposed upon them 
by client mandates.

Skilled active managers can add 
value on each of these dimensions by: 
embedding proprietary refinements 
into otherwise well-known return 
drivers; becoming more effective 
and consistent in processing publicly 
available information at the specific 
company level; transporting data from 
one context to another to forecast 
changes of direction in industry or 
company dynamics; discovering 
factors that are not in Smart Beta 
strategies or otherwise in the public 
domain; identifying better ways of 
blending these elements; varying 
exposures to return drivers over time 
(recognizing that their effectiveness 
will ebb and flow); and making 
improvements to risk modelling and 
portfolio construction.

Steps like these can improve existing 
forecasts and diversify them with 
additional views — helping to ensure 
that portfolios are driven by forces 
over which managers have skill, 
while mitigating the effects of forces 
beyond their control. As the domain 
of skill expands, areas that were once 
considered unpredictable can shrink; 
dimensions that had to be constrained 
can become forecastable elements that 
can be captured as additional sources 
of alpha.

In short, expanding the manager’s 
skill, the number of forecasts and 
the transferability of those insights 
into the portfolio bodes well for 
active performance. Actionable 
insights from big data and AI promise 
to enhance all three drivers of active 
managers’ performance. 

Quant-driven processes will likely 
come to play a larger role in active 
management at the same time that 
society at large will become more 
comfortable with such processes 
for everything from choosing a 
restaurant and a movie to rebalancing 
investment portfolios.

But we still believe the most 
successful firms will be able to 
incorporate the best elements of 
quant and fundamental approaches, 
as human judgment will still play an 
important role. 

The Active Quant  
Shop of the Future
So what does this new golden age of 
active quant management mean for 
our industry? We think it has distinct 
implications for what the preconditions 
for success will be. Access to data and 
the tools to harness that data will be 
more important than ever. 

Those asset management firms that 
have already made the necessary 
investments in data and technology 
will have an edge.

Of course there will also be new risks 
in this new world in the form of data 
highway crashes, which managers will 
need to mitigate. The new golden age 
of active quant management will also 
require a new kind of talent. Graduates 
in data science are likely to be relatively 
more attractive to the industry than 
graduates in economics or traditional 
finance. Asset management will 
become much more of a technology 
industry than it is already, and it will be 
competing with the Googles, Facebooks 
and Amazons of the future for the same 
kind of talent.

And what becomes of the golden age 
when machine learning advances to the 
stage where human portfolio managers 
are no longer necessary, when we as an 
industry reach the same point as the 
joke about the fully automated factory 
of the future with two employees: a man 
and a dog. The man’s job is to feed the 
dog. The dog’s job is to prevent the man 
from touching any of the automated 
equipment. Will we reach that “I, Robot” 
state where artificial intelligence renders 
humans in investment management 
obsolete? Perhaps that day will 
arrive, but we would argue that the 
technological singularity will have likely 
subsumed humans across all industries 
and endeavors by that point anyway, 
so the question will be moot — and a 
truly dramatic example of punctuated 
equilibrium will have ensued!  

1 State Street Global Advisors, “The New Investment 
Reality,” IQ, Q1&2 2016.

2 Strategy names effective as of October 1, 2016. 
Formerly named Managed Volatility Alpha Strategies.

3 State Street Global Advisors assets under 
management as of 3/31/2016.

4 An exabyte is a unit of digital information. One 
exabyte equals one quintillion (or 1000 to the 6th 
power) bytes of information.

5 Richi Jennings, “NSA’s Huge Utah Datacenter: How 
Much of Your Data Will It Store?” Forbes, July 26, 
2013; Colin Carson, “How Much Data Does Google 
Store,” Cirrus Insight, November 18, 2014.
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GLOSSARY

FACTOR INVESTING  is an investment approach 
in which securities are chosen based on attributes 
like size and style, which are associated with 
higher returns.

SMART BETA  is a systematic, rules-based, 
transparent and cost-efficient way to achieve 
a desired investment exposure.

ACTIVE QUANT  refers to a style of investing that 
uses systematic approaches to finding mispricings 
or other anomalies in the market in order to generate 
excess returns.
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Smart Beta Multi-factor Strategy  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.

Smart Beta Strategies  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 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 SSGA Active Quantitative Equity Research team 
through the period ended 9/1/16 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.
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