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t’s one of the great philosophical discussions of the investment
world. Are you willing to bet on active investment management? Or
do you think it’s better to embrace a passive approach? Of course,
the answer is never straightforward, because even those who be-
lieve in active can often see the benefits of passive.

“I see many parallels to the health care industry,” said Vinay
Nadkarni, senior managing director at ClearBridge Investments.
“Doctors don’t just prescribe generic drugs. They don’t just pre-
scribe branded drugs. The choice usually comes down to the idea
of efficacy and the issue of cost.”

Passive investing offers some obvious advantages. “It’s
easy to understand,” said Chris Marx, senior portfolio manager-
equities at AB. “It’s a low-cost way to gain access to market ex-
posure and alleviates the challenge of selecting effective active
managers.” 

The math proves the point. Citing a paper by William F.
Sharpe written in 1991, “The Arithmetic of Active Management,”
Craig Lazzara, global head of index investment strategy at S&P
Dow Jones Indices, said, “In aggregate before costs, the average
passive dollar earns the same return as the active average dollar.
And after costs, the average passive dollar earns more.”

But that doesn’t mean that an individual active manager
can’t provide a different outcome. 

“If you have a strong belief that a manager is able to add
value there’s no theology that says it’s impossible to do,” he said.
“The arithmetic of active management only says that it can’t be
done in the aggregate.”

S&P produces a scorecard that compares a database of ac-
tive managers against S&P indexes in a variety of sub-asset
classes. The SPIVA report shows that for the past five years, active
managers have underperformed in the aggregate. “Investment in
passive has grown massively, particularly in the years since the fi-
nancial crisis,” said Lazzara. 

That’s not surprising since the market rallied sharply after
the financial crisis. And even though stocks haven’t done much
this year, the SPIVA scorecards still haven’t shown any out-
performance.

But markets have revalued on the back of easy central bank
policy, which has raised a question about valuation opportunities
in equities. While it can be hard to see value in passive equity in-
vesting in absolute terms, “equities are very attractive relative to
bonds,” according to AB's Marx. “So if you aren’t going to sell your
equities and buy bonds, then you are stuck in a pickle if equities
aren’t returning much.”

Active and
passive 
approaches 
both a have 
a place in an 
investment
portfolio

I

It’s Not 
Just Oneor the  

Other

CONTINUED ON PAGE 4
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When an asset owner has a strong belief that a particu-
lar investment manager has the ability to generate excess re-
turn — alpha — over time, it makes sense to add active
management to the mix. The question is how to optimally mix
active and passive. 

One issue that asset owners and consultants have iden-
tified is the active manager who is a closet index manager.
“One problem we got into as an industry,” said Marx, “is that
we ended up with a lot of active services that looked a lot like
the benchmark.”

Partly, this is an unintended consequence of over-con-
cern with tracking error. By looking to manage risk by impos-
ing a tracking error constraint that is too tight, an investor can
end up paying active fees for what is really passive exposure.
It’s also possible to end up in a similarly difficult situation by
diversifying the pattern of active managers to such an extent
that the performance is close to benchmark.

But this outcome can be avoided. 
“We see investors moving from having a highly diversi-

fied, low-tracking error active strategy out to the other two ends
of the spectrum,” said Marx. “At one end, they say, ‘I’m going
to pay very little for passive exposure,’ but pair that with a high
conviction, high active share strategy at the other end of the
spectrum.”

In other words, investors could use passive strategies in
markets where there is potentially less alpha opportunity — for
instance, U.S. large-cap stocks. Then they can spend both risk
and fee budget in parts of the market where there is opportu-
nity — emerging markets and small-cap stocks.

This theory is often cited as the underpinning of an active-
passive strategy. At S&P Dow Jones Indices, Lazzara offers
some insight on why investors need to tread carefully here. 

“Our SPIVA records show that small-cap managers have
just as hard a time outperforming as large-cap managers do,”
he said. “While the perception is that small-cap is less effi-
cient — and that is probably true — the lack of research on
small-cap stocks means that there is a greater likelihood of
mispricing for small-caps than large-caps. But that doesn’t
mean there is a greater likelihood that small-caps will be un-
derpriced.”

The issue here is dispersion. Active managers have a

greater potential for success when there is a greater disper-
sion of returns around a market index. Dispersion can best be
thought of as the spread between the best and worst per-
formers in a market. In today’s market, and for the last three
years, said Lazzara, dispersion has been low.

“And that puts a burden on active managers.”
Investors are also using active not just as a pure alpha-

generating strategy, but also as a way to lower risk and pro-
vide downside protection. It’s another example of asset owners
understanding the role of the strategy in an overall portfolio. 

“Investors have had a historical focus on tracking error
as a measure of risk,” said Marx at AB. “But that’s relative risk,
as is an information ratio. Now we are seeing investors look-
ing more closely at the Sharpe ratio, or in other words, the ab-
solute level of risk.”

By focusing on absolute rather than relative risk, in-
vestors such as pension funds can think about the objective
— the payment of liabilities, for example — that drives their
portfolio construction. This is driving a focus on strategies such
as low volatility that allows investors to gain some upside, but
also a measure of downside protection. 

“A pension fund may ask whether they have a return that
is going to get them to an asset level where they can meet
their liabilities with a level of risk that they can tolerate along
the way,” said Marx.

Investors are also facing  the implications of a lower-
return environment. Many have not yet truly adjusted their re-
turn assumptions, and while it has been possible for several
years to meet those assumptions with passive equity returns,
that period may have passed. So investors may be looking to
construct portfolios and embrace strategies that work with
somewhat lower return expectations. 

“Investors do want active strategies,” said ClearBridge
Investments’ Nadkarni, “but they want both high alpha and
consistent alpha, and there’s a trade-off here. High active-
share strategies with downside protection involve an opportu-
nity cost.” That downside protection will mean returns won’t be
as good in rising markets.

Strangely, some active managers are seeing clients going
to passive but then increasing their allocation to alternatives.

“That suggests that those investors still believe that there
is alpha out there,” said AB's Marx. Absolute risk is more im-
portant than relative risk when moving to a higher conviction
equity strategy. But having the passive allocation can allow
balance in the portfolio.

Choosing successful active investment managers re-
quires skill and resources in significant measure, and not all
investors have the ability to choose properly. 

“The issue that is driving this decision today is not just
the cost of implementation, which is obviously important,”
said Nadkarni. “It’s the cost to resource your team to make
those decisions. But importantly, it is also a behavioral
issue. Many investors choose an active strategy when it has
outperformed, not when it’s gone through a period of short-
term underperformance.”

But Marx at AB said asset owners are getting smarter.
“Since the financial crisis, boards and investment com-

mittees have become much more sophisticated,” he said. “The
hard part is that there is a lot of fee pressure. But what really
tries people’s patience is when they pay active fees for what
is ultimately an index portfolio. However, the shift toward con-
sidering absolute risk and return, and how active and passive
strategies can be used together to produce returns with ap-
propriate risk and fees — that is becoming a more common
approach.” •

CONTINUED FROM PAGE 3

It’s possible to combine
both high conviction 
active strategies with 
passive ones to keep costs
down, while still meeting
the portfolio goals.”
Vinay Nadkarni
Managing director at ClearBridge Investments
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he cost of investment manage-
ment — always an important considera-
tion for asset owners — is most often linked to the
fees charged by the investment manager resulting in the per-
ception that passive investing is cheaper than active investing.  

Asset owners would be well-advised to more closely
consider the cost of trading for any type of investment strat-
egy, be it passive or active, to find out where alpha may be
leaking. Regulatory changes, technology innovations and
changing sell-side business models have driven more trade
execution into the hands of buy-side managers. Some 65%
of all trade orders are now self-executed in the U.S., which
means that buy-side traders have more control than ever be-
fore over execution. 

That, in turn, means that traders at investment man-
agement firms are deciding how, when and where to access
liquidity — decisions that have become increasingly compli-
cated and difficult. Especially as they have become respon-
sible for best execution and ensuring that trading costs are
minimized both on an implicit and explicit basis to adhere to
the lowest cost passive execution and to protect alpha gen-
eration in active strategies. 

Asset owners need to understand how changes to best
execution practices are influencing cost and performance
of their portfolios. The keys are market structure, time of
day, liquidity and due diligence.

“From an equity market perspective,” said Nanette
Buziak, managing director at Voya Investment Management,
“asset owners and managers need to be focused on market
structure, understanding the mechanics of various venues
and most importantly, when, how and why (or ask why) their
orders are being routed to such venues and in what routing
sequence.”

That’s all due to the number of trading venues, which
has proliferated, with more than a dozen exchanges and well
over two dozen alternative trading systems (ATSs) open for
business. Each has its own distinct approach, fees and busi-
ness model. Add to that high-frequency traders, a group of
market participants that participate in various capacities in
markets across all asset classes. Their participation re-

mains a hot topic of debate — do they help
or hurt other investors? And so, as regulators

keep a keen eye on these developments, market structure
continues to evolve.

“The development of dark pools/ATSs and HFT has im-
pacted liquidity in that institutional traders need to know
that there is a time and a place for when you may or may
not want to interact with the various venues and partici-
pants,” said Buziak. “In cases when we have high order ur-
gency in implementing an investment decision, we want HFT
in the marketplace as they play the role of liquidity facilita-
tor that we need to get our investment idea implemented. If
they are not there in those instances, our investment ideas
may never get realized into our portfolios and therefore our
expected returns never captured.” 

She explained that the ongoing challenge traders face
is in not exposing the firm’s “footprint” in the marketplace.
In other words, not exposing to other market participants
that there is a large institutional order being worked.

“When that occurs,” she said, “our order can get exploited
in the market to the detriment of our client portfolios not real-
izing the alpha inherent in the investment decision.”

For asset owners, the implications of execution are best
understood in the context of cost. On any given day, no sin-
gle trading venue or exchange often accounts for more than
20% of total market volume, and the average trade size is
just under 200 shares. The result is that sourcing liquidity
has become increasingly complex, which means smaller,
more frequent trades and the potential for increased costs.  

The nature of a trade — whether part of a passive or
active strategy — does impact the venue and execution strat-
egy a trader might use. 

“Passive strategies, such as index funds, excluding cash
flows, only trade during times where the index itself has a
change and/or is rebalancing and are traded typically by bro-
kers in the form of principal trades, which offer some form of
outperformance relative to the effective date of those index
changes, either in the form of zero commission trades and/or
outperformance versus the close,” said Voya’s Buziak.

“For actively managed strategies, we pay close attention

T

With the advent of dark pools 
and high-frequency trading, 

sourcing liquidity and minimizing 
trading costs is an ever-more 

important element of both active 
and passive equity investing 

EXECUTION
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to the time the trade is sent to the trading desk, the liquid-
ity profile in a given name both at the time of order arrival as
well as historical trading pattern, expected trading costs and
lastly but most importantly, to the investment thesis driving
the trade,” she added. “Execution strategy and venue are
then typically determined at that point, usually by first ab-
sorbing natural liquidity in various block trading venues and
dark pools and then, if the order urgency is high, by actively
working the order with various brokers. We also may be self-
trading during the price and liquidity discovery phase, and
our decision on venues to trade with often gets determined
by the time of day that we are trading. Midday tends to be
most costly in terms of exposing our footprint to the mar-
ketplace so we generally prefer to passively source liquidity
in dark pools by keeping our orders undisclosed to the lit
markets to the extent we can.”

Liquidity is increasingly important, particularly as trade
sizes continue to decline. 

“In the past, the liquidity profile of a stock was often re-
ferred to as a smile — equally high at the beginning and end
of the trading day,” said Buziak. “Now it’s much more of a ‘J’
shape, in that it is active in the first half hour of trading, qui-
ets down once Europe closes and then picks up aggressively
in the last hour of trading.”  

Transaction cost analysis is another key element. “We
look at our transaction cost analysis on all trades on pre-
trade, real-time and post-trade bases,” said Buziak. “When

looking back, we want to see if we achieved fair value versus
our expected cost, and will also look at the trade on a T+1
basis to see whether there was any mean reversion in our ex-
ecutions that contributed to costs.” She also pointed out that
it is important to step back from the day-to-day and look at
weekly and quarterly data to identify market trends and
glean lessons learned.

Due diligence is important when it comes to hiring any in-
vestment manager, but today more than ever, asset owners
need to inquire about the capabilities and structure of the
trading desk. 

“It’s important, for instance, to understand how trading
is viewed in the organization,” said Voya’s Buziak. “You don’t
want your trading desk reporting to operations; you want to
see it fully integrated into the overall portfolio management
and investment process.”

Indeed, as portfolio alpha is generated from ideas flow-
ing out of portfolio management, it is vital that the portfolio
managers, analysts and traders are in synch.

“If we have an investment thesis that we feel will pro-
vide an expected return of 20%, with an expected imple-
mentation cost of perhaps 100 basis points, or 1%, every
basis point we contain in our implementation is alpha that
is realized and flows directly back into a client’s portfolio,”
said Buziak. “A critical part of trading is in understanding
the PM’s order urgency and then containing the information
leakage during our implementation.” •
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ctive management isn’t easy to get right. Asset owners know
that finding an active equity manager who provides consistent
alpha over time is a tough task. Some observers suggest that
the task is even harder when, like today, more equity money is
managed passively and returns are muted.

Nevertheless, many investors still believe that it is possi-
ble — and necessary to meet investment objectives — to ac-
quire alpha above the beta returns that passive investing
provides. 

One way to identify and quantify that is active share, de-
fined as how different a given strategy looks from the bench-
mark to which it is compared. The concept was first introduced
in 2009 by academics Antti Petajisto and Martijn Cremers, who
found that active managers with portfolios that hewed closest
to their benchmarks often fail to deliver excess returns net of
fees.

Active strategies stand out in active share terms by gen-
erating benchmark-beating returns but it’s not as simple as
that.

“High active share is not a sole predictor of future out-
performance” said Vinay Nadkarni, managing director at Clear-
Bridge Investments. “One problem is that active share is a
measure at a single point in time. In addition, it has become
imbued with a predictive quality that it doesn’t possess.”

Unsurprisingly, there is no simple measure that allows in-
vestors to choose successful active managers. Active share
provides insight into some elements of active investing that
are important when assessing managers. A strategy with a low
active share may be a closet index strategy. A strategy with a
high active share is likely to provide a wide return dispersion,
indicating a level of volatility of returns that an investor may
not find comfortable. 

Active share can be useful in helping investors deter-
mine whether the fees they are paying for the strategy are
value for money. It can also provide insight into sources of
portfolio dispersion. 

               Percent Traded O�-Exchange

%
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“A combination of active share and tracking error,”
said Nadkarni, “can provide a more comprehensive look at
how successful the manager is. You need a track record to
demonstrate skill, and tracking error provides some indi-
cation of return and risk expectations.” 

High active-share managers can also be called high
conviction managers. But while a high conviction strategy
may show high active-share, the characteristics of a high
conviction manager are broader and will include both qual-
itative and quantitative elements. 

Conviction and skill are complementary for long-term
investment success, but the former isn’t proof of the latter,
said Chris Marx, senior portfolio manager-equities at AB. 

Early evidence from an ongoing research study the
firm is conducting on high conviction managers and how to
identify them has indicated that managers who stay in their
high-conviction universe longer tend to post better per-
formance. “There is no substitute for doing deep analysis
into each manager’s process and outcomes, though,” said
Marx.

“High conviction means having a strong active per-
spective, and it also means following a clearly-defined strat-
egy that has both a history of producing returns and a
return pattern that investors can follow,” he said. “That pat-
tern could mean that a strategy will underperform in cer-
tain market conditions, but the investor can be prepared
for that.”

There’s a good reason high conviction strategies often
have high active share.

“A high conviction manager has the confidence to con-
struct portfolios that are very different from the bench-
mark,” said Marx. Having an underlying rationale that
guides the stock picking ensures that a portfolio manager
isn’t taking outsized positions arbitrarily. 

High conviction strategies come in many shapes and
sizes, and can be used to meet a wide variety of goals. Just
choosing one strategy can be both difficult and ineffective.
No single strategy will outperform year-in and year-out. Mar-
ket conditions matter. 

Managers using value, growth or momentum strate-
gies offer better results in rising markets; those following
low beta, high dividend yield or quality strategies offer de-
fensive or downside protection in falling markets. High ac-
tive share strategies, often invested in a small number of
stocks, may be less sensitive to market conditions but pro-
duce less consistent returns.

For asset owners, understanding the nature of the
strategy is imperative because managers can only be as-
sessed against the metrics established at the outset. 

“You should evaluate all managers in relation to what
you thought you were buying before they started working
for you,” said Craig Lazzara, global head of index invest-
ment strategy at S&P Dow Jones Indices. That is easiest
with passive managers. But even when it comes to a high
conviction, high active share manager, “if after three years,
the tracking error has 7% underperformance when it was
sold as a 3% plus or minus, then something is badly wrong,”
he said.

Knowing this information about managers and strate-
gies gives investors the tools to construct portfolios that are
diversified across a number of managers and strategies to
produce a consistent set of returns. 

“It’s also possible to combine both high conviction ac-
tive strategies with passive ones to keep costs down, while
still meeting the portfolio goals,” said AB's Marx. •

CONTINUED FROM PAGE 9
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Term Tracker
The terms below are used when describing active portfolio management, 

but are not associated with any specific style of management.

ACTIVE SHARE 
The percentage of stock holdings in a portfolio that differ from its benchmark index. Active

share takes into account actual portfolio holdings and their weightings relative to the 
benchmark and provides a snapshot of stock overlap. An active share of 0 implies that an 

investment portfolio is identical to its benchmark, while an active share of 100 indicates that a
portfolio and its benchmark have no holdings in common.

HIGH CONVICTION 
A broader definition than active share, high conviction equity strategies start with a clear 

investment philosophy backed by strong research capabilities that allow a manager to capture
proprietary insights. The strategy must differ from the benchmark on the basis of the 

investment philosophy and disciplined process, not simply by taking arbitrary positions. 

TRACKING ERROR 
The variability of a portfolio’s performance compared to its benchmark index. It calibrates the

degree of volatility of a portfolio’s monthly returns vs. that of an index. If a portfolio 
outperforms or underperforms its benchmark by the same amount each month, its tracking

error would be 0. 

CLOSET INDEXING  
An active strategy that involves mimicking characteristics of an index to create benchmark-

like returns. The strategy may hold many of the same securities as the index as well as sector
and geography weightings.

DISPERSION 
The range or statistical distribution of returns from the components of an 

investment strategy compared with the strategy’s benchmark. 

$
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A
Hybrid active-passive strategies — often 
known as smart beta — provide a middle ground
between the two investment approaches

Thinking $mart
ctive and passive investment management used to be very
clearly different. No longer. 

Purely active and purely passive today are simply two
ends of a spectrum. In between sits a wide range of strate-
gies that go by many names — tilted indexing, factor invest-
ing, style investing, alternative indexing — but are most
known as smart beta strategies.

Smart beta is often described as a rules-based, trans-
parent strategy that seeks to capture investment factors or
market inefficiencies. While often using passive-type im-
plementation strategies, smart beta strategies often seek to
achieve above-market returns.

“The one thing that is driving much of the decision-
making around passive is cost,” said Vinay Nadkarni, man-
aging director at ClearBridge Investments. “Factor-based
investing addresses that issue, giving you more active ex-
posure than you get in a purely passive solution, though not
as much as in a ClearBridge active portfolio, but neverthe-
less at a lower cost.”

“What factor indexes allow you to do is to deliver, in a
passive form, a pattern of returns or access to a factor that
years ago you would have had to pay active management

CONTINUED ON PAGE 14
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fees to receive,” added Craig Lazzara, global head
of index investment strategy at S&P Dow Jones In-
dices. 

Many asset owners migrated to passive in-
vesting after the global financial crisis for cost rea-
sons and because they knew what they were
getting — market returns. At the same time, many
active managers failed to deliver on their prom-
ises. But in an era of subdued investment returns,
passive is also often a less-than-ideal solution.

Market-capitalization passive strategies or-
ganize portfolios around size and therefore past
performance, said Chris Marx, senior portfolio
manager-equities at AB. 

“Smart beta helps investors organize their
portfolios around economic or behavioral princi-
ples, which we believe can lead to outperfor-
mance,” he said. 

Smart beta’s combination of low cost and re-
liable returns means that many investment man-
agers have been launching products. 

“Factor-based investing isn’t a fad because
there are firms that have been doing it for a long
time,” said Nadkarni at ClearBridge. “But the num-
ber of firms and managers entering the field is a
fad. Few firms have a long track record of investing
that way with real assets. Everyone has a back-
tested model.”

S&P’s Lazzara added: “Investors need to
know that back tests can be manipulated and they
need to be wary. But more important, when view-
ing either a real life track record or a back test, is
to know what the market regime was like during
the period in question.”

For example, if the back test spanned the
1990s and the live period started in January
2000, it wouldn’t be surprising to find that the
strategy performed one way for the back test 10
years, and the exact opposite for the subsequent
10 years.

Before the advent of smart beta products, an
investor who wanted a small-cap value portfolio
would have had to find an active manager to deliver
it. Then, Lazzara explained, “you would have to hope
for three things: that my view and the manager’s
view of what is small-cap and what is value are the
same; that the manager won’t change his mind dur-
ing my holding period because for instance, he sees
great opportunities in mid-cap stocks; and finally,
that the manager’s stock selection capability, if not
positive, was at least not so negative that it negated
the benefit of the factors.”

“Today,” said Lazzara, “you can get access to
these factors in a passive form.” 

Although the allocations to smart beta come
from both active and passive buckets, it is prima-
rily the active monies that have been transferred
into smart beta. 

“Because the source of the winner’s alpha is
the loser’s negative alpha,” said Lazzara, “the ag-
gregate amount of alpha that a winner can harvest
will go down as more investors withdraw from the
game by investing passively. So that says that the
tendency of money to flow into passive manage-
ment is almost self-reinforcing.” •

CONTINUED FROM PAGE 13

“Investors need to know

that back tests can be

manipulated and they

need to be wary. But

more important, when

viewing either a real life

track record or a back

test, is to know what the

market regime was like

during the period in

question.”
Craig Lazzara
Global head of index investment strategy
S&P Dow Jones Indices. 
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shapes investing   
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© S&P Dow Jones Indices LLC, a division of S&P Global 2016. All rights reserved. S&P® and Indexology® are registered trademarks of Standard & Poor’s Financial Services LLC. 
Dow Jones® is a registered trademark of Dow Jones Trademark Holdings LLC. It is not possible to invest directly in an index. S&P Dow Jones Indices receives compensation  
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investment product or fund. 

16pi0247.pdf          RunDate: 06/27/16                            pi supp 8 x 10.875          Color: 4/C



1 “Above Benchmark” metrics are calculated on an annualized, gross-of-fees basis and include mutual funds as well as pooled and separately-managed institutional 
portfolios that fall within our traditional (long-only) commercial book of business that remain open as of 03/31/16. If terminated and other non-discretionary and 
special purpose accounts had been included, results may have di�ered from that shown. Source: Voya Investment Management, Morningstar and eVestment.

2 As of 03/31/16, Voya IM assets of $213 billion include proprietary insurance general account assets of $90 billion calculated on a market value basis. Voya IM assets, 
as reported in Voya Financial, Inc. SEC filings, include general account assets valued on a statutory book value basis and total approximately $203 billion.

3 Pensions & Investments magazine, “The Largest Money Managers,” based on assets as of 12/31/2014.
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research to build portfolios with 
the goal of delivering consistent, 
risk-e�cient outcomes over long 
time frames, giving our clients 
confidence that they can achieve 
their objectives.

Our reliable investing approach 
speaks for itself. As of March 31, 
2016, 82% of Voya Investment 
Management’s assets outperformed 
their benchmarks over the past 
five years.1

Partner with us for equities, fixed 
income, and multi-asset strategies  
and solutions.

Learn more at  
voyainvestments.com/reliable 
and follow us @VoyaInvestments.

40 years 
of history in asset management

$213 billion 
in assets under management2
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manager of U.S. Institutional
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