How to Invest Your Portfolio
Using Passive and Active Management
Investors spend a lot of time deciding how to divide their assets between stocks and bonds, but often neglect a more
fundamental question: Should I invest with a passive or active investment strategy? Taking the wrong route can be costly.

Passive management, also known as index investing, is an invest
ment strategy that attempts to replicate the returns of an index or
benchmark by owning the same assets, in the same proportions, as
the underlying index. Contrary to the passive buy-and-hold approach,
active management attempts to outperform the market through the
art of stock picking and market timing. For example, a passivelymanaged large-cap fund would own all 500 stocks listed in the S&P
500® Index, whereas the active large-cap manager would try to pick
the best 100 to 200 stocks listed in the S&P 500 Index for inclusion
in a portfolio.
While it is human nature to strive for more than the average, in the
investment world beating the average is more difficult to do than in
the classroom, on the athletic field, or in the workplace. Successful
active investing requires that managers identify market inefficiencies
—and that advisors identify the managers who do this well on a
consistent basis. In addition, to support necessary research and an
active trading infrastructure, actively-managed funds spend more
money on overhead and staffing, costs that may be reflected in the
higher fees charged by active managers, thus making it even more
difficult to beat the market averages.
As academics and investment experts continue to debate the
merits of active and passive investment management, it’s important
that you base your own decision on a careful analysis of your
investment goals and risk tolerance. The following information can
provide a roadmap, or context, for your decision-making.
What is Passive Management?

Again, passive management (often referred to as index investing),
means investing in a way that attempts to replicate the returns of
an index or benchmark by owning similar assets to the underlying
index. Passive investing does not seek to capture any excess
returns, but rather to match the performance of the index. Mutual
funds and exchange traded funds (ETFs) are common vehicles
used for passive investing.
Passive management rests on the assumption of market efficiency
and a concept called the Efficient Market Hypothesis (EMH).
Developed by Eugene Fama in1965, EMH is a cornerstone to
the passive versus active debate because it contends that stocks
will always trade at a fair value price that reflects all available
information at that time, thus no one stock can be deemed over

or undervalued at a given point. Modern Portfolio Theory (MPT) is
primarily based on the EMH concept.
The Pros and Cons of Passive Management

Passive portfolios, or indexed portfolios, are market-driven, not
manager-driven. Their broad, diversified exposure to the market,
delivers the following benefits:
–– Lower Expenses and Improved Tax Efficiency Since passive port
folios do not require managers to expend significant resources
researching the market or selecting stocks, passive management
should be less costly than active management. Further, because
passively-managed investments track a market index, such
funds usually enjoy relatively low portfolio turnover. Fewer trades
mean lower transaction costs and less capital gains resulting in
fewer taxable events.
–– Competitive Performance Within the context of the efficient
market hypothesis, investing becomes a zero-sum game since
markets are efficient and, as a result, fully reflect all relevant
information. In theory, after adjusting for the impact of costs, the
returns of passively-managed portfolios should be higher than
most active portfolios.
Nobel laureate William Sharpe illustrates this most succinctly in
his 1991 article, “The Arithmetic of Active Management.”
Sharpe explains:
“If active and passive management are defined in sensible
ways, it must be the case that:
1. Before costs, the return on the average actively-managed
dollar will equal the return on the average passivelymanaged dollar; and
2. After costs, the return on the average actively-managed
dollar will be less than the return on the average passivelymanaged dollar.
These assertions hold for any time period. Moreover,
they solely depend on the laws of addition, subtraction,
multiplication and division.” 1
In fact, much recent academic research supports the notion that
it is nearly impossible to beat a passive market portfolio over
time after accounting for fees, costs, capital gains and taxes.
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While the advantages are compelling, there may also be some
potential disadvantages to passive management. Specifically, the
limitations include:
–– Market Returns Only Indexing is not about timing the market or
hand-picking stocks. Rather, it seeks to generate market returns
and does not seek to “beat” a benchmark’s return. Investors
in search of—and who believe they can achieve—better-thanmarket returns will not realize those excess returns utilizing a
passive investment approach.
–– No Ability to Defend Against Down Markets Generally speaking,
passive investments offer pure, transparent exposure to an
underlying index. Therefore, when markets are up, indexes (and
the passive products that track them) take full advantage of the
benefits. However, when markets decline, indexes have no
reprieve from the fall.
What is Active Management?

Active management is an investment strategy where managers
attempt to add value over the returns of an index by picking stocks
based on models, insights, and analytical research. Unlike passive
managers, active managers will not seek to match the risk and
return profile of an index. They believe markets are inefficient and,
therefore, stocks are often mispriced. Active managers will try to
identify those stocks and exploit pricing inefficiencies to obtain
excess return.
The Pros and Cons of Active Management

There are two primary advantages that often prompt investors to
pursue a manager-driven investment strategy:
–– Potential to Beat the Market Active proponents argue that pricing
inefficiencies can be exploited by highly skilled managers. By
taking active “bets” relative to the benchmark, or by assuming

more risk, active management contends that investors have the
potential to realize excess returns relative to market returns.
–– Potential for Protection in Down Markets In theory, active
management potentially provides protection in down markets.
Unlike indexed portfolios, which have no discretion to adjust
cash reserves to serve as a cushion in declining markets, active
proponents suggest that an actively-managed fund could hold
more cash reserves, defensively positioning a portfolio to serve
as a buoy in bear markets. Active management proponents
also believe that highly skilled active managers can successfully
predict market downturns—and that the downside protection
can compensate for any underperformance in rising markets.
While the potential advantages are obvious, the disadvantages of
active management are not as apparent:
–– Higher Costs & Fees In order to beat or simply break even with
a passive strategy, actively-managed portfolios must create
enough added value to offset their higher fees. For instance,
if you were to use active management for the large cap core
portion of your portfolio, on average, you would need to
outperform by at least 0.70% (70 basis points) to compensate
for the additional fees charged by active managers in this
asset class.3 And, of course, higher turnover in active portfolios
can result in additional costs. The more frequent buying, and
particularly selling, of stocks in a portfolio may result in more
capital gains and increased tax costs to the investor.
–– Risk & Unpredictability Active management requires that
investors have complete confidence in their ability to hire the
right manager who has the skill and ability to consistently
outperform the market over time. Some studies suggest that
most managers do not outperform the market and that any
short-term outperformance has typically been unsustainable.

ETFs Make Passive Investing Even More Cost-effective

While passive index funds offer significant advantages relative to
actively-managed funds, there is considerable variability within
index funds in terms of expense ratios and tax efficiency. In many
cases, ETFs can be the most attractive index choice.
ETFs are baskets of securities that track an underlying index to
offer investors exposure to an entire market or market segment.
Because ETFs are traded like shares on stock exchanges, they
can be bought and sold at any time during the day, unlike mutual
funds. In addition to providing investors with easy access to a wide
range of securities, market sectors, geographies, and investment
strategies, ETFs are often the most cost-efficient option.
In fact, ETFs offer a significant fee advantage over activelymanaged and index mutual funds in virtually every asset class,
most notably in the small-cap growth space. Small-cap growth
ETFs cost just 0.39% on average, while their active mutual fund
counterparts charge an average of more than four times that
amount at 1.62%.2

ETFs also have proven to be more tax-efficient. Traditional
mutual funds are required to pass any realized capital gains on
to investors as a capital gains distribution. These realized capital
gains could be the result of portfolio turnover related to portfolio
manager decisions. Capital gains can also be realized due to fund
redemptions, when the portfolio manager must sell securities
to raise cash for redemptions. This distribution is taxable to the
investor regardless of how long he or she held the fund shares.
Due to ETFs’ unique structure, capital gains distributions
historically have been substantially lower than for mutual funds.
For most investors, ETFs are bought and sold on the secondary
market. As a result, when an investor sells ETF shares, there is
no impact to the portfolio because the portfolio manager is not
required to sell securities to raise cash for the redemption. Very
large purchases and redemptions are handled with the creation
or redemption of ETF shares as a basket trade with market
makers. These “in-kind transactions” are not subject to capital
gains taxes.
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Active versus Passive: Evaluating Performance

While the theoretical case for passive and active investing is straight
forward, evaluating the actual performance of passive versus active
is more involved. Although results vary by asset class and time
period, some patterns emerge. Historical evidence suggests that
on average, active management may not add value—especially
within the broader asset classes. Research conducted in the 1960s
by Jensen (1968), Sharpe (1966) and Treynor (1965) found that, on
average, active funds underperform their benchmarks on a riskadjusted basis and that the magnitude of underperformance directly
relates to the level of expenses.4

While outperforming active managers are difficult to uncover,
they added between 90 and 190 basis points of excess return.
However, research shows it is exceedingly difficult to identify a
manager who can outperform consistently. For example, largecap blend managers who outperformed in 2004 proceeded to
underperform by an average of 27 basis points over the next four
years although this group did outperform in 2009 by an average of
284 basis points (Figure 2).
Figure 2: Average Subsequent Excess Returns of Large
Cap Blend Funds that Outperformed in 2004
3.00

Notably, research suggests that the level of underperformance may
even be understated as a result of “survivorship bias.” In other words,
when evaluating the historical performance of funds, those funds
that previously merged or no longer exist due to poor performance
could not be counted. Research conducted from 1970 to 1990 made
adjustments for survivorship bias and risk exposures, concluding that
the average active fund fails to add value relative to its passive
benchmark.5

Figure 1: Percent of Active Managers Outperforming
with Average Excess Return for Outperforming
Funds–15 Year Annualized Period
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Source: Morningstar Direct, SSgA Strategy & Research as of 12/31/2009.
Average outperformance of Large Cap Blend Universe for year 2004, subsequent performance
for the same group of managers by year. Outperformance is relative to the Dow Jones Large
Cap U.S. Total Stock Market Index. Members of the Morningstar Large Cap Blend Active
universe include non index funds in the Morningstar US Large Blend category. Mutual fund
performance is net of fees; index performance is gross of fees.

Figure 3: Percentage of Funds Outperforming in
Consecutive Years
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More recently, when considering active fund performance over the
15-year period ended December 31, 2009 (Figure 1), more than 70%
of active large cap blend funds and 63% of active international funds
failed to outperform a relevant benchmark. Additionally, more than
88% of fixed income funds underperformed. However, there are
categories in which active management fared better. For instance,
more than 61% of small cap growth funds outperformed their
corresponding benchmark, as did 59% of emerging market funds.
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Source: Morningstar Direct, SSgA Strategy & Research, as of 12/31/2009.
Average outperformance of Large Cap Blend Universe for year 2004, subsequent outperformance
for the same group of managers by given time periods. Outperformance is relative to the Dow
Jones Large Cap U.S. Total Stock Market Index. Members of the Morningstar Large Cap Blend
Active universe include non index funds in the Morningstar US Large Blend category. Mutual
fund performance is net of fees; index performance is gross of fees.
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Source: Morningstar Direct, SSgA Strategy & Research as of 12/31/2009.
Based on Morningstar data for the past 15 years, ending 12/31/2009. Chart shows the percent
of active strategies that outperform the corresponding benchmark by category. Mutual fund
performance is net of fees; index performance is gross of fees. The following indexes were
used as benchmarks: Barclays Capital Aggregate Bond Index for Fixed Income, Dow Jones
U.S. Total Stock Market Indexes for the respective domestic equities, the MSCI EAFE Index for
international equities and the MSCI Emerging Markets Index for emerging market equities. For
illustrative purposes only. Past performance is not indicative of future results.
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Figure 4: Percent of Active Managers Outperforming
in 2009
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opportunity. In 2008, only in four categories—large-cap value,
and the small-cap blend, value and growth categories—did more
than 50% of active managers outperform their given benchmark.
Similarly, only four asset classes saw a majority of active managers
outperform a relative index in 2009. The most surprising asset
class was fixed income. In 2008, only 8% of active fixed income
funds outperformed the Barclays Capital Aggregate Index; in 2009,
more than 85% outperformed.
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So, is outperformance by an active manager attributable to skill or
luck? After adjusting for factor exposures to control for risk-taking,
and adjusting for survivorship bias, studies found that repeated
positive performance compares to the toss of a coin—with a
probability of approximately 50%. It would seem, then, that luck
and risk may explain most active manager outperformance.

Source: Morningstar Direct, SSgA Strategy & Research as of 12/31/2009.
Based on Morningstar data for the year 2009. Chart shows the percent of active strategies that
outperform the corresponding benchmark by category. Mutual fund performance is net of fees;
index performance is gross of fees. The following indexes were used as benchmarks: Barclays
Capital Aggregate Bond Index for Fixed Income, Dow Jones U.S. Total Stock Market Indexes
for the respective domestic equities, the MSCI EAFE® Index for international equities and the
MSCI Emerging Markets Index for emerging market equities. For illustrative purposes only. Past
performance is not indicative of future results.

Accordingly, to make the best decision on whether a passive or
active investment approach is right for you, it’s wise to circle back
to what you know, and what you can control—your investment
goals and the level of risk you can tolerate. Some financial advisors
use the FinaMetrica Scale of Investor Risk Profiles (Figure 5 below)
to pinpoint risk levels and match investment strategies.

In 2008 and 2009, market events put the active versus passive
performance debate into sharper focus. The historic crash of
2008 and eventual recovery in 2009 created unprecedented
market volatility and price dislocations. This should have provided
active equity managers with a golden opportunity to outperform.
Most actively-managed funds failed to take advantage of this

As you think about risk, remember, there is no free lunch. Risk and
return are related. If you seek to avoid risk to keep your money safe,
you’ll likely accept lower returns. If you welcome risk as an oppor
tunity to reap greater rewards, you may achieve higher long-term
returns, but it’s likely you will have to stomach some short-term
losses along the way.

Figure 5: FinaMetrica Scale of Investor Risk Profiles
Group 1

Group 2

Group 3

Attributes

Risk Averse

Attitude
Towards
Risk

Risk equals danger
to these investors,
who have little
confidence in their
ability to make good
financial decisions.

Financial
Profile

Always more
More concerned with possible losses than
concerned with
possible gains.
possible losses than
possible gains.

Group 4

Group 5

Group 6

Group 7
Risk Relaxed

Risk equals danger
or uncertainty;
investors in this
group adapt to poor
decisions uneasily.

Risk relates to
uncertainty, yet
they are prepared
to take a small to
medium degree
of risk in their
investments.
They are usually
confident in their
decisions.

Risk represents
uncertainty to these
investors. They
have a reasonable
amount of
confidence in their
ability to make good
financial decisions.

Risk equals
opportunity and a
medium degree of
risk is acceptable.
They have a
reasonable amount
of confidence in
their ability to make
good financial
decisions.

Risk equates to
opportunity, a large
degree of risk is
acceptable. They
have a great deal of
confidence in their
ability to make good
financial decisions.

Still usually more
More concerned with possible gains than
concerned with
losses.
possible losses than
possible gains.

These investors
think of risk as
an opportunity
or thrill, and they
have complete
confidence in their
ability to make good
financial decisions.

Always more
concerned with
possible gains than
possible losses.
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Of course, this scale is only one tool to assess your risk tolerance.
For a fuller picture of how your beliefs and risk tolerance might
steer you toward a passive, active or blended investment
approach, ask yourself:
–– What is my tolerance for underperformance?
–– How comfortable am I with taking on active risk?
–– Do I believe markets are efficient or inefficient?
–– Do I believe skill-based managers can add value?
–– How confident am I in my ability to select top performing
active managers?
Figure 6: passive versus active DECISION TREE

question 1

Do you believe that markets are generally inefficient?

No

invest
PassiveLY

No

invest
PassiveLY

No

invest
PassiveLY

Looking Ahead

In spite of the benefits of passive funds, active funds continue to
dominate market share; 78.5% of mutual fund assets were invested
in active funds at the end of 2009. However, index investments
have been growing. In fact, over the last nine years, active managers
have consistently lost market share to their passively-managed
counterparts. And, particularly in the aftermath of the recession
when actively managed funds failed to protect on the downside
and investors continue to re-assess their tolerance for risk, it’s
likely the trend toward passive investing will continue.
The benefits of passive investing include reduced costs and tax
efficiency—and, historically, passive funds have outperformed a
majority of active funds. However, proponents of active investing
stress that there are always market anomalies that can potentially
be exploited by active managers. In today’s transitioning market,
the right approach may be a sophisticated strategy that leverages
the very best of passive and active management. In this way, you
can customize your portfolio and incorporate the benefits that each
methodology has to offer.

Yes
question 2

Do you believe that there are some managers who
can consistently beat the benchmark?
Yes
question 3

Do you believe that you can find those managers?
Yes
INVEST ActiveLY
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About SPDR® ETFs

SPDR ETFs are a comprehensive fund family of over 90 ETFs, spanning an array of international and domestic asset classes. Offered
by State Street Global Advisors, SPDR ETFs provide investors with the flexibility to select investments that are precisely aligned to
their investment strategy. Recognized as the industry pioneer, State Street created the first ETF in 1993 (SPDR S&P® 500 – Ticker SPY).
Since then, we’ve sustained our place as an industry innovator through the introduction of many ground-breaking products, including
first-to-market launches with gold, international real estate, international fixed income and sector ETFs.
For information about our ETF family, visit www.spdrs.com

STATE STREET GLOBAL ADVISORS

State Street Financial Center
One Lincoln Street
Boston, MA 02111
866.787.2257
1
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ETFs trade like stocks, fluctuate in market value and may trade at prices above or below the ETFs net asset value. Brokerage commissions and ETF expenses will reduce returns.
Frequent trading of ETFs could significantly increase commissions and other costs such that they may offset any savings from low fees or costs.
The investment return and principal value of an investment will fluctuate in value, so that when shares are sold or redeemed, they may be worth more or less than when they were purchased. Although shares may be
bought or sold on an exchange through any brokerage account, shares are not individually redeemable from the fund. Investors may acquire shares and tender them for redemption through the fund in large aggregations
known as reation units. Please see the fund prospectus for more details.
Information represented in this piece does not constitute legal, tax, or investment advice. Investors should consult their legal, tax, and financial advisors before making any financial decisions.
Passive management and the creation/redemption process can help minimize capital gains distributions.
“SPDR®” is a registered trademark of Standard & Poor’s Financial Services LLC (“S&P”) and has been licensed for use by State Street Corporation. No financial product offered by State Street Corporation or its affiliates
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products. Standard & Poor’s®, S&P®, SPDR® and S&P 500® are registered trademarks of Standard & Poor’s Financial Services LLC and have been licensed for use by State Street Corporation.
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State Street affiliates provide services and receive fees from the SPDR ETFs. ALPS Distributors, Inc., a registered broker-dealer, is distributor for SPDR shares, MidCap SPDRs and Dow Diamonds, all unit investment
trusts and Select Sector SPDRs.

Before investing, consider the funds’ investment objectives, risks, charges and expenses. To obtain a prospectus or summary
prospectus which contains this and other information, call 866.787.2257 or visit www.spdrs.com. Read it carefully.
© 2010 State Street Corporation. All Rights Reserved.
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