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La Bodacious Agenda

•True portfolio construction
•How passive funds make active portfolios 
more efficient
•How performance measurement fits in
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Teaser
12-year case study: passive effects

•Hybrid matched 60/40 all-active portfolio in return and risk

•Almost 40% of portfolio in passive funds across all sectors

•Annual excess return was 93 bps

•39 bps came from the passive portion!
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Portfolio Construction
Using Active Funds

• Guidelines

• Results
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Portfolio Construction Guidelines

• Select a TEAM of funds
• Focus on fund interactions

• Pick funds in the context of:
• Asset allocation

• Target excess return

• Maximize “Vol-adjusted Information Ratio”
• Alpha is adjusted for total volatility - not Beta
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Equity Bonds

Large Growth 14% Agg Bonds 82.5%

Large Value 14% High Yield 17.5%

Mid Growth 10%

Mid Value 10%

Small Growth 5%

Small Value 5%

Foreign Growth 17%

Foreign Value 17%

Emerging  Equity 8%

Asset Allocations and Alpha Targets
12-year Case Study
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Style Characteristics
Asset

Allocations
Alpha
Targets
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Equity vs 

Bonds

50-50

60-40

70-30

80-20
* 11 Asset Segments
* 57 Active Funds



Opportunities for Performance Unit

Showcasing the 
Investment Process 

via Compelling Analytics
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Active Funds Used in Study vs Benchmarks

7



All-Active Portfolios vs Benchmarks

• Higher market risk, only
modest increase in return 

• Need for excess return

• Client target return:
market return + alpha

• Alpha lowered volatility!
(But how…?)
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Effect of Adding Passive Exposure

We “Black Swanned” 
the notion that

Passive Exposure
dilutes active return

At target alpha 
Of 100 bps 

Passive Exposure
was about 40% 
across strategies
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50 75 100 125 150 175

50-50 68% 54% 38% 23% 15% 7%

60-40 69% 52% 41% 28% 23% 18%

70-30 69% 54% 41% 35% 28% 21%

80-20 70% 58% 48% 38% 32% 25%

Amount of 
Passive Exposure 

is primarily driven by
Alpha Target



Passive Exposure plus Alpha Diversification: 
Lowers Tracking Error
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Funds Team

All-Active 3.74% 0.90%

Hybrid 2.11% 0.64%

Passive exposure influences
active fund selection

Tracking Error



Passive Exposure Improves Active Results
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• Sharpe Ratios are equivalent

• Superior Information Ratio
• Managed Misfit Risk
• Using Active only where it works best
• Maximize Alpha Diversification



Challenging the Myth:
“Use Passive in Efficient Sectors”
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Passive exposure is 
driven by the active 

funds in the portfolio…

NOT BY

Sector Efficiency

50 75 100 125 150 175

LC 14.9% 12.9% 10.6% 9.8% 9.5% 9.5%

MC 8.3% 6.1% 3.6% 1.0% 0.0% 0.0%

SC 3.1% 2.1% 1.1% 0.0% 0.0% 0.0%

Fgn 18.3% 16.3% 14.4% 11.4% 6.5% 1.9%

EM 4.3% 3.6% 3.5% 2.9% 2.8% 2.2%

HQ 14.3% 7.9% 3.4% 0.5% 0.0% 0.0%

HY 5.8% 5.6% 5.4% 5.5% 5.5% 4.3%

Total 69% 54% 42% 31% 24% 18%

Average Passive Allocations Across Asset Allocations



Deep Dive Into 
a Portfolio’s Performance
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In-Depth Look at Passive Benefits
60/40 Strategy at 100 bps Alpha Target

• Hybrid matched active results
with about 40% invested passively

• Substantially lower active risk  (1/3 less)

• Better return on active risk

• Higher-confidence alpha
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All Active Hybrid

Compound Return 7.28% 7.27%

Volatility 10.15% 10.21%

Tracking Error 0.77% 0.52%

Alpha 1.02% 0.99%

Risk-Adjusted Info Ratio 1.33 1.90

99% Alpha 0.45% 0.60%

Information Ratio:
Average All-Active Funds   0.32
Average Active in Hybrid   0.57

Passive drives selection of “best of the best” active funds



Compare Fund-Level Active Holdings
60/40 Strategy at 100 bps Alpha Target

• 23 Funds in All-Active Portfolio

• 13 Funds in Hybrid Active-Passive Portfolio

• Only 1 Fund Unique to Hybrid Portfolio
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Active Hybrid Active Hybrid Active Hybrid

LG3 5.0% FG1 6.75% 3.75% HQ2 15.0% 8.0%

LG7 2.0% FG2 1.75% HQ3 3.0% 0.0%

LG8 1.5% FG3 1.75% HQ4 5.0% 18.0%

LV3 8.5% 8.5% FV2 2.25% 3.0% HQ6 7.0% 4.0%

MG5 6.0% 4.5% FV4 8.0% 0.00% HQ8 3.0%

MV4 6.0% 2.75% EM1 2.25% 1.5% HY1 2.25%

SG3 2.75% 1.25% EM3 2.75% HY2 2.0% 1.5%

SV1 0.00% 1.25% Total 25.5% 8.25% HY3 2.75% 0.00%

SV5 2.75% 1.50% Total 40.0% 31.5%

Total 34.5% 19.75%



Fund Selection Drives Sector Allocation
60/40 Strategy at 100 bps Alpha

• Active allocation is result of fund selection

• Passive allocation fills in gaps

• Passive allocation is more aggressive

• Active strategy is more conservative
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Total 

Exposure
Passive Active

LC 17% 8.5% 8.5%

MC 12% 4.75% 7.25%

SC 5.5% 1.5% 4%

Fgn 20.5% 13.75% 6.75%

EM 5% 3.5% 1.5%

HQ 33% 3% 30%

HY 7% 5.5% 1.5%

Total 40.5% 59.5%

Stocks 79% 47%

Bonds 21% 53%



Hybrid Portfolio Attribution

• Alpha vs Beta

• Active vs Passive
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60/40 Hybrid Performance Factors
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80/20

50/50

Beta to Benchmark
• Active Allocation:    0.76
• Passive Allocation:  1.36

➢ No total Allocation Effect
➢ Powerful Active funds

True
Selection 
Return



60/40 Hybrid Excess Return Analysis

• Passive Allocation (Mean)
(7.59 – 6.71) * 40.5% = 36 bps

• Active Allocation
(6.11 – 6.71) * 59.5% = -36 bps

• Fund Selection
(7.55 – 6.11) * 59.5% = 86 bps
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Compound Mean

Portfolio 7.27% 7.57

Benchmark 6.34% 6.71

Active Funds 7.50% 7.55

Active Allocation 5.94% 6.11

Passive Allocation 6.79% 7.59

Mean 

Return

Portfolio 

Effect 

(Mean)

Portfolio 

Effect 

(Compound)

Passive Allocation Effect 0.88 0.36 0.39

Active Allocation Effect -0.60 -0.36 -0.39

Active Selection Effect 1.45 0.86 0.93

Mean Geometric
Total Active Effect 0.50 0.54

Total Passive Effect 0.36 0.39

Total Excess Return 0.86 0.93

***

#1

#2

#3



Incorporating Risk into Attribution
Explaining 93 bps of Geometric Excess Return
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Total 

Portfolio 

Volatility 

Contribution

Total 

Portfolio 

Return 

Contribution

Total 

Portfolio 

Volatility 

Contribution

Total 

Portfolio 

Return 

Contribution

Benchmark 10.32 6.34 Active Portfolio 4.57 4.32

Active Return -0.11 0.93 Passive Portfolio 5.64 2.95

Total 10.21 7.27 Total 10.21 7.27

Total
Return

(a)

Excess
Return

(b)

Portfolio 

Tracking 

Error 

Contribution

Portfolio 

Excess 

Return 

Contribution

Active Portfolio 0.80 0.54

Passive Portfolio -0.28 0.39

Total 0.52 0.93

Active Allocation 0.28 -0.39

Passive Allocation -0.28 0.39

Selection Return 0.52 0.93

Method #1 Method #2

Method #3

Method #4

Passive makes
active process
more efficient



Passive Benefits

₊  Active results with lower active exposure

₊  Lower active costs

₊  Use active only where it works best

₊  Maximize active diversification

₊  Higher alpha confidence

⁼  More powerful portfolio construction process 
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“A big THANK YOU 
to the performance professionals 

who make this possible!”
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Stephen Campisi,  CFA

Steve.Campisi@thepensargroup.co

    

www.thepensargroup.co

262.226.5708

 

http://www.thepensargroup.co/
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