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“The way the term is
bandied about, without
much regard for mean-

ing, is a disservice to
investors.,’

KEY POINTS

1. The absence of a generally
accepted definition of “smart
beta” has given people license
to describe a wide range of prod-
ucts as smart beta strategies.

2. In equity investing, we use
smart beta to refer to valuation-
indifferent strategies that break
the link between the price of
an asset and its weight in the
portfolio while retaining most of
the positive attributes of passive
indexing.

3. By sharing our thoughts about
the term, we hope to guide the
discussion towards the real
issue: how best to manage
investor assets.
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What “Smart Beta”” Means to Us

by Rob Arnott and Engin Kose, Ph.D.

As with most new expressions, “smart beta”
is in the process of seeking an established
meaning. It is fast becoming one of the most
overused, ill-defined, and controversial terms
in the modern financial lexicon. Unfortu-
nately, the success of so-called smart beta
products has attracted a host of new entrants
purporting to be smart beta products when,
frankly, they aren't! They stretch the definition
of smart beta to encompass their products, a
natural business strategy. Without a simple,
generally accepted meaning, the term “smart
beta” risks becoming meaningless.

Is that a bad thing? Probably not to the critics
of the term smart beta. These are mainly the
definitional purists. Bill Sharpe, who coined
and defined “alpha” and “beta” in his semi-
nal work (1964), famously remarked that
the term makes him “definitionally sick.” His
objection is completely legitimate: Bill defined
beta as merely a measure of the non-diversi-
fiable risk of a portfolio, measured against the
capitalization-weighted market, and defined
alpha as the residual return that's not attribut-
able to the beta. Some providers of traditional
cap-weighted indices similarly object, either
because they believed that there is only one
“true” beta or because they infer from the
smart beta label that its advocates believe
that cap weighting is “stupid beta.”

C'mon folks, is the beta relative to the S&P
500 Index—an actively selected broad-
market core portfolio—really the one true
beta?! Also, the practitioner community has
increasingly embraced the notion of seeking
beta (which has already morphed in mean-
ing to refer to exposure to chosen markets,
not the total market portfolio of investable
assets, as CAPM originally defined it) for
free, and paying for alpha. Viewed in this
context, smart beta actually can mean
something useful: a smarter way for inves-
tors to buy beta with alpha. After all, if one
can find a more reliable alpha, and pay less
for it, that would be pretty smart.

The early critics of our Fundamental Index®
work  were quick to point out that it was
just a backtest and was merely clever
repackaging of value investing. Well, it was
a backtest, and it has a value tilt against
the cap-weighted market. (Or, just to be
provocative, does the cap-weighted market
have a growth tilt against the broad macro-
economy, providing investors with outsized
exposure to companies that are expected
to grow handily, and skinny exposure to
troubled companies?) It's not a backtest any
more, as we approach our 10th anniversary
of live results; and it has outperformed the
cap-weighted market in most of the world,
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during a time when value generally under-
performed growth. Critics have become
more muted, as the efficacy of the
Fundamental Index method (and other
so-called smart beta strategies) is better

understood.

Defining Smart Beta
for Equity

The term smart beta grew out of
attempts by people in the industry to
explain the Fundamental Index approach
vis-a-vis existing passive and active
management strategies. When Towers
Watson, a leading global investment
consulting firm, coined the expression
smart beta, it was not their intent to label
cap-weight as “"dumb beta.” Indeed, they
referred to it as "bulk beta,” because it
could be purchased for next-to-nothing.
There is nothing “dumb” about cap-
weighted indexing. If an investor wants
to own the broad market, wants to pay
next to nothing for market exposure, and
doesn't want to play in the performance-
seeking game, cap-weighted indexing
is the smartest choice, by far. People
are beginning to understand that the
dumb beta is the fad-chasing investor
who buys whatever is newly beloved
and sells whatever is newly loathed,
trading like a banshee. Fortunately or
unfortunately, these folks are legion,
as is well documented in Russ Kinnel's
important “Mind the Gap” white papers
(2005, 2014).

As the debate over the smart beta label
grew, Towers Watson (2013) sought to
clarify the meaning of their expression

with the following definition:
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“Smart beta is simply about trying to
identify good investment ideas that
can be structured better... smart
beta strategies should be simple, low

cost, transparent and systematic.”

This straightforward definition indicates
what investors ought to expect of a smart
beta product. Our research suggests,
however, that many alternative beta
strategies fall short of this definition.
Some are overly complex or opaque
in the source of value added. Others
will incur unnecessary implementation
costs. Many so-called alternative beta
strategies don't seem so smart, by

Towers Watson's definition.

“There is nothing ‘dumb’
about cap-weighted
indexing.”

The problem may be that even this
definition is not clear enough. The
absence of arigorous, generally accepted
definition gives me-too firms enough
latitude to stamp smart beta on anything
that's not cap-weighted indexing. The
way the term is bandied about, without
much regard for meaning, is a disservice

to investors.

We don't presume to define smart
beta for the industry, but we would like
to see more consistency in how the
label is applied. Our definition builds
on the Towers Watson definition,
adding more specificity as it relates to
equity strategies, where the smart beta

revolution began almost a decade ago:

A category of valuation-indifferent
strategies that consciously —and
deliberately break the link between
the price of an asset and its
weight in the portfolio, seeking to
earn excess returns over the cap-
weighted benchmark by no longer
weighting assets proportional to
their popularity, while retaining most
of the positive attributes of passive

indexing.

Earning Excess Returns
The shortcomings of cap-weighted
indices are by now well understood and
widely acknowledged. Cap-weighted
indices are “the market,” and they afford
investors the market return. That's
indisputable.  Nonetheless, because
constituent weights are linked to
price, they automatically increase the
allocation to companies whose stock
prices have risen, and reduce the weight
for companies whose stock prices have
fallen. If the market is not efficient,
and prices some companies too high
and some too low, then cap-weighted
indices naturally have disproportionately
large concentrations in  companies
that are likely to be overvalued and
light allocations in companies that are
disproportionately undervalued.

This structure creates a return drag that
is overcome by breaking the link between
price and weight in a portfolio.! In fact,
our research indicates that any structure
that breaks the link between price and
weight outperforms cap weighting in
the long run.? In this sense, our work
on the Fundamental Index concept is
not speciall® Equal weight, minimum

variance, Shiller's new CAPE index, and
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many others, all sever this link, and
empirically add roughly the same alpha.
This can be done simply, inexpensively,
and mechanistically; these ideas show
good historical efficacy all over the
world; and some have live experience
that roughly matches the backtests.
Accordingly, this way to pursue
a particular beta might rightly be

considered “smart.”

In periodically rebalancing to target
weights that are unrelated to price,
smart beta strategies engage in value
investing: They buy low and sell high
(we have demonstrated this result
elsewhere? and will return to it in a
moment). It will surprise many readers
to learn that the value tilt is empirically
a far smaller source of return than is the
rebalancing process itself> After all,
what could be more uncomfortable than
systematically trimming our holdings in
the most extravagantly newly beloved
companies, while topping up our
holdings in the most newly feared and
loathed companies? These portfolios
look perfectly reasonable; their trading
does not. That's where the alpha is
sourced: contratrading against the legions
of investors who chase fads and shun recent

disappointments.

Accordingly, breaking the link with
price is, in our view, the most important
component to any useful definition of
smart beta. Strategies that use market
capitalization in selecting or weighting
securities, such as cap-weighted value
indices, are not smart beta using our
definition: they leave money on the table
due to the same return drag that afflicts
any cap-weighted strategy.®
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“Our commitment is
to deliver on the prom-
ise of smart beta.,,

Best Attributes of
Passive Investing

Compelling as it might be to define
smart beta simply as those equity
strategies that break the link with
price,” we believe that tapping a reliable
source of excess return is not sufficient
to merit the label smart beta. As our
general definition for equity market
smart beta indicates, we also think
smart beta solutions should retain
some of the key benefits of passive

investing, including:

e Smart beta strategies are
transparent. The principles of
portfolio construction and the
intended sources of excess return
are clearly stated and easy to
understand. Investors know what
they are getting.

e Smart beta strategies are rules-
based. Their methodology is
systematic and  mechanically
executed. Investors know that
the process is disciplined. These
strategies can be independently
tested, including in out-of-sample
tests covering new time spans or

new markets.

e Smart beta strategies are low cost
relative to active management.®
In addition to lower fees, they
have lower due diligence and
monitoring costs. As a result, they
offer investors affordable access to

potential excess returns.

e Smart beta strategies have large
capacity and the liquidity to
accommodate easy entrance and

exit.

e Smart beta strategies are well-
diversified and/or span the macro
economy. Because stock weights
are uncoupled from prices, smart
beta strategies do not expose
investors to sector and industry
concentrations arising from

misvaluations.

We think of these traits as family traits.
Few will have every one of these traits;
we'd be inclined to apply the smart
beta label to a strategy that displays
most or all of them. To us, the trait in
our primary definition is sacrosanct:
Any strategy that is not valuation-
indifferent, that does not break the link
between the weight in the portfolio and

price (or market cap), is not smart beta.

Performance Record

We've described what smart beta
means to us, and, in the process,
indicated what we think investors
should expect of products that are
marketed as smart beta strategies.
Is it also reasonable to expect long-
term outperformance relative to cap-
weighted indices? We cannot know
the future. Perhaps, in the years ahead,
investors will be rewarded by owning
more of whatever is most expensive
and less of whatever is least expensive.

Personally, | doubt it.

We can know the past. So-called smart
beta strategies have produced value-
added returns in long-term historical
testing, all over the world, and on
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many® live-asset portfolios. And this
outperformance has been driven, in
large part, by the inherently value-based
trading that takes place when smart beta
portfolios are rebalanced to non-price-
related weights. Inlong-term simulations,
smart beta strategies have generated
excess returns relative to cap-weighted
indices. For instance, Figure 1 traces
the hypothetical cumulative returns of
a fundamentally weighted U.S. index
and the comparable returns of two cap-
weighted indices—a broad market index
and a traditional value style index—over
the 35-year period from 1979 through
2013. The fundamentally weighted index

outperformed both of the indices whose

weighting methods incorporate market

prices.”©

A cautionary note is in order. As with any
strategies, smart beta investing is a long-
term strategy. Only a charlatan would
encourage customers to expect 100%
probability of future outperformance.
There have been prolonged periods of
underperformance, especially in secular
bull markets. Smart beta strategies are
contrarian, and they make sense only
for investors with long-term planning
horizons and a willingness to tolerate
uncomfortable (even profoundly
uncomfortable) portfolio rebalancing

trades.

In Closing

Smart beta has been roundly dismissed
as a marketing buzzword, rather than
a significant development in finance
theory and investment practice. We
like the name, partly because it is
jarring and controversial, but we don't
for a moment deny that it has been
misused to flog me-too products. We
hope that, by sharing our thoughts
about the nomenclature, we can nudge
the discussion in the direction of the
real issue: how to best manage investor
assets. Our commitment is to deliver
on the promise of smart beta, to deliver

the best smart beta ideas that we can.

Figure 1. Simulated Growth of a Dollar 1979-2013
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Disclosures

The material contained in this document is for general information purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security or financial
instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e., a simulation) and not
to an asset management product. No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual results may differ. Index
returns represent back-tested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment.
Indexes are not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates® and
its related entities (collectively "Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied, regarding
the accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information. Nothing
contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The informa-
tion contained in this material should not be acted upon without obtaining advice from a licensed professional. Research Affiliates, LLC, is an investment adviser registered under the
Investment Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training.

Investors should be aware of the risks associated with data sources and quantitative processes used in our investment management process. Errors may exist in data acquired from
third party vendors, the construction of model portfolios, and in coding related to the index and portfolio construction process. While Research Affiliates takes steps to identify data
and process errors so as to minimize the potential impact of such errors on index and portfolio performance, we cannot guarantee that such errors will not occur.

Research Affiliates is the owner of the trademarks, service marks, patents and copyrights related to the Fundamental Index methodology. The trade names Fundamental Index®, RAFI®,
the RAFI logo, and the Research Affiliates corporate name and logo among others are the exclusive intellectual property of Research Affiliates, LLC. Any use of these trade names and
logos without the prior written permission of Research Affiliates, LLC is expressly prohibited. Research Affiliates, LLC reserves the right to take any and all necessary action to preserve
all of its rights, title and interest in and to these terms and logos.

Various features of the Fundamental Index® methodology, including an accounting data-based non-capitalization data processing system and method for creating and weighting an
index of securities, are protected by various patents, and patent-pending intellectual property of Research Affiliates, LLC. (See all applicable US Patents, Patent Publications, and Patent
Pending intellectual property located at http://www.researchaffiliates.com/Pages/legal.aspx#d, which are fully incorporated herein.)

The views and opinions expressed are those of the author and not necessarily those of Research Affiliates, LLC. The opinions are subject to change without notice.
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