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When investors choose to invest in Smart Beta indices over Bulk Beta indices, they
must believe that security prices are noisy and mean-reverting and/or that, in
addition to market risk, there exist other sources of equity premia. While it is the
case that we could each hold the market portfolio, it is not the case that every one of
us could hold a value or a low beta portfolio. But in the aggregate we must own the
market; and if someone holds a portfolio of value stocks, then someone else must
hold a portfolio of expensive stocks. If someone is contrarian rebalancing into recent
underperformers, someone must take the other side of the trade and chase into
recent winners.

If regularly rebalancing into value and low beta stocks are such good investment
propositions, who is investing in expensive stocks and high beta stocks? Who is on
the other side of the trade? This is indeed the most important question to settle for
investors in Smart Beta indices.

Let's focus first on value investing. At its core, value investing means selling what
has become expensive and rebalancing into what has become cheap. Described in
this language of cheap vs. expensive, value investing seems obviously right.
However, very often the cheap stocks have become cheap and oversold because they
have received a series of negative shocks. These negative shocks take the form of
botched product launches, declining profit margins due to aggressive new
competitors, spectacular mismanagement, and other highly visible corporate sins
that result in firm distress. On the flip side, stocks that have rallied and become
expensive have often had tremendous recent growth and widely celebrated successes
—a golden boy CEOQ, a world-changing new product, a stunning acquisition.

Often the cheap stocks are oversold
because they have received a series of
negative shocks.

The first chapter in any investment textbook should warn against (1) confusing a
good company for a good investment and (2) misconstruing one's personal opinion
derived from perusing the financial press as valuable private information. However,
anyone who has participated in performance reviews with investment committees
would acknowledge that these two basic tenets are generally checked at the door.
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Because sentiment is contagious, because timing price corrections is hard, because we all want to brag about our four-bagger stock
picks, because irrational markets can outlast our conviction and courage—we look the value gift horse in the mouth and protest, “But
there is a risk that the fundamentals continue to deteriorate and this cheap firm gets cheaper.” Or we say, “This company could be the
next Google and Apple; at the current 600 PE, it is attractively priced. Let's hold it longer.”

The dread of catching a falling knife and the desire to collect the greatest possible gain are not wrong qualitatively. It is absolutely true
that many value stocks eventually go bust and that some growth stocks go on to become the next Google. The fear and greed are just
off quantitatively. What the empirical finance literature finds over and over again is that the majority of value stocks overcome
temporary setbacks and recover in price while most of the growth stocks never fulfill the market's hopes.

Indeed, many if not most of us are driven by fear and greed. It is human, and, on our evolutionary path, fear and greed probably served
to keep us safe. So value investing is uncomfortable, not because you are likely to earn poor returns or experience significant risks
relative to holding the market—it is uncomfortable because it goes against our genetic programming. From a cognitive and behavioral
science perspective, the question to ask is, “Why would anyone pursue a contrarian value investing strategy?” As it turns out, very few
people are able to be contrarian. But in the long run those who succeed in overcoming their predispositions may earn a hefty
premium.
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,
commodity, 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 actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.
No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have
under-or-over compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have had
on the advisor's decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight. Simulated
returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will perform in
the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns represent
backtested 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, LLC (“RA") 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
information contained in this material should not be acted upon without obtaining advice from a licensed professional. RA 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. RA is not a
broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.
Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information
provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;
however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user's full release of Research Affiliates
from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the
exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. 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 of RA. (See
applicable US Patents, Patent Publications and protected trademarks located at https.//www.researchaffiliates.com/legal/disclosuresttpatent-trademarks-and-copyrights, which
are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right
to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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