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‘Smart Beta’ presents a beguiling prospect to investors: a set-and-forget investment 
approach that can regularly outperform market capitalization based indices, but we believe 
appearances can be deceptive. Our analysis suggests there’s nothing special about smart 
beta, certainly nothing that can’t be replicated by using an investment process based on 
something as arbitrary as the length of a company’s name.

The concept of ‘Smart Beta’ is far from revolutionary. At its core, it repackages style investing as a strategy 
with the superfi cial characteristics of an index. ‘Smart Beta’ is the marketing term used to refer to this new 
type of indexing where stock weights deviate from traditional capitalization weights in a way that attempts 
to beat the market. Most of these strategies appear to have impressive back tested performance. 

However, its recent popularity has probably more to do with the growing awareness of the shortcomings of 
traditional benchmarks than a resurgence of interest in style based investing. These shortcomings include 
an anti-value bias as market capitalization weighting has a tendency to favor expensive stocks over cheap 
stocks and excessive concentration caused by a momentum bias pushing investors into themes that have 
outperformed in the recent past. The result is that larger stocks are favored over smaller ones, leading to 
an ineffi cient use of the investment universe.

In our opinion ‘Smart Beta’ strategies tend to reduce the anti-value bias by breaking the link between 
market capitalization and weight. The problem is that many weighting schemes that do not rely on market 
capitalization appear to work just as well. The weighting mechanism can be anything that is quantifi able 
that helps remove the anti-value bias and return drag from mega stocks. The key is that it should involve 
some degree of rebalancing back to a value not determined by price movements. Obviously the simplest 
form of non capitalization weighted index is one that applies equal weights to each stock (although, in 
reality, equally weighted indices tend not to be very investible). In our opinion, it is the act of rebalancing 
itself, rather than the choice of weighting scheme, that is important here as it is this that helps investors 
avoid chasing the most overvalued companies.

To illustrate the point we took the MSCI World Index over the last 25 years and reweighted its constituents 
using two schemes, fi rst using an equal weighted version and second, an arbitrary scheme deliberately 
divorced from the investment fundamentals of the underlying stocks. In this case, we used the length of a 
company’s name, so that the stocks with the longest names were allocated the largest weight in the index. 
The choice of weighting scheme may seem virtually pointless, but it meant that the weighting scheme 
didn’t suffer from performance bias (e.g., by leaning towards cheaper or lower volatility stocks). 
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Figure 1 confi rms our thesis. That is the length of company name led to higher performance over the 
25 year time period analysed and had similar performance to an equal weighted index. The only moment 
when our non-capitalization ‘index’ lagged behind the MSCI World Index was during the technology 
bubble of the late 1990s, and it quickly pulled ahead again in the early 2000s. Our conclusion is that 
investors could have materially improved their long-run performance by regularly reweighting the stocks 
in a standard index back to a non price sensitive starting point.

Essentially smart beta investing is rather simple: we see no hidden alpha here that has not been available 
to active management for decades. While we support the fact that smart beta approaches help to remove 
some of the large capitalization, anti-value bias inherent in traditional indices, we feel that investors should 
be more ambitious when looking to maximize the strategic opportunities available to them. 

The art of portfolio management is lost in ‘Smart Beta’
We believe that a rules-based strategy like ‘Smart Beta’ that automates the investment process ignores 
that portfolio management is also about skilful portfolio construction, effi cient implementation, and good 
risk management. However, ‘Smart Beta’ investment products are predominantly implemented using a 
‘transparent’ rules-based index approach. Such approaches use automated responses to the market with 
minimal (or no) human oversight and we believe they can result in concentrations in the portfolio with which 
an investor may not be comfortable. Since ‘Smart Beta’ is marketed as an index-like product, investors 
may think that they don’t need to apply the same due diligence that they would for an active manager. 
Unfortunately, this view may be misplaced as automated rules may lead to the build up of unexpected 
risks in portfolios and result in outcomes that the investor may not expect.

One of the potential issues with market capitalization weighted indices is that they can lead to stock, 
sector, country or investment theme concentration issues. This may be the case when investors buy into 
themes as they enter a sustained growth period, resulting in a self-perpetuating spiral as stock prices are 
pushed higher and valuations become more expensive, such as Japanese stocks in the late 1980’s or 
technology and telecoms in the 1990’s. ‘Smart Beta’ strategies may alleviate these problems, but we think 
they can lead to other concentration issues. For example, minimum volatility strategies have a tendency to 
converge on low volatility sectors or countries, for example, defensive sectors such as consumer staples, 
healthcare and utilities.  

However, low volatility in a company, sector or country may turn out to be a transitory attribute and/or a 
poor refl ection of underlying strength. For example, many fi nancial stocks exhibited low volatility prior to 
the global fi nancial crisis, but analysis of their fundamentals highlighted real underlying risks in the form of 
excessive leverage and elevated funding pressures. Risk on a fundamental basis was highest just when 
share price volatility was lowest.  
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MSCI World: Equal Weighted MSCI World: Reweighted by Length of Company Name MSCI World

Source: Schroders, MSCI, 1988-2015. Performance shown is past performance. Past performance is not a guide to future performance. 
The value of an investment can go down as well as up and is not guaranteed. Index shown for illustrative purposes only and should not be 
viewed as a recommendation to buy/sell. The MSCI World Index captures large and mid cap representation across 23 Developed Markets. 
With 1,611 constituents, the index covers approximately 85% of the free fl oat-adjusted market capitalization in each country.

Figure 1: What’s in a name? Performance can be enhanced using many arbitrary 
weighting schemes
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Figure 2: MSCI ACWI Momentum Index – substantial country and sector allocation changes 
on rebalancing date

An additional concern that we have with automated processes is that there is no human navigating 
the portfolio through the investment cycle. This may mean sudden and dramatic changes in portfolio 
characteristics at the rebalancing dates, radically altering the portfolio’s investment themes, neither of 
which would be considered acceptable in an actively managed strategy. 

By way of example, Figure 2 shows the change in allocations for the MSCI ACWI Momentum Index— 
another market benchmark that is marketed as ‘Smart Beta’—from the end of October 2013 to the next 
rebalancing date in November 2013. There was obviously a signifi cant shift in the investment strategy 
on the rebalancing day, including a rise in the allocation to US stocks from 37% to more than 60%, and 
a reduction in the weighting of Japanese stocks from 34% to less than 14%.  In terms of sectors, the 
allocation to the relatively defensive Staples & Health Care sector fell from 41% to less than 14%, while 
exposure to more cyclical sectors increased from 25% to over 50%. Such a rapid change in allocation 
dramatically changed the characteristics and drivers of the portfolio’s performance.  

Similar large shifts in allocation were also observed in the RAFI Fundamental Indices around the time of 
the global fi nancial crisis in 2008. At the height of the turmoil, the rebalancing of the RAFI Fundamental 
Index saw its weighting to fi nancials rise by over 6 percentage points in one day. This was all reversed 
at the next rebalancing, when the weight to fi nancials dropped by over 6 percentage points. These large 
changes in portfolio allocation highlight the consequence of there being no human overseeing the process. 
This could lead to portfolios that are highly concentrated on one theme increasing the investment risk 
of these products as they seemingly ignore the changing nature of risk through the investment cycle. 
Accordingly, we think that investors should closely monitor smart beta products to ensure the risks they are 
taking are appropriate, and that they maintain positions that match their expectations.

Active management with a smarter beta
Smart beta may be an up and coming investment trend but, as we have discussed, it is far from new. It uses 
the age-old doctrines of style investing and repackages them in an index-like framework. This approach has 
some benefi ts, but we believe it only partially addresses the negative issues of market capitalization weighted 
benchmarks. Of greater concern to us is the automated nature of ‘Smart Beta’ investing and the lack of 
human oversight, meaning that it has the potential to lead to portfolios that are highly concentrated on one 
theme and result in large changes in portfolio composition on arbitrary rebalancing dates.

Schroders QEP has a long history of managing a range of diversifi ed benchmark unconstrained strategies 
that seek to combine the best of ‘Smart Beta’ with active management all in one product. Our strategies 
capture one of the key advantages of ‘Smart Beta’ by doing away with market capitalization. Our starting 
point combines liquidity adjusted equally weighted universe with active stock selection assigning higher 
weights to cheap stocks that we believe have more attractive fundamental attributes. In particular, we focus 
upon the quality of a company which we measure in terms of its profi tability, stability and fi nancial strength.
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Finally, our portfolio management team are responsible for daily risk management and portfolio construction 
to ensure that we avoid excessive concentrations to any one theme. Our approach incorporates our 
philosophy that portfolio management is about skilful portfolio construction, effi cient implementation, and 
good risk management, all of which we believe is best done by an experienced team of investors.

Disclosure details of fi gures and models

Figures 1: Source Schroders, MSCI, All returns are in USD (gross) and portfolios are rebalanced twice a year, 1988-2015. Every six 
months we take the MSCI World constituents and calculate an equal weighted portfolio using all stocks in the index, and a length of 
company name weighted portfolio which uses all stocks in the index weighted using the length of the company name i.e., the company 
with the longest name is given the biggest weight. Transaction costs are not taken into account. There is no guarantee that the stocks 
Performance shown represents past performance. Past performance is no guarantee of future results and current performance may be 
higher or lower than the performance shown.

Figure 2: Source Schroders, MSCI, as at October 2013 and November 2013, based on stocks within the MSCI AC Momentum index. 
Countries, regions and sectors mentioned are for illustrative purposes only and should not be viewed as a recommendation to buy/sell. 
Sector and country weights are determined by QEP using the Global Industry Classifi cation Standard (GICS) for sectors and country of 
listing. Cyclicals are stocks in the sectors industrials, consumer discretionary and technology. These weights are subject to change and 
should not be viewed as an investment recommendation.

Characteristics at a glance

Strategies shown for illustrative purposes only and should not be viewed as a recommendation to buy/sell.

Characteristics Cap Weighted Passive Typical Smart Beta QEP
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