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A Review of Smart Beta 
 

hat do you want to see from a company before you buy their 
stock? Perhaps a growing dividend yield with a low P/E ratio 

to boot. Maybe you need to see evidence from the past year that the 
stock is outperforming its competitors. Or you’re looking for com-
panies with fat profit margins. These are all reasonable criteria. And 
while their methods and metrics may be more complex, many pro-
fessional active managers are trying to satisfy similar tests when 
constructing their portfolios.  
 
The proposition of indexing investors (funds or ETFs that own all 
securities in weights equivalent to an index such as the S&P 500 and 
thus replicate its return minus costs) claims all of this is futile – 
beating the market is no easy task. There is loads of recent evidence 
they can point to in defense of this position. We’ve written in the 
past about where we side in this debate – it depends on the asset 
class and the environment – but haven’t discussed the compromise 
position evolving between the two camps. The marketing folks have 
coined this smart beta (used interchangeably hereafter with funda-
mental indexing or factor investing).  
 
What is Smart Beta?  
 
Rules for selecting stocks, such as those in the first paragraph, when 
systematized, can deliver consistent value for a diversified portfolio. 
The criteria for elevating a rule or group of rules to smart beta sta-
tus we think are fourfold. First, the strategy must have been rigor-
ously tested by multiple researchers and stand up to out-of-sample 
testing. Does it work in different markets or time periods than those 
in which it was discovered? Second, it must be easily investable; the 
securities that make it up can change frequently and therefore li-
quidity and low trading costs are required. There must also be a sys-
tematic approach to selecting the constituents. In other words, once 
set in motion, there is no human discretion over the buy and sell 
decisions. Lastly, the cost for all of this should be low. 
 
The Line-up 
 
Academic literature is filled with pricing anomalies and smart beta 
strategies to exploit them. Many are likely unprofitable in practice 
due to high trading costs or out-of-sample disappearance. However 
some have merit. The most famous of these is the size factor. 
Smaller companies generally outperform mega-cap names albeit 
with a higher standard deviation of returns. The small-cap phenom-
enon is such an ingrained part of all portfolios that we will focus 
elsewhere here. 

 
Value stocks, for instance, are well known to outperform. If you 
analyze a universe of companies and sort them by their book-to-
price ratio, those at the top of your list offer the best value, in terms 
of corporate accounting net worth per dollar paid, and are likely to 
outperform over the long run. We will also highlight momentum. 
The theory is that a stock’s price performance over the previous 
year, relative to its peers, is correlated to its future performance 
(notwithstanding the important, ubiquitous disclaimer – past per-
formance does not guarantee future returns). Better performers 
tend to outperform and poor performers continue to struggle. 
Again, these are statements about the long run not month by month 
predictions. 
 
There are other interesting strategies worth mentioning but are not 
examined in this essay. “Quality” strategies hold that firms with 
high margins or high return on equity tend to outperform. This is, 
however, in some dispute – the two sources we cite in the next sec-
tion disagree on its power to predict performance. Companies with 
lower risk, or beta in the industry jargon, than the overall market al-
so tend to outperform, at least on a risk adjusted basis.  
 
The Evidence 
 
Returning to value and momentum and slicing the market along 
those criteria yields impressive results. In Figure 1 we review the 
work of two of the larger contributors to the smart beta body of 
knowledge: AQR and Research Affiliates.  

 
Over a thirty-two year period, AQR’s methodology shows value re-
turns nearly 5% more than the Russell 1000, an index of the one 
thousand largest stocks in the US. They select value stocks by eval-
uating five screens: the book-to-price ratio, earnings-to-price, fore-
casted earnings-to-price, cash flow-to-enterprise value (the enter-
prise value of a company is the combined market value of its equity 
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Figure 1: The Evidence 
Sources: AQR, Research Affiliates 
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and debt less its cash), and sales-to-enterprise value. Momentum too 
earns a better result than the index. This 3% outperformance is 
generated by stocks that have higher trailing one year returns or bet-
ter results surrounding last year’s earnings announcements. 
 
Research Affiliates’ data goes back further and shows similar results 
for a momentum portfolio. Their fundamentals portfolio, compara-
ble to AQR’s value portfolio, shows outperformance relative to the 
S&P 500 at a slightly lower 2% annual clip. They find sales, cash 
flow, dividends, and book value are the relevant sorting metrics and 
weight accordingly. 
 
Returns Come With Risk 
 
A discussion of returns must be balanced with an examination of 
the corresponding risk. The excess returns generated by the value 
and momentum strategies come with peak-to-trough drawdowns 
similar in magnitude and timing to the S&P 500. Figure 2 analyzes 
data from the website of Ken French, one of the academic pioneers 
in these styles of investing.  

 
Think of the horizontal 0% line as the peak value achieved by a 
portfolio. The lines descending from that peak measure the amount 
the portfolio dives “underwater”. During each of the significant 
S&P drawdowns (bottoming in 1970, 1974, 1987, 2002, and 2009), 
the value or momentum (or both) strategies experienced commen-
surate declines. The tech wreck, when both did about 15% better 
than the market, is the one time you could cite evidence of some 

principal protection. Going forward, we think the smart beta story 
is best thought of as return enhancement rather than risk reduction. 
 
The $64,000 Question 
 
AQR’s founder, Cliff Asness, wrote a recent blog post on the topic 
of why these strategies should still work, even though “everyone 
knows about [them]”. You are reading this essay at least two dec-
ades after much of the academic evidence supporting them was 
published. These strategies are gaining assets. AQR and Research 
Affiliates both manage over $100 billion although not all of it in a 
smart beta mandate. Are we too late? We say no for two reasons. 
 
First, AQR reports that the spread between a smart beta stock se-
lection and omission, an indication of the size of the potential out-
performance due to owning the former, is still robust albeit less 
than in the past “but not shockingly so”. In fact, the current spread 
between a value and an expensive stock has settled right at the me-
dian measured since 1955. There isn’t much evidence that arbitrage 
has significantly eroded the smart beta advantage. 
 
Second, investors are an emotional bunch. This is better put by Re-
search Affiliates on their website: “investor preferences are much 
broader than risk and return.” For instance, the momentum strategy 
works probably in part because investors would rather not sell a 
stock for a loss, thus artificially supporting its price. This is an emo-
tional win for the investor – they don’t crystalize a loss – and a po-
tential financial win for the smart beta strategy that avoids this stock 
per their momentum rule. Explanations that are grounded in inves-
tor psychology are found in other smart beta strategies and suggest 
so long as we are all human these will continue to work. 
 
The smart beta approach has many things going for it – strong his-
torical returns, rationale for why outperformance may persist, and 
increasingly easier ways to implement, all at a better fee than a typi-
cal active manager. With our minds open to evaluating contrary evi-
dence as they gain in popularity, and recognition that each approach 
must be diligenced on its own merits, we view these strategies as 
worthy of inclusion in client portfolios alongside both active and 
index strategies.      □ 
 
 

This material is distributed for informational purposes only. The investment ideas and expressions of opinion may contain certain forward looking statements and 
should not be viewed as recommendations, personal investment advice or considered an offer to buy or sell specific securities. Data and statistics contained in this re-
port are obtained from what we believe to be reliable sources including AQR, Bloomberg, Kenneth R. French, and Research Affiliates but their accuracy, complete-
ness or reliability cannot be guaranteed. An index is an unmanaged weighted basket of securities generally representative of a certain market or asset class. An in-
vestment cannot be made directly in an index. Our statements and opinions are subject to change without notice and should be considered only as part of a diversified 
portfolio. You may request a free copy of Keel Point's Form ADV Part 2, which describes, among other items, risk factors, strategies, affiliations, services offered 
and fees charged.  
 

Past performance is not an indication of future returns. No conclusion should be drawn from any chart, graph or table that such 
illustration can, in and of itself, predict future outcomes. 
Securities offered through KPC, Member FINRA and SIPC. Investment Advisory Services are offered by Keel Point, LLC an affiliate of KPC. Keel Point does 
not give tax, accounting, regulatory, or legal advice to its clients.  The effectiveness of any of the strategies described will depend on your individual situation and on a 
number of complex factors.  You should consult with your other advisors on the tax, accounting, and legal implications of these proposed strategies before any strategy 
is implemented. 
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Figure 2: Similar Drawdowns 
Sources: Kenneth R. French, Bloomberg 
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