
 
 
01 What is A Smart Beta ETF? 
Smart	Beta	ETFs	have	come	to	represent	a	
revolutionized	approach	to	investing.	The	
Smart	Beta	method	is	designed	to	address	
flaws	in	the	methodologies	employed	in	the	
composition	of	traditional	market-cap	
weighted	ETFs.		
	
A	2014	Russell	Investments	survey	revealed	
broad	appeal	of	this	new	form	of	investing.	
The	181	asset	owners	involved	in	the	study	
include	private	businesses,	non-profits,	and	
government	organizations;	“Eighty-eight	
percent	of	respondents	with	over	$10B	in	
AUM	have	evaluated	smart	beta	or	plan	to	do	so	in	the	next	18	months.”	The	pervasive	
interest	in	Smart	Beta	ETFs	warrants	a	closer	look.	In	this	article,	we'll	look	at	the	
benefits	and	risks	associated	with	a	Smart	Beta	Style	as	well	as	five	common	
characteristics	that	form	the	foundation	of	most	Smart	Beta	ETFs.	These	are:	
	

1. An	avoidance	of	market-cap	weighting.	
2. A	systematic,	rules-based,	active/passive	approach.	
3. A	stock	selection	criteria	focused	on	value,	momentum,	yield,	volatility,	and	size.	
4. A	transparent,	published	formula.	
5. The	occasional	tilt	towards	an	index.	

	
A	regular	ETF	consists	of	stocks	that	have	larger	or	smaller	proportions	based	on	their	
market-cap	as	measured	by	share	price	x	outstanding	shares.	Smart	Beta	ETFs	don’t	
work	this	way.	Instead,	the	proportions	are	decided	by	more	important	factors.	These	

factors	include	high	yields,	strong	
momentum,	size,	low	volatility,	quality,	
and	value.		
	

Smart	Beta	ETFs	follow	a	pre-determined	road	map.	This	path	carries	the	name	"rules-
based	investing"	where	stocks	fit	rigid	criteria.	Fluctuating	emotions	and	the	whims	of	
market	sentiment	do	not	interfere.	Instead,	the	driver	of	a	rules-based	system	is	the	
underlying	stock	fundamentals.	Analysts	employ	ranking	systems	and	quantitative	tests	
to	choose	stocks.		
	
The	pre-defined,	mechanical	weighting	system	used	in	Smart	Beta	ETFs	relies	on	
sophisticated	academic	factors.	Therefore,	the	added	rigor	of	fundamental	analysis	



means	a	Smart	Beta	ETF	can	be	considered	a	hybrid	of	active	and	passive	investing.	Like	
a	traditional	ETF,	the	objective	is	to	generate	long-term	growth	through	diversification	
and	mitigated	risk.	The	goal	of	a	Smart	Beta	ETF	is	to	seek	a	superior	risk-adjusted	
performance	through	optimized	stock	selection.	Therefore,	far	more	metrics	are	used	to	
determine	which	players	enter	the	field	thereby	capitalizing	on	inefficiencies	in	the	
market.	
	
The	established	factors	used	to	evaluate	the	stocks	comprising	the	ETF	represent	the	
greatest	value	of	a	Smart	Beta	ETF.	The	fund	may	focus	intensely	on	just	one	of	these	
factors,	or	all	of	them	simultaneously.		
	
A	Smart	Beta	ETF	provides	a	stronger	leaning	towards	stocks,	which	exhibit	superior	
factors.	Unlike	traditional	ETFs,	a	Smart	Beta	approach	carries	greater	upside	potential	
by	applying	more	rigor	to	the	selection	process.	For	example,	a	stock	that	displays	
stronger	momentum	will	be	far	better	suited	to	withstand	the	inevitable	fluctuations	of	
the	market	as	a	whole.	Giving	more	credence	to	these	factors	ultimately	drives	better	
performance	and	lower	risk.	
	
A	savvy	investor	will	examine	the	historical	performance	of	these	attributes	to	
determine	which	Smart	Beta	style	portends	long-term	performance.	As	author	and	
researcher	David	Foulke	explains,	“Ideally,	an	investor	would	identify	a	weighting	
schema	and	a	factor	tilt	that	add	complementary	value.”	
	
Putting	your	stock	selection	under	a	microscope	yields	a	greater	degree	of	detail.	
Instead	of	just	capturing	different	asset	classes	a	Smart	Beta	factor	investor	will	gain	
value	by	focusing	on	stocks	that	generate	returns	even	if	the	market	as	whole	declines.	
This	approach	also	satisfies	the	goal	of	risk	management.	A	factor	investor	captures	
more	growth	compared	to	the	total	market	by	identifying	critical	characteristics	
associated	with	high-performing	stocks.	
	
The	transparency	of	a	firm's	Smart	Beta	formula	empowers	the	investor	to	perform	the	
required	research.	Given	the	high	performance	of	the	"momentum"	factor,	an	investor	
may	lend	more	credence	to	a	published	formula	that	puts	a	central	focus	on	that	
characteristic.	
	
Finally,	Smart	Beta	ETFs	allow	for	
index	tilting.	Similarly,	this	tilting	
can	focus	on	specific	factors.	The	
danger	in	doing	so	can	lead	to	
cannibalization	of	factors	as	a	tilt	
towards	one	squelches	the	other	
thereby	losing	diversification.	
Some	have	identified	“sequential	
tilting”	as	a	solution.	As	the	authors	writing	for	FTSE	Russell	explain,	“…index	weights	
are	first	tilted	toward	the	first	factor	of	interest,	then	that	result	is	tilted	toward	the	
second	factor,	and	so	on."	This	practice	leads	to	more	consistent	factor	exposure.	



	
These	five	core	characteristics	of	Smart	Beta	ETFs	offer	compelling	reasons	to	consider	
the	investment	as	a	component	of	your	portfolio.	As	with	any	investing	decision,	costs	
are	critical.	The	active/passive	style	shouldn't	invite	firms	to	command	the	burdensome	
high	fees	that	have	become	the	hallmark	of	active	funds.	
	
	
02 The Mechanics of A Smart Beta ETF 
The	goal	of	a	Smart	Beta	ETF	is	simple:	a	more	sophisticated	selection	filter	provides	
superior	performance	by	moving	from	capitalization-weighted	funds	to	fundamentally-
weighted	funds.	The	chief	investment	strategist	at	WisdomTree	explains	the	problems	
with	the	traditional	method;	“…cap-weighted	indexes	tend	to	tilt	towards	growth	over	
value	and	towards	larger	companies	over	smaller	ones.”	What	five	fundamental	metrics	
are	found	in	a	Smart	Beta	ETF?	
	
value:		This	is	represented	by	a	stock	that	trades	for	less	than	the	underlying	net	asset	
value	(NAV).	Superior	value	is	seen	in	those	companies	that	have	a	lower	than	average	
price-to-book	ratio.	Higher	than	average	dividend	yields	also	add	value.	Vanguard	
published	a	study	from	2015	underscoring	the	importance	of	selecting	ETFs	with	strong	
value.	The	authors	write,	“when	value	equities	and	smaller	equities	outperform	a	broad	
stock	market	index,	alternatively	weighted	strategies	should	generally	outperform	cap-
weighted	indexes.”	By	employing	a	value	screening	method	investors	will	enjoy	better	
returns.	This	is	evidenced	by	a	study	ranging	from	1974	to	1981	where	stocks	selected	
had	“no	less	than	40%	of	the	average	P/E	for	all	stocks	over	the	last	5	years.”	The	results	
were	returns	that	were	well	above	those	of	the	market	as	a	whole.	
	
quality:	Explanations	of	what	constitutes	quality	differ.	However,	most	agree	that	
quality	consists	of	superior	return	on	equity,	earnings	variability,	and	debt-to-equity.	A	
Northern	Trust	publication	shows	that	stocks	meeting	a	definition	of	“high-quality”	
dramatically	outperformed	the	market	as	a	whole.	The	average	annual	return	on	high-
quality	stocks	from	1985	to	2012	was	9.4%.	The	S&P	500	average	annual	return	was	only	
2.9%.	Smart	Beta	ETFs	are	designed	to	capture	this	phenomenon.		
	
Momentum:		This	is	the	practice	of	identifying	upward	trending	securities	that	can	be	
expected	to	perform	regardless	of	general	market	behavior.	A	study	covering	the	period	
from	December	1979	to	December	2009	illustrates	that	"Momentum	outperformed	the		
market	or	a	core	index	portfolio	by	a	wide	margin.	Among	large-cap	stocks,	momentum	
outperformed	the	Russell	1000	by	about	2	percent	a	year.	A	small-cap	momentum	index	
outperformed	the	Russell	2000	by	3.7	percent	a	year.	Momentum	outperformed	value	
by	1.5	percent	a	year	and	growth	by	more	than	3	percent	a	year."	Smart	Beta	ETFs	
include	these	high-performance	securities	that	perform	consistently	well	in	all	markets.	
	
volatility:	This	is	the	ultimate	risk	measurement	as	gauged	by	the	standard	deviation	
of	returns.	The	PowerShares	Low	Volatility	S&P	500	portfolio	includes	holdings	that	
exhibit	the	lowest	realized	volatility	over	the	last	12	months.	Over	the	last	year,	the	fund	
has	outperformed	the	S&P	500	by	earning	10.95%	compared	to	4.89%.	In	the	Journal	of	



Index	Investing,	the	author	espouses,	“Compelling	empirical	evidence		has		shown	that	
lower	volatility	stocks…have	historically	outperformed	their	higher-volatility	
counterparts.”	This	key	metric	can	often	go	ignored	in	the	older	market-cap	method.	
	
Size:	The	size	filter	seeks	to	capitalize	on	the	fact	that	small-cap	stocks	have	historically	
outperformed	large-cap	securities.	A	publication	by	The	American	Association	of	
Individual	Investors	shows	that	in	holding	periods	ranging	from	1	year	to	40	years	small-
cap	stocks	generate	better	returns	more	than	half	the	time.	As	the	holding	period	
becomes	longer	the	better	small-cap	stocks	perform.	
	
	
03 An Alternative to Market Cap Weighting 
The	growing	interest	in	Smart	Beta	ETFs	is	evidenced	by	the	fact	that	they	represented	
17%	of	cash	inflows	to	the	ETF	market	in	2014.	This	is	impressive	considering	that	they	
comprise	only	11%	of	total	assets	as	reported	by	Invesco	Powershares	Capital	
Management.	In	the	next	three	years,	institutions	project	that	they	will	increase	their	
use	of	Smart	Beta	ETFs.	The	confidence	in	the	value	of	Smart	Beta	ETFs	is	growing.	
	
This	interest	is	driven	by	the	need	for	a	solution	to	the	problems	of	a	market-cap-
weighted	design.	Research	has	indicated	a	fundamental	approach	generates	a	greater	
return	with	slightly	less	risk.	In	a	period	spanning	August	1,	1996,	to	December	31,	2013,	
the	Schwab	Center	for	Financial	Research	determined	that	a	fundamental	index	strategy	
generated	a	return	of	11.37%	versus	only	8.52%	on	a	market-cap-weighted	fund.	What	
is	the	market-cap-weighted	method	doing	wrong?	Let’s	look	at	the	two	biggest	
problems.	

	
The	very	presence	of	market-cap-weighted	funds	can	
have	the	effect	of	inflating	the	share	price	of	larger	
companies.	This	cycle	begins	with	a	large	company	with	
a	growing	share	price.	Next,	the	market	cap	of	the	
company	increases.	As	a	result,	the	market-cap-
weighted	funds	must	purchase	more	shares	to	reflect	
this	increase	in	the	market.	This,	in	turn,	further	
increases	the	share	price.	This	kind	of	price	appreciation	

isn't	based	on	improved	fundamentals	but	rather	funds	seeking	to	merely	mimic	the	
market.	This	phenomenon	works	in	reverse.	These	same	funds	sell	shares	when	a	
company	experiences	a	decrease	in	share	price.	This	only	invigorates	selling.	
	
There	is	another	basic	flaw	with	the	market-cap-weighted	design;	an	investor	in	this	
kind	of	traditional	ETF	has	a	greater	exposure	to	certain	companies	only	because	they	
have	a	larger	market	cap.	This	is	not	a	good	reason	to	buy	a	stock.	No	passive	or	active	
investor	would	advocate	the	stock	of	a	company	simply	because	it’s	large.	This	old-
fashioned	model	favors	size	and	ignores	value.		
	
What	story	do	the	numbers	tell?	The	evidence	so	far	is	compelling.	Smart	Beta	ETFs	
don't	promise	windfall	profits.	However,	there	is	a	reason	to	believe	they	can	



outperform	a	passive	counterpart	with	some	consistency.	A	2015	publication	from	
Wharton	Research	Data	Services	concluded	that	60%	of	164	domestic	Smart	Beta	ETFs	
beat	their	passive	benchmarks.	Interestingly,	the	paper	hypothesizes	that	"…static	factor	
exposure	rather	systematic	rule-based	rebalancing	is	the	main	driver	of	SB	ETFs	
performance.”	An	investor	can	do	well	with	a	renewed	focus	on	consistent	
fundamentals	
	
The	greatest	benefit	of	a	Smart	Beta	ETF	is	the	duality	of	low	risk	and	improved	
performance.	Rarely	do	investors	get	an	opportunity	to	defray	risk	while	enjoying	
superior	returns.	
	
	
04 Smart Beta ‘Active’ Management vs. passive 
Active	management	has	a	bad	name.	Researchers	consistently	conclude	that	overall,	
active	managers	fail	to	beat	the	market	and	in	fact	underperforms	relative	to	an	easier,	
less	expensive	passive	approach.	In	June	of	2015	Morningstar	published	their	regular	
“Active/Passive	Barometer.”	This	paper	reveals	the	findings	of	a	comparison	of	US	active	
managers	vs.	their	passive	peers.	The	conclusion:	“actively	managed	funds	have	
generally	underperformed	their	passive	counterparts,	especially	over	longer	time	
horizons.”	If	these	are	the	results	we	read	time	and	time	again,	then	why	is	there	
evidence	to	believe	that	the	active	nature	of	Smart	Beta	ETFs	gives	them	and	edge?	
	
The	answer	is	that	Smart	Beta	ETFs	carry	much	lower	fees	than	actively	managed	funds.	
This	is	a	critical	point.	The	heavy	costs	associated	with	actively	managed	funds	is	a	major	
contributing	cause	of	their	failure	to	outperform	the	market.	This	is	intuitive.	The	
actively	managed	fund	must	not	only	beat	the	market	but	also	overcome	the	hurdle	of	
their	own	fees	to	deliver	real	value	to	the	shareholders.	These	costs	make	the	goal	of	a	
superior	return	much	more	difficult.	
	
However,	the	fees	associated	with	Smart	Beta	ETFs	are	higher	than	a	simple	passive	
index	ETF.	Morningstar	conducted	research	revealing	that	the	total	expense	ratios	of	
Smart	Beta	ETFs	based	on	the	S&P	500	are	3	times	more	expensive	than	the	
comparative,	traditional	S&P	500	ETF.	The	difference	in	cost,	however,	diminishes	when	
comparing	different	classes.		
	
For	example,	the	expense	ratio	of	a	Smart	Beta	emerging	market	ETF	is	only	nominally	
higher	than	that	of	a	cap-weighted	emerging	market	ETF.	A	Smart	Beta	ETF	is	truly	a	
blend	of	the	active	and	passive	approach.	A	Morgan	Stanley	ETF	and	closed-end	fund	
researcher	summarized	this	when	he	explained,	“They	have	attributes	of	passive	
management	in	that	they	track	an	index,	but	they're	also	like	active	management	in	that	
they're	trying	to	beat	it."	As	a	result,	the	fund	isn’t	subjected	to	the	exhaustive	analytical	
rigor	that	might	be	more	commonplace	with	an	actively	managed	fund.	Therefore,	
fewer	expenses	are	generated.	
	
Smart	Beta	ETFs	are	a	great	way	to	gain	relatively	low-cost	exposure	to	a	more	
sophisticated	and	nuanced	investment	style.	This	is	a	far	more	attractive	strategy	than	



subjecting	yourself	to	the	high	fees	and	low	performance	that	are	the	hallmark	of	an	
actively	traded	fund.	Some	have	advocated	for	the	use	of	this	hybrid	model	as	a	
complement	to	a	larger	strategy	that	puts	the	larger	portion	of	funds	to	work	with	a	
simple,	low	expense	ratio,	passive	index	ETF.	
	
Remember,	the	“active”	component	here	isn’t	constant	rebalancing	or	daily	revisions	to	
quantitative	analysis.	Instead,	it	is	a	guideline	for	selecting	the	stocks	within	the	ETF	to	
ensure	consideration	of	value,	momentum,	size,	quality,	volatility,	and	yield.	Be	
cognizant	of	the	trends	with	Smart	Beta	ETFs;	as	they	begin	to	reach	market	saturation	
fees	will	likely	drop	making	them	more	attractive	to	investors.	
	
	
05 The Tax Advantages of Smart Beta ETFs 
The	consideration	of	tax	implications	is	the	most	ignored	aspect	of	nearly	any	
investment	plan.	It’s	easy	to	see	why.	Tax	rules	and	governance	are	complex	and	ever	
changing.	There	are	tax	consequences	for	actions	taken	within	an	ETF	as	well	as	
movements	by	the	individual	investor.	For	this	reason,	it	is	important	to	understand	the	
tax	benefits	and	efficiencies	of	Smart	Beta	ETFs.	
	
ETFs	offer	greater	tax	efficiency	compared	to	their	mutual	fund	counterparts.	Mutual	
funds	hold	a	portion	of	their	total	assets	in	cash.	This	cash	component	serves	the	
purpose	of	meeting	investor	redemptions.	However,	if	the	redemptions	exceed	this	cash	
holding	the	mutual	fund	may	need	to	sell	shares	to	meet	the	requests.	Liquidated	
holdings	generate	capital	gains	for	the	investors.	This	structure	is	rooted	in	the	fact	that	
mutual	fund	trades	are	settled	once	a	day	using	the	net	asset	value.	
	
ETFs	work	differently.	Transactions	are	“in-kind.”		As	a	result,	shares	are	exchanged	
rather	than	sold.	When	a	new	investor	decides	to	purchase	shares	of	an	ETF	they	are	
using	cash	to	acquire	the	shares	through	an	“Authorized	Participant”	(AP)	rather	than	
directly	with	the	fund	itself.	The	AP	purchases	a	group	of	securities	that	represent	the	
ETF.	The	AP	then	takes	this	collection	of	securities	to	the	ETF	for	an	in-kind	exchange.	
The	AP	mechanism	avoids	the	taxes	generated	by	a	traditional	buy/sell	transaction.	At	
the	end	of	the	process,	the	AP	sells	the	shares	to	the	investor.	
	
This	tax	efficient	structure	is	particularly	important	in	
the	context	of	rebalancing.	Over	time	the	ETF	may	need	
to	buy	and	sell	shares	to	more	accurately	represent	the	
area	of	the	market	they’re	covering.	These	trades	
necessitate	significant	transactions	that	ordinarily	
generate	regular,	substantial	capital	gains	thereby	
adversely	impacting	the	shareholders.	However,	ETFs	
can	just	acquire	a	new	basket	of	appropriately	portioned	funds	from	the	AP	and	make	
their	in-kind	transaction.	Over	the	long-term	the	savings	in	tax	exposure	is	significant.		
	
This	benefit	has	driven	surging	interest	in	ETFs	in	recent	history.	Some	analysts	have	
projected	growth	rates	of	12-13%	annually	for	a	total	combined	asset	valuation	of	$6	



trillion.	Investors	are	taking	advantage	of	this	savvy,	tax-smart	mechanism.	A	researcher	
writing	for	Morningstar	explains,	“An	ETF	can	experience	significant	inflows	and	
outflows,	driving	up	its	turnover,	without	making	a	single	taxable	trade.”	The	avoidance	
of	unnecessary	tax	burdens	is	a	powerful	asset	for	investors.		
	
While	Smart	Beta	ETFs	are	considered	both	active	and	passive	be	sure	to	remember	
that,	on	average,	the	more	passive	an	ETF	behaves,	the	less	expensive	it	will	be	in	the	
long-term.	New	investors	entering	the	Smart	Beta	ETF	game	do	not	have	to	worry	about	
years	of	accrued	capital	gains	that	might	defray	earnings	upon	massive	redemptions.	
	
	
06 problems With Smart Beta ETFs 
Smart	Beta	ETFs	focus	on	fundamentals	that,	in	the	long-term,	generate	value	for	
investors.	Without	the	appropriate	due	diligence,	no	investment	decision	is	sound.	
Reviewing	a	Smart	Beta	ETF	should	include	a	look	at	the	problems	an	investor	may	face.	
In	this	article,	we'll	look	at	some	of	the	risk	involved.	
	
Non outlined Strategies Can Drift 
If	a	Smart	Beta	ETF	manager	doesn't	have	a	carefully	prescribed,	rules-based	approach,	
the	investors	can	suffer	from	"style	drift."	This	drifting	occurs	when	the	composition	of	
an	ETF	changes	over	time	and	exhibits	less	of	a	resemblance	to	the	original	parameters	
overlaid	onto	the	collection	of	securities.	A	researcher	writing	for	Bloomberg	
summarized	the	findings	of	a	Northern	Trust	Corp	study	explaining,	“Unintended	
exposure	caused	annualized	returns	for	smart-beta	ETFs	tied	to	dividend	stocks	to	vary	
by	as	much	as	80	percent	over	the	past	10	years.”	This	variance	underscores	the	
inherent	difficulty	of	composing	a	Smart	Beta	ETF.	A	Smart	Beta	ETF	manager	is	
attempting	to	capture	a	variety	of	factors	with	their	fund.	In	the	end,	unintended	
characteristics	can	push	to	the	forefront.	The	priority	of	one	element	may	come	to	
dominate	another	leading	to	attrition. 
	
Management Failings 
While	technology	plays	a	significant	role	in	the	world	of	Smart	Beta	ETFs	the	
performance,	in	the	end,	is	only	as	strong	as	the	management.	The	managers	are	the	
ones	determining	which	factors	will	receive	a	higher	priority.	The	management	decides	
how	and	when	rebalancing	should	work.		
	
The	Global	Tactical	Asset	Allocation	(GTAA)	strategy	is	an	example	of	how	research	can	
fail	to	produce	results	in	real	world	applications.	The	GTAA	strategy	is	rooted	in	the	
research	and	writing	of	a	2007	publication	by	Mebane	Faber,	the	co-founder	and	the	
Chief	Investment	Officer	of	Cambria	Investment	Management.	The	GTAA	strategy	leads	
to	the	creation	of	Cambria	Global	Tactical	ETF	(GTAA).	The	performance	of	the	ETF	failed	
to	capture	the	promises	outlined	in	Faber’s	writing.	The	performance	of	the	
hypothetical	portfolio	was	out	of	alignment	with	the	real	ETF.	As	reported	by	
MoneySense,	the	2011	performance	of	hypothetical	fund	returned	2.49%	while	the	
actual	ETF	lost	7.29%.	Divergent	performance	gives	new	meaning	the	phrase,	“results	
may	vary.”	
	



Greater risk 
Smart	Beta	ETFs	have	a	tendency	to	drift	towards	disproportionally	large	small-cap	
holdings.	The	value	factor	results	in	a	higher	selection	of	low	P/E	ratio	holdings.	Cheaper	
stocks	like	this	can	pose	a	greater	risk.	Additionally,	investors	need	to	be	cognizant	of	
back-testing.	It’s	possible	to	construct	the	perfect	ETF	using	past	performance.	This	
back-testing	approach	can	promise	incredible	growth	that	will	likely	falter	in	the	future.	
The	familiar	adage,	"past	performance	doesn't	indicate	future	gain”	is	true.	
	
Drift	also	applies	to	sectors.	Attributes	can	become	consolidated	in	a	small	number	of	
sectors.	Fewer	sectors	can	open	up	greater	risk	to	industry	specific	stresses.	The	
sophisticated	metrics	make	it	hard	for	the	individual	investor	to	keep	up	with	this	
minutia.	With	all	the	variables	at	play,	you're	taking	it	on	faith	that	the	manager	is	
vigilant	about	a	long	list	of	risks.		
	
BACKTEST FITTING. 
As	the	famous	adage	states,	“hindsight	is	always	20/20.”	This	truth	forms	the	basis	of	a	
dangerous	method	to	Smart	Beta	ETF	construction:	factor	fishing.	While	understanding	
the	past	is	simple	investors	should	remember	that	history	doesn’t	always	project	the	
future.	In	this	post,	we'll	look	at	the	problem	of	backtest	fitting	and	how	it	can	lead	to	a	
breakdown	in	the	performance	of	a	Smart	Beta	ETF.	
	
In	The	Journal	of	Investment	Management,	Authors	David	Bailey,	Jonathan	Borwein,	and	
Marcos	dePrado	summarizes	the	problem	with	the	backtesting	methodology.	They	
explain,	“Models	and	strategies	suffering	from	over	fitting	typically	target	the	specific	
idiosyncrasies	of	a	limited	dataset,	rather	than	any	general	behavior,	and,	as	a	result,	
often	perform	erratically	when	presented	with	new	data.”	Trying	to	replicate	the	
nuances	of	the	past	rarely	works.	Instead,	Smart	Beta	ETF	strategies	should	be	kept	
simple.	A	backtest	strategy	looks	good	on	paper	but	will	often	fail	to	deliver	the	results	
of	the	past.	
	
The	research	above	implemented	a	test	using	real	market	data	and	sophisticated	
computer	algorithms.	In	doing	so,	they	were	able	to	“produce	a	stock	portfolio	that	
achieves	any	desired	performance	profile,	based	on	backtest	(in-sample)	data.”	Their	
researched	showed	that	as	the	number	of	backtesting	trials	increase	so	do	the	instances	
of	false	positives.	They	explain,	“any	Sharpe	ratio	is	attainable	given	enough	trials.”	
Imagine	spinning	a	roulette	wheel	hundreds	of	times.	On	each	spin,	you	lose.	You	keep	
spinning	until	finally,	on	the	300th	spin,	you	win.	You	then	declare	that	this	win	can	be	
attributed	to	the	specific,	nuanced	drop	of	the	ball	and	flick	of	the	wrist	when	turning	
the	wheel.	From	this	point	forward	using	these	same	details	will	provide	identical	
winning	results.	Of	course,	this	is	nonsense.	However,	this	flawed	thinking	is	not	
dissimilar	from	the	perils	of	backtesting.							
	
Other	studies	have	reached	conclusions	similar	to	those	in	The	Journal	of	Investment	
Management.	The	European	academic	think	tank,	EDHEC	Risk	Institute	published	a	
paper	on	The	Robustness	of	Smart	Beta	Strategies.	In	their	review	of	current	
methodologies,	they	determined	that	"The	good	idea	of	factor	investing	should	not	be	
transformed	into	factor	fishing	and	data	mining.”	As	Smart	Beta	strategies	have	



increased	in	popularity,	the	competition	for	superior	returns	has	heated	up.	This	
competition,	in	part,	explains	the	unconventional	and	unsuccessful	methods	for	reverse	
engineering	results.	The	authors	of	the	paper	continue,	“lack	of	relative	robustness	
arises	mainly	from	data	mining	and	non-robust	weighting	methodologies,	while	the	lack	
of	absolute	robustness	comes	from	undiversified	factor	exposures.”	Any	investor	
interested	in	a	Smart	Beta	ETF	must	equip	themselves	with	an	understanding	of	the	
methods	used	to	select	the	portfolio.	Be	wary	of	a	prospectus	that	points	to	
hypothetical	backtesting	when	promising	future	returns.		
	
	
07 Is a Smart Beat Fund Smart Enough? 
Sometimes	when	you	try	to	achieve	everything	you	end	up	achieving	nothing.	Some	
believe	that	Smart	Beat	ETFs	reaching	for	numerous	factors	across	hundreds	of	stocks	is	
a	misguided,	scattered	approach.		
	
The	thesis	behind	the	criticism	of	Smart	Beta	ETFs	is	this:	as	assets	under	management	
rise	the	alpha	falls.	Those	espousing	a	“factor	alpha”	focus	believe	that	a	more	
consolidated	portfolio	of	securities	can	yield	stronger	long-term	results.	In	some	cases,	a	
test	of	this	theory	has	shown	that	“Concentration	and	equal	weighting	lead	to	portfolios	
which	have	better	average	excess	returns	and	higher	active	shares.”	More	problematic	
than	fund	size	is	the	pervasiveness,	even	commoditization	of	Smart	Beta	Funds.	With	
such	substantial	inflows	of	investor's	cash	the	Smart	Beta	sphere	must	accommodate	
escalating	capital.	These	growing	assets	lead	to	increased	scale	thereby	blunting	the	
effects	of	the	strategy.		
	
Furthermore,	investment	inflow	to	these	funds	can,	over	time,	have	the	effect	of	driving	
up	the	share	prices	of	the	underlying	stocks.	Ironically,	this	could	have	a	cumulative	
effect	of	Smart	Betas	eventually	resembling	the	market-cap	weighted	indexes	they	
strive	to	avoid.	For	example,	value	stocks	in	a	multifactor	fund	will	become	less	valuable.		
	
The	problems	of	scale	are	much	like	those	of	a	popular	tourist	destination.	What	was	
once	a	beautiful,	private	enclave	of	relaxation	and	piece	soon	becomes	an	overrun,	
wasteland.	Smart	Beta	can	become	a	victim	of	its	success.	Scale	and	excess	returns	are	
in	opposition	with	each	other.	It's	hard	to	consistently	outperform	the	market	when	
you're	gradually	becoming	the	very	market	you	want	to	surpass.	As	the	fervor	around	
Smart	Beta	Funds	reaches	a	crescendo	the	returns	can	drop.	Exposure	to	a	multitude	of	
factors	dilutes	the	strength	of	one	winning	factor.	This	dilution	carries	risk.		
	
The	risk	is	not	the	only	problem.	Fees	erode	returns.	Smart	Beta	Funds	routinely	
command	higher	fees	than	their	passively	managed	counterparts.	However,	the	rules-
based	approach	removes	much	of	the	need	for	the	“active”	managers	behind	the	
scenes.	If	the	execution	of	the	fund	is	systematic,	there	are	few	features	that	warrant	
higher	expense	ratios.	Investors	can	combat	this	with	a	little	research	into	fees.	Some	
multifactor	funds	have	aggressively	low	costs.		
	



The	popularity	of	these	funds	is	giving	rise	to	an	ever-increasing	menu	of	options.	There	
is	a	tremendous	variance	in	the	performance	across	many	funds,	all	of	which	call	
themselves	“Smart	Beta.”	Therefore,	the	responsibility	is	on	the	investor	to	select	the	
one	that	will	generate	a	return	that	outpaces	the	market	while	simultaneously	adjusting	
for	risk	and	delivering	enough	value	to	compensate	for	what	is	likely	a	higher	fee.					
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