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Many quant managers have started to offer their active strategies on an index

chassis. This approach allows exchange-traded funds (ETFs) to be created on active

(but rules-based) strategies. The space that has been created is often referred to as

strategy indices. Smart betas can be thought of as a subset of the strategy index

space.  

Quantitative active strategies generally entail high turnover because they require

frequent rebalancing. This is driven by the belief that quant alpha signals can decay

quickly as hedge funds and high frequency shops compete to exploit transient price

anomalies. Active quant strategies primarily emphasize generating alphas (in excess

of standard equity premia) through proprietary return forecasting. Typically, quant

active strategies are not designed for high capacity, low turnover, transparency or an

economic representation of the targeted geographical exposure. These traits and the

alpha focus make them a poor fit for the equity core, which tends to emphasize the

construction of a high capacity portfolio that provides intuitive economic exposures

while extracting well-known sources of return premia. 

Given this characterization, it is convenient to divide strategy indexing into an alpha

and a beta camp. Smart beta indices fall in the beta camp, offering investors relatively

low cost, transparent, easy-to-implement strategies that reflect broad market

exposure and capture the standard sources of equity premia. Active quant indices

cast their lot with the alpha side, seeking to provide investors with the potential for

exploiting more transitory price anomalies driven by investors’ behavioral quirks that

are yet to be fully understood.

Differentiating alpha and beta helps investors make sense of the various strategy

indices available in the financial services marketplace. If investors embrace modern

finance theory, then smart beta is simply a natural progression from a world with a

single source of equity premium to a world with multiple wellsprings of equity

premia. Investors need not question whether the standard sources of equity premia,

such as value or low volatility, are data-mined or otherwise illusory. Instead, they need

to formulate a view on the forward-looking premia associated with market beta, value

beta, and low volatility beta. Once these return assumptions are made, they then

need to think about the appropriate blend of the different equity premia for their

equity core given their risk/return preferences and the cost of capturing these

premia. 

When conducting due diligence on alpha-seeking quant indices, investors must

apply the same analyses that they have traditionally applied in selecting active
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managers. Is the back-test believable? What are the theoretical supports for the anomaly being captured? Is there robust out-of-

sample evidence that the result is not an artifact of a unique time period or data set? Is the anomaly sufficiently persistent and high

capacity that it can be exploited at size and generate alpha for an extended period of time? Back-tests associated with alpha production

are not more credible simply because the investment chassis is now an index.

Ultimately, I hope the success of strategy indices will lead to lower expenses for their beta oriented equity core or the alpha-seeking

satellite. The greater transparency associated with the index chassis should also serve to reduce agency conflicts, which show up as

performance reducing activities such as window dressing and style drift. This will also reduce the governance costs incurred by

investors.
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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/disclosures#patent-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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