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Although capitalisation-weighted 
indices – those that rank the 
constituents within them based on size 
- have long been used as benchmarks 
for performance measurement and 
as the underlying investment to early 
index-tracking products, they can be 
prone to periods of high concentration 
in individual sectors or stocks, 
reflecting short-term market trends 
and perhaps distorting the prima facie 
performance of the broader market. 

For example, the capitalisation-
weighted Russell 1000 Index became 
heavily overweight in technology 
stocks during the internet bubble of 
1999/2000 whilst the only reason the 
S&P500 index posted a slight positive 
return for 2015 was because of the 
80% average gain between Facebook, 
Amazon, Netflix and Google. Had the 
FANG four – which are among the 
largest of the 500 companies within 
the index – not performed so strongly, 
the S&P500 would have performed 
almost 4% worse that year and 
actually posted a loss!

For all their mainstream use market cap 
weighted indices, like the FTSE100 and 
S&P500, are now facing a challenge if 
not for recognition but most certainly 
for investment purposes. Index 
providers and fund groups are working 
together to develop new indices built 
using different methodologies which 
investors can buy through tracker 
funds. Dubbed “smart beta” these 
indices capture a variety of exposures 
usually to academically recognised 
drivers of risk or reward, helping users 
gain more control as they fine-tune 
their portfolios toward achieving 
specific investment objectives. 

Research by index provider FTSE 
Russell has shown that return 
enhancement, risk reduction 
and increased diversification are 
the primary objectives for those 
considering smart beta allocations. 
An extra appeal also comes from 
their lower cost where, without the 
overheads of so-called star fund 
managers or research teams, smart 
beta funds are typically cheaper than 
actively managed funds although not 
yet as cheap as the index funds that 
track market capitalisation weighted 
indices.

Since implementing a smart beta 
strategy is generally a little more 
costly than a traditional passive 
strategy but less expensive than 
a traditional active strategy, one 
interpretation of this result is that an 
investor’s allocation to smart beta can 
more efficiently utilise any fee budget. 
Replacing a more expensive active 
strategy with a lower-cost smart beta 
allocation can become a complement 
to active investing. Selecting a smart 
beta strategy is of course an active 
decision in its own right, but where 
savings are achieved they also leave 
the allocator with more budget for 
really specialist strategies that may 
only be available in active format and 
come at a higher cost.
  

Certainly within equity investing, 
practical experience has shown that 
active managers who outperform 
traditional market indices over 
time may not necessarily do so 
simply because of their ability to 
pick individual stocks, but more the 
style or process they go through 
in identifying these stocks. Thus it 
is that they are outperforming not 
because of all their individual stock 
selections and actually, a broader 
basket of stocks all of the same 
style or identified through the same 
process could equally outperform. 
Investors may therefore be better 
investing in a smart beta fund to 
access this style (or investment 
factor) at a cheaper cost than the 
active manager. The remainder of 
their fee budget can then be used 
for a greater allocation to, say, 
alternative assets which as yet are 
less replicable in tracker format, 
require specialist skills, do have 
higher fees, but also bring greater 
benefits to portfolios such as 
diversification and different return 
streams.

Finally, turning to returns, there 
are certain characteristics – or 
factors - of outperforming stocks 
which go a long way to explain 
their performance. There are 
many documented factors, but 
those with the most academic and 
empirical support include value, 
size, low volatility, quality, yield and 
momentum. Smart beta indices 
therefore try to isolate these factors 
so that investors may gain exposure 
to these drivers of outperformance 
versus the broad market cap 
weighted indices. Investors however 
have to be aware that these 
factor indices may have crossover 

Figure 1. Smart beta at the  
intersection of passive and active
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Our own research revealed that the 
index itself favours high-revenue, 
highly cash-generative, high asset 
companies. These are the kind of 
companies that currently sit in the 
value corner of the market, think; 
oil producers (Exxon/BP), telecoms 
(AT&T, Verizon), banks (JP Morgan, 
Santander), classic tech giants (Apple, 
Microsoft) and umbrella, consumer 
and pharmaceuticals companies 
(GE, J&J, P&G, Nestle, Pfizer) etc. 
Notable omissions are companies 
like Amazon, Facebook and Alphabet.  
So whilst some of the names are 
not drastically dissimilar to the 
vanilla world indices, the isolation of 
exposure to these companies and the 
way they are weighted has met the 
requirement we wish to provide in 
client portfolios - a noticeable value 
‘tilt’ when styled from the top-down, 
but avoiding the deeply cyclical 
names that currently characterise 
outright value indices. Although doing 
well last year, we believe these could 
also be ‘value traps’ if global growth 
is not as strong as expected.

In the same FTSE Russell survey 
those who have adopted smart 
beta are also using a combination 
of strategies and likewise Thesis 
has invested into a tracker for 
Japanese equity exposure based 
on an index where constituents are 
included based on sound corporate 
governance principles. Otherwise we 
have previously invested into a smart 

themselves, i.e. a stock within a yield 
index could also be in a low volatility 
index, and then dovetailing these 
with the risk-based indices, the same 
stocks may be there too. In a world 
of indices we therefore end up with 
multiple betas instead of a single beta, 
so investors need to understand smart 
beta.

There is no doubt though that 
investors are increasingly using smart 
beta products. Last year in a FTSE 
Russell survey of global institutional 
investors, nearly three-quarters of 
respondents now either invest in or 
are evaluating smart beta index-based 
strategies for their portfolios.

Thesis itself has recently invested 
in a smart beta fund collaboratively 
provided by UBS (the investment 
manager), FTSE (the index provider) 
and Research Affiliates Fundamental 
Indices (the academic researchers). 
This latter company starts with a 
large universe of the investable stocks 
from the developed markets around 
the world and then ranks these using 
a composite of fundamental factors 
including total cash dividends, free 
cash flow, total sales and book equity 
value. The top 1000 of these are then 
constructed into an index by FTSE 
whilst UBS provides the operational 
investment management to replicate 
the index and market the fund; The 
UBS FTSE RAFI Developed 1000 index 
fund.  

beta product based on weighting 
country allocations to GDP rather 
than the amount of the stock they 
choose to issue and the relevance (or 
not) that determines its weighting 
relative to the amounts issued by 
other countries within the index.

With the rise of smart beta indices we 
are therefore getting our teeth stuck 
into the growing range of related 
investment products and using them 
to build much more sophisticated 
portfolios than was possible even a 
few years ago. Decisions still however 
need to be made about markets and 
whether they are over- or under-
valued (and to what extent a smart 
beta index may avoid this). Meantime 
traditional, capitalisation-weighted 
indices will still probably form the 
wider basis for measuring and 
quoting market movements. Indeed, 
we captured the FANG effect through 
being in a simple market weighted 
tracker for the US in 2015 and still 
are, but should the FANGs ever likely 
be filed down, we know of smart beta 
products to avoid this.
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News and views

Global growth appears to have slowed 
in the first quarter as both the US and 
UK unveiled gross domestic product 
(GDP) data in April that proved weaker 
than expectations. The US economy 
expanded at its slowest rate in three 
years at a 0.7% annual rate which was 
attributed to weak auto sales and lower 
home-heating bills, which dragged 
down consumer spending. The UK also 
suffered a below-consensus outturn 
for growth with GDP only rising 
0.3% in the first quarter of the year. 
Fortunately markets were focusing 

on encouraging corporate earnings 
and news of the victory of centrist 
Emmanuel Macron in the first round of 
the French presidential elections. 

UK 
The surprise decision by Prime 
Minister Theresa May to seek an 
early general election seemed to find 
favour with financial markets. While 
the move could increase uncertainty 
in the near term, the rise in sterling 
probably reflects a higher chance 
of an orderly, albeit hard, Brexit if 
May does strengthen her majority in 
parliament. The recovery in sterling 

did however weigh on large cap 
equities as investors discounted the 
negative impact of sterling strength 
on their overseas earnings. The FTSE 
100 was also negatively impacted by 
the oil & gas sector which fell as crude 
oil prices weakened. 

US
US equity markets drifted lower 
through the first half of the month 
as investors fretted over the Federal 
Reserve’s (Fed) March meeting 
minutes that revealed its intention 
to start unwinding its sizable US$4.5 
trillion balance sheet later this year. 
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Indices
Value as at 

28/04/2017
% change 
on month

% change 
2016 year  

to date

% change on 
12 months

FTSE 100 Share 7203.94 -1.62% 0.86% 15.41%

FTSE All Share 3962.49 -0.69% 2.30% 15.80%

S&P 500 2384.20 0.91% 6.49% 15.44%

Dow Jones 20940.51 1.34% 5.96% 17.82%

Euro Stoxx 50 EUR 3559.59 1.68% 8.18% 17.55%

Nikkei 225 19196.74 1.52% 0.43% 15.18%

MSCI Emerging Markets 977.96 2.04% 13.42% 16.40%

UK Treasury 1.25% 07/22/26 104.20 0.40% 1.79% 6.40%

Sterling/US$ 1.30 3.25% 5.28% -11.46%

Sterling/Euro 1.19 1.32% 1.53% -7.09%

Source: Bloomberg

However positive rhetoric around 
President Donald Trump’s tax reform 
plans announced in April were 
welcomed by investors and some 
encouraging corporate earnings 
releases ensured the S&P 500 index 
extended its run of consecutive 
positive monthly performances. 

Europe 
European equity markets enjoyed a 
relief rally following the first round 
of the French presidential election 
as expectations of Macron winning 
the face-off with far-right candidate 
Marine Le Pen were extremely 
high. Another positive catalyst was 
improving economic data with the 
eurozone composite Purchasing 
Managers' Index (PMI), a private 
sector activity survey, accelerated 
to its fastest pace in six years. 
On the monetary policy front the 
European Central Bank (ECB) stuck 
to its accommodative monetary 
policy stance as inflation continued 
to undershoot its target. The ECB 
kept interest rates unchanged at 
record lows in April and maintained 
quantitative easing. 

Japan 
The Japanese stockmarket suffered a 
fairly broad-based sell-off in the first 
half of the month before recovering 
to produce a positive return. Investor 
sentiment was yet again driven by 
geopolitical events and, in particular, a 
significant escalation in tension
around North Korea. Macroeconomic 
data releases were generally stable 
with the Consumer Confidence Index 
rising further, while the unemployment 
rate fell to a 22-year low. Against this 

backdrop the Bank of Japan did revise 
up its assessment of the economy, 
using much more positive language 
than has been seen for several years.

Emerging markets 
Emerging equity markets continued 
their positive run with emerging 
European markets leading the way 
due to a decrease in political risk. 
Latin American equity markets 
struggled to gain ground, attributable 
in part to commodity price weakness. 
China's economy began the second 
quarter with signs momentum is 
starting to ebb. The official purchasing 
managers' index business surveys 
edged back in April and factory price 
gauges slumped, raising concern 
about an early end to the reflation 
story. 
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Bonds 
Global bond markets reflected 
a continued healthy level of risk 
appetite with yields generally 
climbing into month-end after a 
jittery start as mounting geopolitical 
tensions initially weighed on 
sovereign yields. We also had news 
the Bank of England has completed 
its £10bn of corporate bond 
purchases which formed part of its 
latest quantitative easing programme.
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