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How smart beta indexes can 
meet different objectives 
 
 
Smart beta is being used by investment institutions to address multiple requirements and to produce different 
types of investment outcomes. As market participants’ growing interest in smart beta is driven by risk- and 
return-based considerations, we provide examples of how smart beta indexes are being used by market 
participants in both these areas. Finally, we illustrate investors’ current use of smart beta through case studies 
involving FTSE Russell clients. 

What is smart beta? 
Smart beta is a catch-all term that covers a wide range of systematic, index-based investment strategies 
across asset classes. Smart beta indexes select and weight their constituents differently from the standard 
methodology of capitalization-weighting (i.e., apportioning index weights to securities according to their 
market capitalization). 

FTSE Russell defines smart beta indexes as encompassing two indexing strategies: 

 Alternatively-weighted indexes, designed to address perceived concentration risks in capitalization-

weighted indexes or to reduce index volatility; 

 Factor indexes, designed to replicate factor return premia in a transparent, rules-based and 

investable format. 

There is an overlap between these two categories: alternatively-weighted indexes have factor exposures. 
However, these exposures may not be stable over time and are a by-product of the index design (rather than 
its primary objective). 
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Two categories of smart beta indexes 

 

 

Who uses smart beta? 
Smart beta assets under management seem likely to increase significantly over coming years, according to 
the FTSE Russell 2016 survey1 of global asset owners, with an estimated US$2 trillion under management. 
52% of European institutions and 28% of North American institutions have a current allocation to smart beta. 

Seventy-six percent of investors with a current smart beta allocation and evaluating smart beta expect to 
increase their percentage allocation in the next 18 months. And over half of those asset owners without a 
smart beta allocation who are evaluating smart beta expect to make an allocation within the same 18 month 
period. 

For those with an existing allocation to smart beta, satisfaction levels are high. 74% of asset owners with a 
smart beta allocation report being satisfied or very satisfied with smart beta’s ability to deliver intended 
investment outcomes, an increase from 61% in the 2015 survey. 

Usage outlook (next 18 months) for asset owners evaluating smart beta 

Asset owners with smart beta allocation 

 

                                                      
1 “Smart beta: 2016 global survey findings from asset owners,” FTSE Russell. 
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Asset owners without smart beta allocation 

 

Source: “Smart beta: 2016 global survey findings from asset owners,” FTSE Russell. 

What is driving interest in smart beta? 
According to the 2016 FTSE Russell smart beta survey, investors seek to address a variety of investment 
objectives when considering smart beta indexes for their portfolios. These objectives include return 
enhancement, risk reduction, improved diversification, access to factor exposure, cost savings and income 
generation. 

Market participants’ interest in smart beta appears driven by both return and risk considerations. Across size 
segments, over 50% of investors said they were seeking return enhancement when considering smart beta. 
Over 40% of asset owners, across size segments, seek risk reduction as their investment objective when 
evaluating smart beta. Potential cost savings were cited by over a third of larger investors (with over $10 
billion under management) as a reason for interest in smart beta. 

Given that the implementation of smart beta strategies is generally more expensive than traditional passive 
strategies and less expensive than traditional active strategies, one interpretation is that allocation to smart 
beta can replace a more expensive active strategy with a lower-cost smart beta allocation, freeing up 
resources to implement active strategies that the asset owner favors. In this way, smart beta can become a 
complement to active investing. 

Return, risk and cost considerations are driving interest in smart beta 

 <$1B $1-$10B $10B+ 

Return enhancement 56% 51% 63% 

Risk reduction 44% 43% 50% 

Provide specific factor exposure 16% 25% 47% 

Cost savings 22% 19% 34% 

Improve diversification 47% 35% 34% 

Other 0% 7% 6% 

Income generation 3% 7% 3% 

Source: “Smart beta: 2016 global survey findings from asset owners,” FTSE Russell. Investors were asked, “What investment objective 
initiated the evaluation of smart beta strategies?” 

52%

31%

17%

Expect to make allocation

Don't know

Do not expect to make allocation



FTSE Russell  |  How smart beta indexes can meet different objectives 4

 

What index-level risk outcomes does smart beta produce? 
The stock and sector weightings of an index following the standard (capitalization-weighted) construction 
methodology are determined by the market value of the index’s constituents. An often-voiced criticism of 
capitalization‑weighting is that it may result in concentrated exposure (or underexposure) to individual market 
segments, especially during bull and bear markets driven by a particular theme. 

For example, during the internet bubble of 1999-2000, rapidly rising share prices meant capitalization-
weighted indexes apportioned significant index weights to stocks from the telecoms, media and technology 
sectors. The weighting of the technology sector in the FTSE Developed Index increased from less than 5% in 
December 2003 to nearly 25% by early 2000 (see the chart). And during the financial and property market 
boom that peaked in 2007-2008, capitalization‑weighted indexes became similarly concentrated in stocks 
from these two sectors. 

The rise and fall of technology stocks, 1993-2010 

Weight of Technology in FTSE Developed Index 

 

Source: FTSE Russell. Data as at October 2014. Past performance is no guarantee of future results. Please see the end for important 
legal disclosures. 

During the share price falls that followed these two periods of market exuberance, stocks in the highlighted 

sectors suffered especially heavy declines. And growing awareness of the potential concentration risks in 

capitalization-weighted indexes has led to interest in indexes that seek to modify such risks through 

alternative-weighting methodologies. 

Smart beta indexes address index-level risk in a variety of ways: 

 Fundamental indexes weight constituents by a composite score based on companies’ economic 

fundamentals 

 Equal-weighted indexes weight constituents equally 

 Equal risk contribution (ERC) indexes weight constituents’ contributions to index risk equally 

 Minimum variance indexes select stocks whose volatilities and correlations minimize index-level risk 

 Maximum diversification indexes select stocks which maximize the index’s diversification level 

 Maximum Sharpe ratio indexes select stocks which maximize the index’s Sharpe (return to risk) ratio 
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What index-level return outcomes does smart beta produce? 
The second category of smart beta indexes comprises indexes that target specific factor return premia in a 
transparent, rules-based and investable format. 

In finance theory, a factor is a common driver of securities’ returns. The component of stocks’ returns that is 
driven by factor exposure (i.e., from exposure to systematic risk) is seen as distinct from the return 
component that derives from stock-specific (non-systematic) risk. 

Classical investment theory assumes that there is a single type of systematic risk, called market risk. Under 
the Capital Asset Pricing Model (CAPM)2, introduced in the 1960s, a single market factor explains stocks’ 
returns. This market factor carries an associated risk premium, called the equity risk premium. 

However, the single factor model has limitations. In particular, empirical evidence shows that other 
characteristics, such as stocks’ valuation and size, also help explain their performance over time. For 
example, stocks with lower price-to-earnings ratios have shown a tendency to outperform those with higher 
price-to-earnings ratios over the long term. And over time and in many securities markets, smaller-
capitalization stocks have outperformed the shares of larger companies.3 

In 1993, Eugene Fama and Kenneth French published a paper4 in which they examined three factors: a 
market factor, a size factor and a value factor. The authors provided evidence, to support their theory, that 
this three-factor model is a better representation of stocks’ real-life performance than the single-factor model. 

Over time, other factors, such as momentum, volatility, quality, liquidity and yield, have been identified in 
financial theory, backed by empirical evidence, and have achieved acceptance amongst investment 
practitioners. FTSE Russell’s global factor indexes cover seven equity market factors with such academic 
backing and consensus support: 

 Value factor indexes select stocks according to a composite value score (using cash-flow yield, earnings 

yield and country-relative sales to price ratio) 

 Size factor indexes select stocks by their size (log full market capitalization) 

 Momentum factor indexes select stocks by their past momentum (cumulative total 11-month return) 

 Quality factor indexes select stocks according to a composite quality score (using profitability, efficiency, 

earnings quality and leverage) 

 Volatility factor indexes select stocks by their historical weekly standard deviation of returns 

 Liquidity factor indexes select stocks by their historical liquidity score (log Amihud ratio) 

 Yield factor indexes select stocks by their historical yields (log 12-month trailing dividend yield) 

Market participants selecting smart beta indexes to help achieve their specific return outcomes usually have 

the objective of gaining low-cost exposure to single or multiple factor risk premia over time.5 

How smart beta indexes are being used by investors 
The results of the FTSE Russell 2016 smart beta survey suggest that market participants are using or 
evaluating smart beta to achieve a number of desired outcomes, including return enhancement, risk 
management, improved diversification, access to factor exposure, cost savings and income generation. 

                                                      
2 The CAPM was introduced by Jack Treynor (1961, 1962),[4] William F. Sharpe (1964), John  Lintner (1965a,b) and Jan Mossin (1966) 

independently, building on the earlier work of Harry Markowitz on diversification and modern portfolio theory. 
3 Fama, E. F.; French, K. R. (2012). “Size, value, and momentum in international stock returns.” Journal of Financial Economics 
4 “http://www.sciencedirect.com/science/article/pii/0304405X93900235 
5 Source: “Smart beta: 2016 global survey findings from asset owners,” FTSE Russell. 
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From our interactions with clients, FTSE Russell believes that smart beta is being used primarily in three 
ways: 

 To help manage portfolio costs 

Smart beta indexes offer exposure to systematic investment strategies, many of which have 
traditionally been offered by active fund managers under the guise of manager skill, often at 
relatively high fees. Switching to smart beta can therefore help generate cost savings, benefiting 
members of long-term savings schemes. 

 To increase investment transparency 

Smart beta indexes follow transparent, publicly available rules. In addition, since smart beta indexes 
embed the returns of systematic investment strategies, they help throw light on the sources of return 
of many unconstrained active funds and their managers. Smart beta indexes help investors to 
analyze their exposure to market beta, sector, currency and factor risk and to highlight non-
systematic (idiosyncratic) risk. In turn, this helps ensure asset owners receive value for the fees they 
pay to active managers. 

 To improve investment outcomes 

Smart beta indexes can be used to address market participants’ risk concerns (such as a desire to 
reduce volatility or improve diversification) and to target desired return outcomes (via exposure to 
factor risk premia). Smart beta therefore increases the range of choices available to asset owners. 
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Case studies 
The three case studies described below, which are based on publicly available sources, help illustrate how 
institutional investors are currently using smart beta. 

Case study 1 
Client type: US public sector pension fund 

Client’s objectives: To reduce investment management costs, gain access to systematic investment 
strategies and improve overall investment outcomes. 

Index used: Russell Fundamental Index 

Observations: The client said it had decided to shift to a smart beta allocation having decided that consistent 
long-term excess returns from traditional, discretionary active management are difficult to achieve, and that a 
large portion of what has traditionally been presented as active manager “alpha” is not manager skill but is 
instead largely attributable to factor exposures that can be replicated via an index. The client expressed its 
objective of reducing investment management costs via this switch. 

Case study 2 
Client type: UK long-term insurance scheme 

Client’s objectives: To invest for the purpose of the prudent management of its financial affairs, considering 
the interests of current and potential beneficiaries and the interests of stakeholders contributing to the 
scheme. 

Index used: FTSE Global Minimum Variance Index 

Observations: The insurance scheme sets a strategic asset allocation consisting of liability-hedging 
instruments and return-seeking investments. The FTSE Global Minimum Variance Index was chosen by the 
client as the benchmark for the public equity component of the scheme’s assets, in preference to a traditional 
(capitalization-weighted) benchmark. The client specified that it wished to target an additional return relative 
to the liabilities, while avoiding unrewarded risks where possible. 

Case study 3 
Client type: US public sector pension fund 

Client’s objectives: To increase investment transparency, improve investment outcomes and control 
portfolio costs. 

Index used: Russell US High Efficiency™ Defensive Index 

Observations: The client funded an allocation to this smart beta index from its internally managed, passive 
domestic equity allocation. The pension fund’s primary objectives are to provide the means to pay benefits to 
the scheme participants and to minimize employer contributions through an investment program designed to 
protect and enhance the long-term value of the assets. The fund’s asset allocation policy is intended to 
produce a maximum level of return consistent with policies on liquidity, diversification and investment risk. 
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Summary 
Smart beta covers a range of systematic, index-based investment strategies across asset classes, including 
two principal categories, alternatively-weighted and factor indexes. Alternatively-weighted indexes address 
concentration risks in traditional, capitalization-weighted indexes, while factor indexes target specific factor 
return premia in a transparent, rules-based and investable format.  

The 2016 FTSE Russell survey revealed rapidly rising interest in smart beta amongst institutional investors, 
with Europe leading the way in smart beta adoption. Investors said they were using smart beta for multiple 
purposes, including return enhancement, risk reduction, improved diversification, access to factor exposure, 
cost savings and income generation. It’s clear that smart beta strategies are being increasingly employed to 
directly meet defined investor objectives and desired outcomes. Smart beta indexation has matured to the 
point where it has become and will continue to be a varied and flexible tool within the investor’s toolkit. 
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For more information about our indexes, please visit ftserussell.com. 
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or licensors for any errors or for any loss from use of this publication or any of the information or data contained herein. 

No member of the LSE Group nor their respective directors, officers, employees, partners or licensors make any claim, prediction, warranty or 
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any such asset should not be made in reliance on any information herein. Indexes cannot be invested in directly. Inclusion of an asset in an 
index is not a recommendation to buy, sell or hold that asset. The general information contained in this publication should not be acted upon 
without obtaining specific legal, tax, and investment advice from a licensed professional. 

No part of this information may be reproduced, stored in a retrieval system or transmitted in any form or by any means, electronic, mechanical, 
photocopying, recording or otherwise, without prior written permission of the applicable member of the LSE Group. Use and distribution of the 
LSE Group index data and the use of their data to create financial products require a licence from FTSE, Russell, FTSE TMX, MTSNext 
and/or their respective licensors. 

Past performance is no guarantee of future results. Charts and graphs are provided for illustrative purposes only. Index returns shown may not 
represent the results of the actual trading of investable assets. Certain returns shown may reflect back-tested performance. All performance 
presented prior to the index inception date is back-tested performance. Back-tested performance is not actual performance, but is 
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only as of the date they are made and no member of the LSE Group nor their licensors assume any duty to and do not undertake to update 
forward-looking statements. 
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About FTSE Russell 

FTSE Russell is a leading global provider of benchmarking, analytics and data 
solutions for investors, giving them a precise view of the market relevant to their 
investment process. A comprehensive range of reliable and accurate indexes 
provides investors worldwide with the tools they require to measure and 
benchmark markets across asset classes, styles or strategies. 

FTSE Russell index expertise and products are used extensively by institutional 
and retail investors globally. For over 30 years, leading asset owners, asset 
managers, ETF providers and investment banks have chosen FTSE Russell 
indexes to benchmark their investment performance and create ETFs, structured 
products and index-based derivatives. 

FTSE Russell is focused on applying the highest industry standards in index 
design and governance, employing transparent rules-based methodology 
informed by independent committees of leading market participants. FTSE 
Russell fully embraces the IOSCO Principles and its Statement of Compliance 
has received independent assurance. Index innovation is driven by client needs 
and customer partnerships, allowing FTSE Russell to continually enhance the 
breadth, depth and reach of its offering. 

FTSE Russell is wholly owned by London Stock Exchange Group. 

For more information, visit ftserussell.com.  

 To learn more, visit ftserussell.com; email info@ftserussell.com; or call your regional  
Client Service Team office: 

 EMEA 
+44 (0) 20 7866 1810 

North America 
+1 877 503 6437 

Asia-Pacific 
Hong Kong +852 2164 3333 
Tokyo +81 3 3581 2764 
Sydney +61 (0) 2 8823 3521 


