Smart Beta and Factors: Understanding What Your Portfolio is Doing
Part 3 in a Series
In previous papers in this series, we have explored Smart Beta and how factors fit into that framework. We went on to take
a more in-depth look at what factors are and which have academic and empirical support. In this paper, we seek to evaluate
how factors can be applied to the evaluation of portfolio performance. Specifically, we will look at attribution, historically
focused on things like sector/industry exposures and security selection, in the light of factor allocations. In short, how do
one’s factor exposures impact returns, particularly relative to a broader market index?
To summarize, Smart Beta is a relatively new term that describes the process of taking an index with stocks ranked by their
market capitalizations (number of shares outstanding multiplied by stock price) and re-weighting those stocks by some other
desired characteristic or trait. These can include things like dividends or revenues, or more importantly here, factors. As
explained in part 2 of this series, factors have been around much longer and are simply those characteristics of companies or
stocks that are academically and empirically proven to provide a premium over a market cap weighted index.* While there
are hundreds that have been researched, there are a handful that are supported. They include, among others: value, quality,
momentum, size, volatility (minimum), yield**, illiquidity**, and investment**. These factors can be used to reweight an
index to capture those premia.
With that in mind, while we can look at research and return evidence to prove that these factors generate excess returns over
time, they can perform differently in the short-term.* This makes it important to understand how one’s portfolio is allocated
to factors, how those factors performed in a given period, and how that impacted the portfolio’s returns. To illustrate, we
look at a hypothetical portfolio with the following factor exposures:
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As can be seen, this hypothetical portfolio has a greater allocation to value and momentum, while quality is the same
weight as the market index. Because the idea of size and volatility is that large and high volatility companies and stocks tend
to underperform, they have lower weightings in the portfolio. This is good to know from an awareness perspective, but it
becomes more important when one looks at returns for a given performance period, let’s say for a quarter.
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During this hypothetical quarter, because factors behave differently than market indexes and due to varying correlations
(how factors perform relative to one another), they provided excess returns, some positive and some negative. In this case,
value and high volatility stocks underperformed while quality, stocks with positive momentum, and large company stocks
all outperformed. Putting performance together with relative weights, we can understand attribution – how weights to the
factors multiplied by their relative performance impacts the actual portfolio excess return.
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As seen earlier, the hypothetical portfolio had a higher weighting to value and momentum. Value performed poorly, but
momentum performed well. On balance, the overweight to value detracted from relative returns, but the overweight to
momentum contributed. Conversely, the portfolio had a lower weight to large companies and more volatile stocks. Because
large companies outperformed, lower exposure to them detracted, but higher volatility stocks underperformed, so lower
exposure to them contributed. The exposure to quality had no impact. Even though those companies did better, the
portfolio and the index had the same weight, resulting in a wash. The net result of all of this was the portfolio would have
done better than the index thanks to the overweight to stocks with momentum and those with lower volatility. Of course, as
noted, this is not an actual portfolio, but rather a hypothetical one to help illustrate how to evaluate factor exposures in the
context of performance evaluation.
It is worth noting that, even if a portfolio is not specifically targeting factors, ALL portfolios have exposure to them.
Therefore, this type of analysis can be valuable to any investor.
While some of these considerations can seem complex, attribution is a valuable tool to understand what is truly impacting
a portfolio’s performance. It has value because, as stated at the outset, these factors are academically and empirically
proven to outperform a market index over time.1 Bearing that in mind and understanding that they are doing what they are
supposed to do at any given point in time can help an investor stay invested.
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