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the largest smart beta ETF/ETP net inflows 
in September with USD2.63 billion, followed 
by Vanguard with USD1.06 billion and 
PowerShares with USD390 million net inflows.

Products tracking MSCI smart beta indices 
gathered the largest net ETF/ETP inflows 
in September with USD1.65 billion, followed 
by CRSP with USD1.05 billion and S&P Dow 
Jones with USD1.01 billion net inflows.

And the US equity smart beta ETFs have 
achieved outstanding performance. ETFGI 
data shows that if you combine market 
moves and net inflows, smart beta equity 
ETF/ETP assets have increased by 21.9 per 
cent from USD528.76 billion to USD644.40 
billion, with a 5-year CAGR of 31.3 per cent.

And it’s not just happening in the US. 
According to data from Amundi, European 
investors’ enthusiasm for sectorial and smart 
beta ETFs, evident since the start of the 
year, was also reaffirmed in October. These 
categories of ETFs benefited from EUR2.4 
billion of net inflows over the month, adding up 
to EUR19.2 billion since January, the firm says.

The vast bulk of smart beta ETF assets is 
devoted to smoothing out risk in a portfolio 

They might not be able to agree on a name 
for it but smart beta – or factor investing, 
enhanced beta, or strategic beta, to give you 
a few examples of alternative names that are 
on offer out there – is mighty popular with 
investors.

Data from ETF data consultants, ETFGI, 
shows that, globally, assets invested in Smart 
Beta equity ETFs/ETPs have increased 21.9 
per cent in the first nine months of the year 
to reach a new record of USD644 billion at 
the end of September.

The strategy bridges active and passive 
management in that it is designed to work as 
a hybrid alternative, achieving returns above 
the index. Smart beta ETFs takes a traditionally 
passive strategy and modifies it to achieve 
greater return by introducing different factors.

It is dominated by US equities. The ETFGI 
figures show that 88.7 per cent of smart beta 
assets are invested in the 628 ETFs/ETPs 
that are domiciled and listed in the United 
States and 76.8 per cent of the assets are 
invested in the 511 ETFs/ETPs that provide 
smart beta exposure to the US market.

iShares dominates the sector, gathering 

Smart beta continues to 
impress investors

By Beverly Chandler

OVERV I EW
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performance data is clean data, arrived at 
through a rules-based process, or just data 
that has been tested until the correct result 
has been achieved.

But there can be no argument about the 
appealingly low cost of these hybrid vehicles. 
Smart beta ETFs come in at a higher cost 
than a vanilla ETF based on a household 
name equity index, but a considerably 
lower cost than the traditional 2 per cent 
management and 20 per cent performance 
fee based hedge fund model, while often 
achieving a very similar return.

Morningstar writes that as smart beta 
ETFs become increasingly popular, they 
become increasingly commoditised, profit 
margins are squeezed and fees fall. New 
entrants into the market expect and need 
volumes of sales to achieve their financial 
rewards, with fees as low as 0.22 per cent 
giving investors access to active investment 
in an intra-day traded vehicle.

More complex and multi-factor smart beta 
models may charge more but the average 
smart beta fee still sits at under 0.40 per 
cent as the competition for investors hots up 
in line with the appetite for the strategy.

And where to next for this popular asset 
class? Donavan Brown from BBH predicts 
an increase in demand for smart beta 
ETFs based on fixed income. Equities have 
dominated so far, but fixed income may yet 
have its day in the smart beta limelight.

Within the fixed income arena, the 
Barclays Aggregate Bond Index has 
dominated but the unbundling of a market 
cap weighted index can reveal smaller bonds 
that might offer exponentially bigger returns. 

Within this special report, BMO details 
how it is offering income ETFs using fixed 
income in its various forms.

Other developments are likely to be 
within the thematic spot. Beyond gender 
neutrality and religious views, robotics and 
automation have had another good year 
as the sector offers diversification from the 
norm and a chance to hitch onto a sector 
which truly reflects the future. And finally, of 
course, the ETF based on cryptocurrency or 
blockchain has yet to formally make it to the 
table, but it can only be a matter of time as 
firms find ways to work around the existing 
legislation to create a product that investors 
increasingly demand. n

of equities by including factors. MSCI, creator 
of the smart beta factor indices writes that 
equity factor investing aims to capture 
exposures to different equity risk premia.

Factor modelling and factor investing are 
rooted in the Capital Asset Pricing Model 
(CAPM) dating from the mid-1960s, Arbitrage 
Pricing Theory from the 1970s and Fama and 
French’s three-factor model from the 1990s, 
MSCI writes. 

In general, the term ‘factor’ refers to any 
characteristic of a group of securities that is 
important in explaining their risk and returns. 
While many factors have been shown to 
have statistical significance in explaining 
variations in risk and returns, not all of these 
factors offer premia relative to CAPM pricing. 

Factor premia represent exposure 
to systematic sources of risk that have 
historically earned a long-term premium and 
MSCI has identified six factors that meet this 
criterion: Value, Low Size, Low Volatility, High 
Dividend Yield, Quality and Momentum. 

These factors underpin much of what 
is going on in the rules-based product 
development within the smart beta sector. 
However, there is innovation beyond even 
this, with smart beta ETFs arriving on the 
scene designed to profit from other factors 
such as political change, religious beliefs, 
gender equality or entrepreneurship.

These ETFs are equally using factors to 
enhance returns through protecting from 
downside risk, smoothing out volatility and 
focusing on specific investment aims.

For some observers, smart beta is stepping 
into the active management space, offering a 
cheaper, more liquid approach to the returns 
that used to be the sole provision of hedge 
funds or other actively managed funds.

There are concerns about the rigour 
with which some smart beta products are 
created. Observers ask whether backtesting 
has been thoroughly done and whether 

www.etfexpress.com
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to three major market indices, utilising covered call options to 
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of income and risk, helping you achieve diversification 
and stability of income in your portfolio with precise 
investment engineering.
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They also considered the systematic 
perspective, which can try to avoid the 
human behavioural biases of markets. For 
example, an active manager may become 
emotionally influenced by what a company’s 
story may be.

“These indices can still be quite focused, 
narrowing your universe to a small group 
of stocks making it akin to an active fund. 
So, as with any concentrated portfolio, the 
performance may be driven in the short term 
by sector exposures.” 

The Enhanced Income ETFs offer an 
alternative: “It is now possible to tap into 
a source of income that is still exposed to 
broad diversified equities, avoiding sector 
biases,” Cantrell says. “We write call options 
on major equity indices and this gives you the 
output of 2-4 per cent income on top of the 
dividend yield while also reducing volatility. 
This strategy has shown to have a consistent 
reduction of volatility by about 10 per cent 
relative to its underlying benchmark.”

Comparing dividend yield and options-
based income strategies, “These can be 
seen side by side, allowing you to be 
precise in how much income you want and 
whether you want to diversify the source 
of that income. Dividend yields can be 
driven by the macroeconomic cycle, while 
the premium from call options is driven by 
market conditions such as volatility.”

Within fixed income, Cantrell’s products 
have had most significant demand for the 
highest yielding part of the fixed income 
universe, lower-rated ‘junk’ status bonds.

While performance has been impressive 
in global high yield (returning nearly 8 per 
cent over 1 year*), this has meant when 
the yield narrowed to 3.9 per cent, investors 
start looking at the longer duration part of 
the investment grade universe, e.g. 7-10 year 
bonds yielding 2.9 per cent. n

*Source: BMO Global Asset Management, Bloomberg, as 
at 17/11/2017. Yield = Yield to worst.

As BMO Global Asset Management 
continues to launch ETF products designed 
to produce income, Christine Cantrell, sales 
director, explains that the traditional ways in 
which investors have accessed income have 
become even scarcer.

In her meetings with financial advisers 
and wealth managers, Cantrell has unearthed 
increased demand for income as the existing 
ways are falling short of the required levels.

“Talking to private wealth clients, I have 
found there is demand for pure income 
portfolios with a higher income target than 
what a blend of traditional equity and bond 
benchmarks currently provide.” 

The arrival of MiFID II in January will 
limit wealth managers who have been 
supplementing client income by writing 
options; firms will only be able to write 
options for clients classed as professionals.

Cantrell explains that their income ETF 
range splits into three: the dividend yield 
targeted Income Leaders’ range, the lower 
beta, options based Enhanced Income equity 
ETF range, and the traditional corporate 
bond exposure ETFs.

In terms of dividend yield, Cantrell says 
that it depends on people’s appetite for 
yield. “If you were trying to access dividend 
yield through stocks using an index, it might 
provide you with a higher yield than the 
benchmark but with associated risks. If you 
naively allocated to the highest yielding stocks 
you would be overweight in certain sectors 
such as utilities or underweight technology, 
but exposed to some companies that could 
not sustain that dividend yield because it 
might be artificially high for other reasons.”

BMO Global Asset Management thinks 
of it from an active manager perspective 
who has looked at corporate fundamentals 
a great deal, with first a quality screen to 
identify companies that are highly profitable 
with stable earnings growth and that haven’t 
been funding their dividends through debt.

Christine Cantrell, Sales 
Director at BMO Global Asset 
Management

BMO GLOBAL  ASSET  MANAGEMENT

BMO answers universal 
demand for income

Interview with Christine Cantrell

For professional investors 
only. Past performance 
is not a guide to future 
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market and currency 
movements mean the 
value of investments and 
the income from them 
can go down as well as 
up and investors may 
not get back the original 
amount invested. Investing 
in ETFs involves risk, 
including risks associated 
with market volatility, 
currency rate fluctuations, 
replication strategies, and 
changes in composition of 
the underlying index and 
assets. 

© BMO Global Asset 
Management. All rights 
reserved. Issued and 
approved by BMO Global 
Asset Management, a 
trading name of F&C 
Management Limited, 
which is authorised and 
regulated by the Financial 
Conduct Authority.
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Donavan Brown, assistant vice president 
with Brown Brothers Harriman (BBH), 
explains that there are three parts to its 
business: Investor Services which caters to 
asset managers and financial institutions; 
the Private Banking which offers Corporate 
Advisory and Banking, Private Equity 
and Private Wealth Management, and an 
Investment Management business with a 
variety of equity and fixed income strategies.

The ETF business lies within the Investor 
Services part of the bank, and while 
BBH has no proprietary exchange traded 
products, it has over USD500 billion of 
assets under custody on behalf of its clients.

Since starting its ETF business in 
2004, BBH has launched with over 30 
ETF sponsors, offering a number of 
services like custody, fund accounting, 
and ETF specific services such as PCF 
creation and order taking. BBH also offers 
Authorized Participants (APs) a platform 
called APEX which allows them to place 
orders electronically instead of phoning 
them in. “Our goal is to be viewed to as an 
extension of our client’s business,” Brown 
says. “When they decide to launch ETFs, 
we seek to understand the operational 
nuances associated with their investment 
strategy. What differentiates our offering, 
though, is the deep experience of our 
product teams paired with the breadth of 
strategies deployed by the ETF issuers on 
our client roster.”

Brown explains that clients come to 
BBH because of the firm’s subject matter 
expertise and connections within the 
industry. “We understand what it takes 
to launch an ETF and continue to work 
with our clients post-launch. Whether it’s 

introductions to different parts of the ETF 
ecosystem, or helping decipher regulatory 
requirements, there are a number of different 
reasons our ETF business has grown. We 
also provide thought leadership to our clients 
informing them, as we leverage our contacts, 
of regulatory changes or trends from 
ETF issuers and advisors. Our Exchange 
Thoughts series is one of the ways to 
deliver those unique insights to our business 
partners, both current and prospective.”

Brown believes that smart beta has far-
reaching potential. “Smart beta is one of the 
most fascinating developments in the ETF 
story, attracting as many assets as opinions,” 
Brown says.

Brown describes smart beta as a hybrid 
of active and passive investing, and as 
active due diligence combined with passive 
implementation. “Implementation is done 
using a rules-based methodology, which 
is intended to diminish irrational behavior 
during periods of market volatility or 
prolonged underperformance.”

Brown feels that a combination of 
factors have supported growth in the smart 
beta sector. The active versus passive 
debate continues and there will always 
be proponents for both sides. Smart beta 
is relevant to both parties and can help 
address some of the shortfalls associated 
with each side whether you believe in active, 
passive or are simply looking for a new 
way forward.”

This is an interesting point for Brown as 
smart beta ETFs often come with a premium 
as compared to vanilla ETFs, but may still 
be seen as cost effective relative to actively 
managed products.

“Smart beta ETPS, on average, have 

Donavan Brown, Assistant Vice 
President at Brown Brothers 
Harriman

Client-centric BBH offers 
thought leadership on 
smart beta direction

Interview with Donavan Brown

www.etfexpress.com
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In conclusion, Brown feels there will be 
continued demand globally for smart beta.  
“According to BBH’s annual ETF investor 
survey, 97% of US financial advisors and 
institutional investors stated they planned to 
maintain or add to their smart beta positions 
in 20171. We’ve seen year-over-year growth 
for the number of smart beta products 
launched and increased usage not only 
in the US, but also Europe and Asia. As 
the product develops and overall adoption 
increases across ETF issuers, advisors and 
investors, don’t be surprised if we witness 
smart beta allocation move from marginal 
exposure to becoming a core part of the 
overall portfolio”.

The views expressed in this material are 
those of the author as oft 24 November 
2017 and may or may not be consistent 
with the views of Brown Brothers Harriman 
& Co. and its subsidiaries and affiliates 
(“BBH”), and are intended for informational 
purposes only. Information contained herein 
is based upon various sources believed to 
be reliable and subject to change without 
notice. Furthermore, these positions are not 
intended to predict or guarantee the future 
performance of any currencies or markets. 
This material should not be construed 
as research or as investment, legal or 
tax advice, nor should it be considered 
information sufficient upon which to base an 
investment decision. n

BBH is not affiliated with Global Fund Media. 
IS-03482-2017-11-24

lower fees than actively managed funds but 
are still more expensive to own than index 
based products. For example, according 
to Morningstar, the average TER of smart 
beta ETFs using the S&P 500 as its index 
is three times higher than a plain-vanilla 
S&P 500 ETF. Higher trading costs, higher 
index licensing fees and other costs such 
as research and marketing also contribute to 
the premium for smart beta.”

Brown believes the next growth sector 
for smart beta lies within fixed income. 
“So far, most of the smart beta assets are 
equity ETPs but as we see greater adoption 
of smart beta across the board, there 
will be more opportunities for growth in 
fixed income.”

Brown comments on the challenges: 
“The risk profiles of smart beta equity and 
fixed income products are different: in 
equity markets, risk is stock-specific; in fixed 
income, the main concerns are interest rate 
and credit risk.  There are also impediments 
such as high trading costs and concerns 
around liquidity for fixed income strategies. 
Another challenge for fixed income is the 
lack of long term data on bonds. That 
puts into question the accuracy of back-
tested models. Despite these headwinds, 
opportunities still exist for fixed income. 
There appears to be interest in an alternative 
weighting methodology, away from the 
standard index construction based on the 
market value of debt, so keep an eye on 
this asset class as the smart beta story 
continues to unfold.”

www.etfexpress.com
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When intelligent data 
becomes a game-changer

By Dr Jan-Carl Plagge

The investment industry has always relied 
on information patterns and trends to boost 
returns, with items such as regulatory filings 
and analyst reports long considered to be 
the traditional sources of data.

However, in the last few years, the volume 
of data available, and the channels producing 
it, have grown exponentially. It was estimated 
in 2013 that 90 per cent of data in the world 
then had been created in the previous two 
years alone.1 Much of it is derived from the 
Internet of Things (IoT) and has led to the rise 
in use of what is termed alternative data. 

A myriad of unofficial and non-conventional 
sources of information have been used for 
years to determine whether an investment is 
a buy or sell. But investors who use the latest 
data streams are raising the stakes by looking 
in hitherto unexplored places. 

A recent report by J.P. Morgan2 classifies 
alternative data into three segments 
depending on how it is generated:
•	 Individuals – includes social media posts 

and search trends.
•	 Businesses processes – varying from 

company exhaust statistics to credit card 
transactions.

•	 Sensors – information such as ship 
locations and satellite images. 

Some of these are already very popular. 
According to Greenwich Associates and 
Arcadia Data,3 over 60 per cent of asset 
managers are currently using social media 
and social-driven news feeds as part of their 
investment process. 

While the abundance of high-quality 
data can be a pool of valuable investment 
information, sophisticated analytical processes 
are needed to organise and analyse it, and 
determine its applicability and utility. Here is 
where artificial intelligence (AI) techniques and 
so-called machine learning play a key role. 
Both are the key to construct algorithms that 
identify data patterns and make predictions. 

In brief, AI is technology that behaves and 
thinks like humans. Machine learning is a 
subset of AI, and it denotes an automated 
process of cognitive detection of patterns 
and past experiences to ‘learn’ outcomes. 

Faster computer speeds and large-
scale cloud storage mean that big data 
applications that use AI software have the 
ability to quickly identify and measure risks 
from staggering volumes and velocity of 
information. 

As such, products where the underlying 
processes are driven by technology and 
big data can be customised into ‘intelligent’ 
investments that generate smart financial 
performance. 

The use of alternative data has been of 
particular significance in the realm of passive 
investing, where traditional market-weighted 
indices are evolving into new, data-driven 
and targeted products based on quantitative 
and qualitative analysis. These are designed 
with methodical precision and are generating 
countless new possibilities for investors. In 
particular, they are proving a more economic 
alternative when considering the cost of 
analytical infrastructure and personnel. 

STOXX, in its role as an Intelligent 
Investments Factory, is collaborating with the 
best data providers in each field to provide 
the right tools. For example, the iSTOXX 
FactSet Thematic Indices are based on 
FactSet Revere data, the iSTOXX Europe 
Factor Indices were developed with Alpha 
Centauri and the STOXX Climate Impact and 
Climate Awareness Indices use CDP data. 

By defining systematic and smart 
benchmarks, data-driven decisions can be 
incorporated into portfolio construction via 
indexing approaches. These simple yet 
powerful products enable investors to tackle 
the threats and opportunities presented by 
today’s interconnected global economy, while 
optimising their investment objectives. n

Dr Jan-Carl Plagge, Head of 
Applied Research, STOXX Ltd
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