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F
rom a few brave early adopters after the 2008 financial 
crisis, use of the investment strategies now known 
as smart beta has grown dramatically. And they are 
becoming mainstream. Growth over the past year 
alone hit 7.1 percent as stable-value assets under 
management globally reached a record $429 billion 
(see ”Volatility drives growth,” page 4). “AUM in 
funds tracking our indices has grown by about 50 
percent year-to-date over all of last year,” says Eric 

Shirbini, global product specialist at Scientific Beta—a pace he expects 
will continue. “Our pipeline is just as strong as last year.”

Smart-beta vehicles consist of non-market-cap-weighted indexes, 
usually tilted toward recognized investment factors and styles such as low 
volatility, quality, value and momentum. Year to date, investors have been 
especially attracted to funds that attempt to minimize volatility. “We have 
seen the acceleration of this trend as uncertainty has increased around 
the Brexit consequences and the question of overall growth in Europe,” 
says Marlene Hassine, head of ETF research at Lyxor Asset Management. 
Mindful of the low-yield environment, however, investors are also looking 
for alternative sources of return such as high-dividend strategies.

Factor and style investing are alternatives to active management 
and hedge funds for investors who want to get exposure to good, long-
term sources of return. “As investors look at these alternative means of 
accessing these return sources, they are changing the way they build their 
portfolios,” says Ronen Israel, principal and portfolio manager at AQR. 
Fees are part of the equation as well and investors are also looking for 
more transparency. “This leads to a better understanding of exactly what 

they’re investing in and it also enables them to compare and differentiate 
the many products available,” Israel says.

A look under the hood
For investors, the past five years have been a period of implementation and 

familiarization with smart beta’s characteristics and how it works. Product 
proliferation means investors must be more diligent about making sure 
they understand exactly what they are buying. “We’ve reached the point in 
the development of smart beta where people are really taking a closer look 
at some of these issues and seeing how construction techniques make a 
difference,” says Jennifer Bender, director of research for the Global Equity 
Beta Solutions group at SSGA. 

Until recently, few investors gave much thought to how index construction 
techniques actually affect outcomes; today, more are taking a closer look 
under the hood. “The strategies can have similar names, but when you look 
closely, they have vastly different approaches,” says John Feyerer, director 
of equity ETF product strategy at Powershares. For example, there are two 
common ways to implement an index-based low-volatility strategy. One 
is simply to rank and weight stocks from a given universe based on their 
realized volatility. The other is optimized and constrained in a way that 
provides more direct exposure to the value factor. “These stark differences 
can be misunderstood,” Feyerer says.

Multifactor portfolio construction can become much more complex. 
There are two basic approaches. In the combination method, one first 
creates single-factor portfolios, then combines them; in the bottom-up or 
integrated approach, one creates an aggregate score for each stock across 
all the desired factors, then assigns weights. 

GETTING TO KNOW YOU

(continued on page 4)

As more investors adopt smart beta, scrutiny is intensifying—not only of factor and 
style investing, but also of the fine points of portfolio and index construction.
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A Factor-Based Approach
In this article, we show that a disci-
plined, systematic approach to over/
under-weight securities based on well-
known styles such as value, momentum, 
carry and defensive (sometimes called 
“quality”) could offer alternative sources 
of returns within fixed-income markets.1 
The possibility that these factors may 
work2 in bond markets is both a poten-
tial boon to fixed-income investors and 
a wonderful “out-of-sample” test of the 
original equity-focused results, reinforc-
ing our belief that the efficacy of these 
factors could be the result of real forces 
and not random data mining.

We believe that systematic investment 
strategies are well developed and un-
derstood in equity markets, but they are 
scarcely utilized in fixed-income mar-

kets. This is surprising. After all, both 
equity and fixed-income markets are 
enormous. Yet there is relatively little  
academic literature on the drivers of 
relative performance within bonds com-

pared with the extensive research on 
equities. This seeming lack of empirical 
analysis is attributable to at least two 

forces. One, the limited availability of 
reliable pricing data has historically hin-
dered the broader academic community 
from exploring cross-sectional drivers 
of fixed-income returns. Two, there is an 
apparent skepticism of a systematic ap-
proach to investing in fixed income mar-
kets, because people are often hesitant 
to embrace something different (there 
was similar skepticism of systematic in-
vesting in equity markets 15 to 20 years 
ago) and perhaps also because some 
fixed-income markets, particularly cor-
porate bonds, are less liquid than equity 
markets. However, we believe that the 
fundamental drivers of relative perfor-
mance in fixed-income markets can be 
effectively and efficiently captured using 
a systematic and risk-balanced approach 
based on measurable factors that have 
worked over time. 
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Single-Style Strategies Work Well — But Even Better When Combined

Figure 1: Hypothetical Gross Sharpe Ratios of Long/Short Style Portfolios 
Government Bonds (1995-2015), Corporate Bonds (1997-2015)

Source: AQR, Bank of America Merrill Lynch, JP Morgan, Consensus Economics and Bloomberg. For illustrative purposes only and not representative of an actual portfolio AQR manages. 
The risk-free rate used to calculate the Sharpe ratios is the 3-month T-bill. For government bonds: Portfolios formed by ranking all bonds along the four styles and then going long the top 
tercile, short the bottom tercile. All returns are excess of local cash. Within each tercile, the bonds are equal-weighted. The combined portfolio is an equal risk-weighted portfolio of the four 
styles using ex-post standard deviations of each long/short style portfolio. For corporate bonds: Portfolios are formed by ranking the bonds along the four styles and then sorting into quintiles. 
The portfolios go long the top quintile and short the bottom quintile. Within each quintile, bonds are value-weighted. All returns are excess of key-rates-duration-matched Treasury portfolios. 
Hypothetical data has inherent limitations. See disclosures for description of data used.

We believe that the 
fundamental drivers 

of relative performance in 
fixed-income markets can 
be effectively and efficiently 
captured using a systematic  
and risk balanced approach 
based on measurable factors 
that have worked over time.

II_AQR_Style_Investing_in_Fixed_Income_Ad_v9.indd   1 9/9/2016   12:54:08 PM

Untitled-2   2 9/9/16   2:02 PM



only corporate bond and government bond portfolios 
that account for estimates of transaction costs and 
other real-world portfolio constraints. See the 
disclosures below for a description of the data used.
4 As of June 30, 2016; includes assets managed by 
CNH Partners, an AQR affiliate.

1 In a long/short context, styles have been studied 
across many different markets. See Asness, 
Moskowitz and Pedersen (2013) and Asness, 
Ilmanen, Israel and Moskowitz (2015).
2 As always, we use “works” as statisticians and 
economists, meaning delivering extra return on 

average with, in our view, acceptable risk and with 
reasonable periods of underperformance. Nothing 
“works” all the time in investing.
3 Israel, Palhares and Richardson (2015) and Brooks 
and Moskowitz (2016) demonstrate the efficacy and 
diversification benefits of hypothetical multi-style, long-

Style Investing

Government bonds, particularly of de-
veloped countries issued in their local 
currencies, are considered to have low, 
if any, default risk. Hence, the primary 
driver of government-bond returns is 
interest-rate risk. The primary driver of 
corporate-bond returns is credit quali-
ty or credit risk. Having identified the 
two primary sources of return, we now 
turn to security selection within each 
as a possible means to generate excess 
return. Israel, Palhares and Richard-
son (2015) and Brooks and Moskowitz 
(2016) show that value, momentum, 
carry and defensive style factors have 
historically (through back-tested simu-
lations) worked well for both credit ex-
posure within corporate bonds and rate 

exposure within government bonds.3 In 
fact, across the four styles evidence sug-
gests the existence of positive risk-ad-
justed returns. However, combining the 
four styles may increase diversification 
while improving overall risk-adjust-
ed returns (see Figure 1). An import-
ant potential benefit of this multi-style 
composite lies in its historically low 
correlation to traditional indexes, which 
we find is 0.13 to the Barclays Global 
Treasury Index and zero to both the Bar-
clays U.S. Corporate Investment Grade 
Index (excess of Treasury) and the S&P 
500, respectively. 

In sum, fixed income commands a sig-
nificant portion of many investors’ port-
folios. The primary drivers of returns in 
this asset class are rate and spread expo-

SPONSORED STATEMENT

Description of Data Used 
Governments: Government bonds include all bonds covered by the J.P. Morgan Government Bond Index (GBI). The GBI is a market-cap-weighted index of all liquid 
government bonds across 13 markets (Australia, Belgium, Canada, Denmark, France, Germany, Italy, Japan, Netherlands, Spain, Sweden, U.K., U.S.). It excludes 
securities with time-to-maturity (TTM) of less than 12 months, illiquid securities and securities with embedded optionality (e.g., convertible bonds). The GBI is sub-di-
vided into two country-maturity partitions. We use the first, more coarse partition in this analysis, which divides bonds into 1yr-5yr TTM, 5yr-10yr TTM and 10yr-30yr 
TTM. We sort the bonds into terciles based on the four style metrics described in this article. The portfolios go long the top tercile and short the bottom tercile. Bonds 
are equal-weighted in each tercile. 
Corporates: Corporate bonds include 1,300 bonds that roughly comprise the Bank of America Merrill Lynch investment grade (U.S. Corporate Master) and high-yield 
(U.S. High Yield Master) corporate bond indices. Of the 1,300, 600 are investment-grade and 700 are high-yield bonds. We sort the bonds into quintiles based on 
the four style metrics described in this article. The portfolios go long the top quintile and short the bottom quintile. Bonds are value-weighted, not equal-weighted, 
within each quintile.
Disclosures The information set forth herein has been obtained or derived from sources believed by AQR Capital Management, LLC (“AQR”) to be reliable. How-
ever, AQR does not make any representation or warranty, express or implied, as to the information’s accuracy or completeness, nor does AQR recommend that the 
attached information serve as the basis of any investment decision, and does not constitute an offer or solicitation of an offer, or any advice or recommendation, to 
purchase any securities or other financial instruments, and may not be construed as such. AQR hereby disclaims any duty to provide any updates or changes to the 
analyses contained in this article.
The data and analysis contained herein are based on theoretical and model portfolios and are not representative of the performance of funds or portfolios that 
AQR currently manages. There is no guarantee, express or implied, that long-term return and/or volatility targets will be achieved. Realized return and/or volatility 
may come in higher or lower than expected. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing 
investment losses.
Hypothetical performance results (e.g., quantitative backtests) have many inherent limitations, some of which, but not all, are described herein. No representation is 
being made that any fund or account will or is likely to achieve profits or losses similar to those shown herein. In fact, there are frequently sharp differences between 
hypothetical performance results and the actual results subsequently realized by any particular trading pro- gram. One of the limitations of hypothetical performance 
results is that they are generally prepared with the benefit of hindsight. In addition, hypothetical trading does not involve financial risk, and no hypothetical trading 
record can completely account for the impact of financial risk in actual trading. For example, the ability to withstand losses or adhere to a particular trading program 
in spite of trading losses are material points which can adversely affect actual trading results. The hypothetical performance results contained herein represent the 
application of the quantitative models as currently in effect on the date first written above and there can be no assurance that the models will remain the same in 
the future or that an application of the current models in the future will produce similar results because the relevant market and economic conditions that prevailed 
during the hypothetical performance period will not necessarily recur. There are numerous other factors related to the markets in general or to the implementation 
of any specific trading program which cannot be fully accounted for in the preparation of hypothetical performance results, all of which can adversely affect actual 
trading results. Discounting factors may be applied to reduce suspected anomalies. This backtest’s return, for this period, may vary depending on the date it is run. 
Hypothetical performance results are presented for illustrative purposes only.
Broad-based securities indices are unmanaged and are not subject to fees and expenses typically associated with managed accounts or investment funds. Invest-
ments cannot be made directly in an index.
The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Neither the 
author nor AQR undertakes to advise you of any changes in the views expressed herein.
This information is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a 
framework to assist in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein. There can be no assurance that 
an investment strategy will be successful. © 2016 AQR Capital Management, LLC. All rights reserved.
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sure. However, we have shown that there 
is possible efficacy to style investing for 
security selection within rate exposure 
for government bonds and spread for 
corporate bonds. Either in a long-only 
or long/short context, when implement-
ed efficiently, we believe these style pre-
mia may enhance investors’ portfolios.
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Scientific Beta uses the combination method. “We build our single 
factor portfolios first,” says Shirbini. The firm selects half the stocks from 
the broad universe that have the highest exposure to a particular factor, 
applying a multi-strategy weighting scheme to avoid concentrations and 
other unintended risks. The higher the concentration in certain sectors or 
companies, the more idiosyncratic risk will work its way in. 

For example, many value indexes overweighted Volkswagen, which worked 
against them when the automaker was exposed as having used software in 
11 million of its vehicles that cheated on emissions tests. “That is exactly 
what we want to avoid by diversifying across all of the value stocks,” says 
Shirbini. Scientific Beta then combines the size, value, low volatility, high 
profitability and momentum indexes that make up its multifactor index by 
allocating equally to each. “When one factor does poorly another one may 
compensate,” he says. It’s worked, as the multifactor index has outperformed 
the MSCI World Index by 3.3 percent per year. 

SSGA, by contrast, uses the bottom-up approach. “We take each individual 
stock and assign it a score for each of the factors we’re trying to capture,” 
says Bender. “If you’re interested in capturing more than one factor, it makes 
sense to weight the stock based on how that stock ranks on, for example, 
value, momentum and quality at the same time,” she says. Otherwise one 

could miss out on the interaction effects. In a comparison of single-factor 
portfolios blended in combination versus a bottom-up portfolio built by 
considering all the factors simultaneously, SSGA found the bottom-up 
approach results in a higher annualized rate of return with lower volatility. 

Some say the bottom-up multifactor portfolio is indeed the most efficient 
because the strategy avoids buying or selling securities at the same time. 
“You can also manage overall exposures collectively with more efficiency 
and transparency than if you simply buy individual factor funds and shift 
the weights around,” says Jeremy Baskin, Global CEO and CIO of Rosenberg 
Equities, a unit of AXA Investment Managers. “But you have to be wary 
of a few things.” 

For example, there was a time in 2009 when the correlation between 
momentum and value was almost -0.9, and there were few stocks that scored 
favorably on both factors. “If you weighted only those stocks that had the 
highest combined score, you would end up with very mediocre exposures 
on both dimensions,” Baskin says. 

AQR takes the bottom-up, or integrated, approach a step further. 
“Integrated” means using multiple factors or styles simultaneously in 
a single portfolio by selecting the securities that look best across all 
the factors taken together. “It’s the most efficient way to capture those 
exposures and it leads to better portfolios over time,” says Israel. 

But this is just one point on the smart beta spectrum. At one extreme 
is classic smart beta, which includes single-factor, long-only equity 
strategies like low-volatility, value or momentum; at the other is multifactor 
long-only equity. “At this point, you’ve added diversifying, long-term 
return sources, which can lead to more consistent returns,” says Israel. 

The strategy can also go long and short. “Long-short can more fully 
capture the underlying themes because it is a purer representation of 
the desired exposures,” says Israel. It’s also uncorrelated to a traditional 
portfolio, because the primary risk is no longer the equity market but 
the relative performance of the styles and factors. Finally, the concept 
can be applied to other asset classes, including those that do not rely on 
a benchmark, like fixed income, currencies and commodities, resulting 
in a multi-style, multi-asset-class, long-short framework. “At this point 
you have a more efficient representation of these returns and one that 
is more diversifying,” says Israel.

The sheer number of smart beta products can make selection confusing. 
“As you move toward the increasingly complex end of the multifactor 
spectrum, you start to move away from the beta in smart beta,” says 
Feyerer. These more complex methodologies tend to require more 
judgment and reliance on rules-based, quantitative strategies. “There is 
a place for those,” he says. Investors simply need to know the difference.

Passive is the new active
Discretionary active smart beta is a new approach to factor allocation that 

calls for diversifying a portfolio across multiple factors to generate strong 
risk-adjusted returns in the long run. “But if you have the skill to navigate a 
volatile market or macroeconomic environment, you might also adjust the 
factor exposures to what is forecast to perform best,” says Laurent Trottier, 
global head of ETF, indexing and smart beta management at Amundi. In a 
bear market, for example, low volatility and high dividend strategies could 
provide downside protection and outperformance, while strategies based 
on value, momentum and size could enhance returns in a bull market.

Rising allocations to smart beta suggest that many investors are beginning 
to recognize what research has proven all along: Most of active managers’ 
performance comes from the ability to gain factor exposure. “So you can 
use the principles of smart beta in an active way,” says Guillaume Lasserre, 
head of active investment strategies at Lyxor. “We’re not talking about stock 
picking any more, but the dynamic management of factor exposures.” This 
means using systematic factor investing techniques, but adding a layer of 
qualitative judgment based on a view of the market environment.  n
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U.S. Smart-Beta Asset Flows
Date Total Net Assets % Growth

2010 $142,578,546,536

2011 $159,930,521,373 12%

2012 $211,139,817,078 32%

2013 $331,996,640,122 57%

2014 $416,078,628,253 25%

2015 $462,354,152,374 11%

6/30/2016 $487,475,668,562 5%

U.S. ETFs, include Obsolete Funds. Strategic Beta/Other Fund: Strategic Beta, Return-Oriented, Strategic Beta, 
Risk-Oriented, Strategic Beta, Other. Source: Morningstar

European Smart-Beta Asset Flows
Date Total Net Assets % Growth

2010 € 7,569,740,186

2011 € 7,456,297,225 -1%

2012 € 11,315,719,856 52%

2013 € 15,308,817,841 35%

2014 € 23,203,110,384 52%

2015 € 31,195,393,957 34%

6/30/2016 € 36,906,884,007 18%

European ETFs. Strategic Beta/Other Fund: Strategic Beta, Return-Oriented, Strategic Beta, Risk-
Oriented, Strategic Beta, Other. Source: Morningstar

Assets are pouring into smart-beta ETFs and ETPs. At the end of June, 
global assets invested in these vehicles reached a record $429 billion, with 
a five-year compound annual growth rate of 31.3 percent, according to 
equity research firm ETFGI. Those listed in the U.S. reached record levels, 
at $390.2 billion, while those listed in Europe hit a new peak of $26.7 billion. 
Deborah Fuhr, managing partner at ETFGI, attributes much of the growth 
to market uncertainty following the Brexit vote.
     Year to date, smart-beta products have seen global net inflows of $16.15 
billion. Morningstar reported asset flows to U.S. smart-beta ETFs growing 
11 percent in 2015 and 5 percent year-to-date at the end of June. Asset 
flow growth among European smart-beta ETFs has been even more rapid, 
hitting 34 percent in 2015 and 18 percent year-to-date.

Volatility drives growth
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