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Objectives 

 Provide specific examples of non-market cap weighted indices that have gained traction 

with investors recently, including low volatility, momentum, size, quality, and valuation 

factors. 

 Articulate the main theoretical arguments in favor of – and against – the use of these 

non-cap weighted benchmarks. Describe their prospective risks and rewards. 

 Identify the investment beliefs and characteristics that an SWF would need to have in 

order to seek exposure to non-cap weighted benchmarks. 

 Describe the “checklist” framework that Korea uses to evaluate prospective non-cap 

weighted benchmark indices. 

 Explain how exposure to these benchmarks should change depending on the prevailing 

market regime. Describe how Korea uses indicators of co-movement and risk appetite to 

detect regime shifts. 

 Draw conclusions that apply to the broadest possible set of SWFs, while recognizing that 

all SWFs have unique objectives, circumstances, and constraints, and that no single 

solution will apply for all SWFs. 
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Questions to be addressed 

 What is the difference between a non-cap weighted benchmark index and active 

management? 

 What are the most popular non-cap weighted benchmarks? 

 How can an SWF combine non-cap weighted benchmarks to form efficient portfolios? 
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Portfolio Construction Framework 

Source: KIC, Goldman Sachs 
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Asset co_Movement index 

KIC Asset Co_movement index 

Source: KIC Co_movement index 
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Degree of Risk Appetite 

KIC Degree of Risk appetite 

Source: KIC Risk On/OFF index 

 

Method: Run the regression in assets 1year rolling 

return with each asset volatility and slope is degree 
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KIC Market Regime Map 

Market Regime 

Source: KIC, Regime map  
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KIC Market Regime Map 

There is not the only one answer in Financial Market 

Not only diversifying Assets but also diversifying Strategies 

Source: KIC, Regime map   
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How to use Smart beta 

SAA 

TAA 

Check List For using 

Risk factor Approach 
Filter for Risk 

Premium 

Correlation 

Holding Period 

implementation Tracking Error 

Using Risk 

Premium 

Analyzing 

Macro Situation 

How to pursue pure 

Risk Premium 

Take Long/short position to 

hedge the other factors 

Using Risk 

Premium 

Maximum 

Diversification  

Macro Approach 

DynamicApproach 
Correlation 

check 

Numbers for risk premium  

Using Risk 

Premium 



10 

SAA Approach for Smart Beta 
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Check List for using Smart Beta 

Self_check Numbers At least 3 risk premium to make stable alpha because smart betas have cycle 

Holding Periods At least 3year for holding Periods to use smart beta 

 

Tracking Error Who are response for smart beta profit? (Tradition asset or Alternative Asset)? 

Factor_Check Persistent   

statistically significant risk premium over very long history [~50+ years ]  

 

Continuous  

 

the risk premium observed in proportion to exposure to the dimension, across all 

securities 

 

Implementation  

 

exposure to the dimension implemented in a scalable, cost-effective and reliable 

fashion  

Pervasive  statistically significant risk premium across geopolitical borders  

Portfolio_Check optimization Equal weight, risk parity, Maximum Diversification……………. 
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Considering Trading Cost 
The cost of index implementation is not cheap 

Hidden Cost Trading Volume 

Source: KIC, Dimensional   
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MSCI Smart Beta Index 

 MSCI Risk Based Strategy Indices  MSCI Return Based Strategy Indices 

• Reflect the objective of lowering overall risk (i.e., shifting to 

left along the efficient frontier) by reweighting the portfolio to 

emphasize lower-volatility constituents (Strongin, Ang, Blitz, 

etc.) 

• Recognize that certain well-documented factors – value, size, 

momentum, GDP  – are associated with persistent performance 

(Fama-French, Carhart, BARRA, etc.) in a mean-variance 

framework 

 

MSCI Minimum Volatility Indices 

Constructed using minimum variance optimization 
•Semiannual rebalancing, constrained turnover 20% 

•Launched in 2008, index history from 31 May 1988 

MSCI Value Weighted Indices 

Weighted according to four fundamental variables 
•Semiannual rebalancing, approximate turnover 18% 

•Launched in 2010, index history from 31 Dec 1976 

MSCI Risk Weighted Indices 

Weights based on the inverse of historical variance 
•Semiannual rebalancing, approximate turnover 24% 

•Launched in 2011, index history from 31 Dec 1979 

MSCI GDP Weighted Indices 

Index country weights based on nominal GDP 
•Annual rebalancing, approximate turnover 7% 

•Launched in 1988, index history from 31 Dec 1969 

 

MSCI Equal Weighted Indices 

Equal allocation across parent index constituents 
•Quarterly rebalancing, approximate turnover 23% 

•Launched in 2008, index history from 31 May 1988 

 

MSCI Factor Indices 

Constructed using long short portfolio optimization 
•Monthly rebalancing, approximate turnover 60% 

•Launched in 2009, index history from 31 May 2002 
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Individual smart Beta has own Cycle 

Need to aggregate at least 3 risk premium beta which are uncorrelated for SAA Because Individual 

smart Beta has own Cycle 

Source: KIC, MSCI  
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Suggesting to investors who want to invest Smart Beta in early stagy 

Integrated Strategy with Cap weight and Tilted by risk premium is low 

Tracking Error against Traditional BM  

One integrated basket  

Market Cap Weight 

(MSCI market Cap) 
± 

Tilting 

(Value,Size,Quality,Momentum,Quality) 
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Example (Fama 3 factor): How to use Smart beta with  

Traditional Weight 
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Case Study  of  failure and succession 
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Case of Failure: Too Short period time  to evaluate Value Premium 

Invested In Value Index 

Unwinding 

Source: KIC  



19 

2014Y Equity Portfolio 
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Source: KIC  
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Market Cap + Smart Beta 
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TAA Macro Approach for Smart Beta 
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KIC invested High quality equity risk premium in 2013 

Equity vs. Bond 
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Reason to invest High Quality Equity index  in 2013 

 Higher Equity Dividend Yield than Bond Yield in 2012 (16 Oct 2012: 10Y us bond: 1.66%,  

     Dividend Stock Dividend yield : 4.2% ) 

 Investment horizon: 1year (24 Oct 2012 ~ 30 Oct 2013) 

 We believe that High quality factor will be working better than high beta factor 
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How to implement for Pure High quality factor  

with hedging the other factor 

□ Long: High dividend Basket Equity 100Mil 

□ Short: JGB10Y future 80M + IDR Currency 80M + High beta Equity 20M 

Dividend Factor  High Quality Factor 

Source: KIC  
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TAA  Dynamic  

Switching (Sentiment –led risk based portfolio) for 

Smart Beta 
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Currency Risk Premium 

Carry 

Momentum 

Valuation 
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Optimization for Risk budgeting 

Optimization for Risk budgeting 

􀂄    Minimum Variance: 

 Optimize portfolio weights to generate the lowest possible portfolio volatility 

􀂄    Risk Parity: 

• Optimize portfolio weights so that each asset class has an equal contribution to overall portfolio risk 

􀂄    Maximum Diversification: 

• Optimize portfolio weights to produce the lowest possible cross correlation between asset classes 
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Equal Risk Contribution 

Risk  Premium Weight (Target Vol: 7%, 

Maximum Leverage  Ratio: 100%) 
Risk Contribution 

Source: KIC 
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G10 Currency Risk Factor Allocation Performance 

G10 Currency Risk Factor Allocation Performance 

0.9

1

1.1

1.2

1.3

1.4

1.5

Jan-03 Jan-05 Jan-07 Jan-09 Jan-11 Jan-13

Index

Source: KIC 



29 

TAA  Dynamic  

Switching (Sentiment –led risk based portfolio) for 

Smart Beta 
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Sentiment-led risk based portfolio Construction 
Frequency histogram and decomposition into 3 distributions 



31 

Style-switching strategies 

 

Source: KIC  
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Some closing observations 

• To invest in smart beta strategies, an SWF needs to hold investment beliefs that are 

consistent with the existence of certain risk premia in the capital markets. These premia 

may arise because not all investors can invest in all markets. 

• Many of these risk premia are available for a low management fee. Investors should not 

pay high active management fees for the “pseudo alpha” associated with smart beta. 

• Certain smart beta strategies (for example, momentum) involve more turnover and higher 

transaction costs than other smart beta strategies. Transaction costs are an essential 

consideration. One way to control transaction costs is to implement smart beta strategies 

as incremental “tilts” to market cap-weighted portfolios. 

• SWFs who invest in these strategies should have a medium to long investment horizon. 

KIC evaluates the performance of smart beta portfolios over three-year periods, not 

annually. Their performance may vary widely from year to year. 

• A portfolio of smart beta strategies that diversify one another can provide more stable 

performance across investment regimes. When constructing portfolios of these 

strategies, historical correlation is at least as important as historical returns. 

 

 


