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Abstract: Smart beta strategies across economic regimes seek to address inefficiencies created by
market-based indices, thereby enhancing portfolio returns above traditional benchmarks. Our goal is
to develop a strategy for re-hedging smart beta portfolios that shows the connection between multi-
factor strategies and macroeconomic variables. This is done, first, by analyzing finite correlations
between the portfolio weights and macroeconomic variables and, more remarkably, by defining
an investment tilting variable. The latter is analyzed with a discriminant analysis approach with a
twofold application. The first is the selection of the crucial re-hedging thresholds which generate a
strong connection between factors and macroeconomic variables. The second is forecasting portfolio
dynamics (gain and loss). The capability of forecasting is even more evident in the COVID-19 period.
Analysis is carried out on the iShares US exchange traded fund (ETF) market using monthly data in
the period December 2013-May 2020, thereby highlighting the impact of COVID-19.

Keywords: financial risk management; fintech risk management; factor-based model; smart beta;
market timing activity

1. Introduction

A recent survey conducted by FTSE Russell Smart Beta Survey (2016) highlights
that a wide range of institutional investors are increasingly implementing smart beta
portfolio strategies as part of their active equity allocation. Smart beta strategies emphasize
the use of index construction rules alternative to traditional market capitalization-based
indices through a factor-investing framework but also considering diversification to avoid
facing unrewarded risks (idiosyncratic risk), according to the meaning of smart beta “2.0”
(Amenc et al. 2014). Bearing in mind that smart betas are investment vehicles that allow
risk factors to be accessed directly and efficiently, in the following, we first present the
evolution of the smart beta concept and then the origin of factor investing in the capital
asset pricing model.

Smart beta “1.0” aims to provide superior risk-adjusted performance compared to
market capitalization weighted indices, but it generally cannot overcome drawbacks in
the latter: tilt toward unrewarded risk and excess of concentration (Autier et al. 2016).
Indeed, unrewarded risks are, by definition, not attractive for investors who are inherently
risk averse and therefore only willing to take risks if there is an associated reward to be
expected in exchange for such risk taking, as detailed in the seminal work by Markowitz
(1952) on portfolio diversification.

The development of smart beta indices allows for a new factor-investing framework
(Bender et al. 2013). Smart beta strategies are a fair compromise between “passive” and
“active” strategies: “passive” in the sense that they are exchange traded funds (ETFs) that
aim to replicate benchmarks and “active” since they permit exposure to rewarded risk
factors to be managed differently from a market capitalization-based index.
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Factor investing originated in the capital asset pricing model (CAPM) developed by
Sharpe (1964), where factors associated with equity premiums compensate investors for
holding equity risk exposure beyond the traditional market benchmark indices. According
to the definition of the CAPM, the return of a stock is explained by its sensitivity, or “market
beta”, which represents the variation of a financial asset with respect to the overall market.
In the following, we refer to “market beta” with the Greek letter 3. The CAPM and the
efficient market hypothesis (EMH) formalized by Malkiel and Fama (1970), according
to which it is impossible to beat the market, play a major role together in the rise of
index-based investing.

In addition to the traditional CAPM market factor, authors such as Fama and French
(1992) also consider the value and size factors. The momentum factor was introduced
by Carhart (1997), while profitability and investment factors are included in the five
factor model developed by Fama and French (2015). Ang (2014) defines exposure to
macroeconomic factors as the main component in determining returns, exposure to style
factors causes their dispersion, and “alpha” represents the extra performance that cannot
be explained by factor asset allocation.

The construction of smart beta indices includes various approaches to overcome
criticism tied to the tilt toward unrewarded risk factors and the high concentration of
market-capitalized-weighted indices. These approaches may entail scientific diversification,
achieved by implementing a minimum variance or maximum Sharpe ratio allocation of
selected assets as suggested by Arnott et al. (2005), or naive diversification, i.e., equal dollar
contributions or equal risk contribution indices (see Martellini 2010 for details).

Although alternative schemes slightly improve capitalization weighted indices, they
suffer from model selection and relative performance risk since the factors display a
high level of cyclicality, which may lead to under performance during certain periods of
time (Amenc et al. 2012). Indeed, the authors propose a two-stage indexation strategy
that involves:

e gaining exposure to factors that potentially provide excess returns (smart factor strat-
egy); and

e diversifying exposure across factors to potentially reduce overall volatility (smart
weighted strategy).

The main stock classes capable of guaranteeing returns higher than those provided
by the most common market capitalization indices are tied to many explicit factors. The
best-known factors are:

(i) Size premium: small capitalization stocks tend to outperform large capitalization
stocks. This evidence was first encountered by Banz (1981) and later confirmed by
Fama and French (1992).

(i) Value premium: a security is considered valuable if it has a low market price when
compared to some measure of the fundamental value of the underlying company. It
was first considered by Basu (1977), and Fama and French (2012) also found the same
occurrence in markets outside the United States.

(iii) Momentum premium: stocks that have outperformed in recent months (1 to 12 mos.)
tend to show higher returns even in the subsequent time interval (see Asness et al. 2018).

(iv) Volatility premium: the reward for bearing an asset’s risk. Multi-factor models argue
that higher exposure to factors with excess returns (higher 3) implies a higher risk
premium.

(v) Investment and profitability /quality premium: Profitability measures are based on
fundamental values directly tied to the profitability of the company, for example
return on equity (Fama and French 2006) and gross profits compared to accounting
activities (Novy-Marx 2013), or indicators that consider financial stability and debt
ratios. These measures show a positive correlation with net expected return of the size,
value, and momentum effects. We can refer to the profitability factor in terms of the
quality factor; likewise, some measures that capture the effect of investments such as
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the growth of capital expenditure (Xing 2008) and total assets (Fama and French 2006;
Hou et al. 2015) show the same relationship with net expected returns.

(vi) Dividend premium: Historically, stocks with a high dividend have outperformed the
market by about 1.5% per year (evidence from 1927 to 2015). This factor describes net
excess returns of traditional factors, with even higher returns in emerging markets.
However, this premium presents a series of risks tied, for example, to temporary high
profits, high payout ratios, or lower future prices.

(vii) Hliquidity premium: Less liquid stocks are traded at lower prices and offer higher
expected returns than more liquid ones. This premium is tied to the greater risk of
holding an asset that is more difficult to convert into liquidity and to the possibility of
an outflow during a liquidity crisis period. The empirical evidence for this effect is
not so extensive, but it does seem to be confirmed.

The factors listed above are dynamic in the sense that they imply different time-
varying positions in assets to obtain extra returns in the long period. In fact, it is known
that these factors beat the market over long time scales but can suffer losses in the short
term.

Factor investing represents a concrete way in which managers can fit effective market
timing strategies. In fact, the connection between factors and the economic cycle leads to
two dynamic trends: the tendency of the factor to offer excess returns in the medium to
long term and suffer losses in some phases of the economic cycle. Managers may therefore
choose to enter or exit a market depending on these negative and positive phases.

However, in failing to grasp all the growth potential of the market with a single factor,
managers typically choose multi-factor portfolio strategies to obtain an extra return tied
to market timing by increasing or decreasing the exposure to one or more factors. When
specific “signals” are found in the markets or macroeconomic variables, the portfolio is
rebalanced by shifting resources from one factor to another.

As a result, the use of smart beta strategies across economic regimes seeks to ad-
dress inefficiencies created by market capitalization-weighted indices, thereby enhancing
portfolio returns above traditional benchmarks. In other words, setting a macroeconomic
regime framework as the basis for style rotation allows for this “alpha” return relative to
market/factor timing across the business cycle (Markovich and Rousing 2016). The work
of Marsh and Pfleiderer (2016) is also in line with this analysis. The authors show that
focusing on the economic foundations of smart beta may be more profitable than imposing
risk constraints on the portfolio model.

This context gives rise to the need to investigate the correspondence between multi-
factor portfolio strategies and the performance of the economy in order to evaluate the
effectiveness of smart beta strategies. The aim of this paper is to verify the correspondence
between smart beta strategies as factorial investment vehicles and macroeconomic and
financial series. Indeed, a report by Markovich and Rousing (2016) shows an empirical link
between phases in the economic cycle and smart beta strategies, but the focus mainly lies
on the sign of the correlations rather than the magnitude.

Our analysis supports these results by providing evidence of the effective connection
between portfolios based only on factor products and individual macroeconomic and
financial series representing the economic cycle typically used as anchors for portfolio
rebalancing. To provide such evidence, we consider a portfolio composed entirely of
smart betas of the main player in factor investing, Black Rock; the gross domestic product
(GDP), consumer price index (CPI), and effective federal funds rate (hereafter FED rate) as
macroeconomic series; and the volatility index (VIX) as a financial series. All quantities
refer to the US market over the period December 2013-May 2020.

Portfolio weights are computed using a dynamic optimization process that includes
an objective function that considers risk and return conditions and two constraints: non-
negative weights (short sales are not allowed) and portfolio self-financing (i.e., no money
is withdrawn or inserted after the portfolio is initially formed). We impose a dynamic asset
allocation strategy by imposing gain and loss tolerances as in Shelton (2017). In detail, we
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interpret the specific “signals” of the market as suitable gain and loss thresholds for the
smart beta portfolio.

In this way, we provide evidence that although macroeconomic variables and smart
beta returns are not correlated, there is a linear relationship between optimal portfolio
weights and macroeconomic series. In addition, when the optimization process considers
the risk condition, macroeconomic series influence portfolio weights, while the financial
mood measured by VIX has no impact on the evolution of the portfolio itself. We assess the
effect of market timing activity on factor investing, i.e., how optimal weights of smart beta
depending on the market timing strategy are correlated with macroeconomic variables.

Our contribution does not focus on the development of strategies for highly perform-
ing smart beta portfolios; rather it provides evidence that optimal risk-return strategies of
factor-based portfolios are really related to the real economy. The portfolio optimization
function considers a VaR (Value at Risk) measure because downside risk better reflects the
preferences of a rational investor and is a more suitable measure of risk (Rigamonti 2020).
For a detailed comparison of portfolio performances according to different risk models
among diverse economic scenarios, see Hunjra et al. (2020).

Following Ghayur et al. (2018) and Briere and Szafarz (2020), who highlight that a
blended portfolio of factors and sectors generates higher information ratios for low to
moderate levels of tracking error, we exploit the relationship among factor investing and
macroeconomic regimes.

In contrast to Dichtl et al. (2019), the dynamic optimization model allows us to reach
a significant correlation of factor timing coefficients, describing a relationship between
weights of smart beta in the portfolio and economy as a whole. This link becomes stronger
if we consider the COVID-19 period when smart beta portfolios are completely tied to the
macroeconomic variables (FED, CPI, and GDP).

The remainder of this paper is organized as follows. Section 2 introduces the formula-
tion of the dynamic portfolio model. Section 3 is devoted to the presentation of the dataset
used in this study, while results are discussed in Section 4. Section 5 concludes with some
remarks.

2. Methodology

Given a set of N monthly net asset value (NAV) time series—i.e., the ratio between the
difference of a mutual fund’s assets and liabilities and the number of outstanding sharesp; ;
represents the NAV of the i-th smart beta observed at time ¢. The corresponding monthly

return is computed as
rhi = 1og(pf“'i> (1)
Pt
Assuming that the initial budget to invest derives from a long position on the equally
N
weighted portfolio by = }_ wg;po,;, where wg; = %, i=1,2,...,N, the investors’ goal is
=1

1=
to reallocate the shares under the specific circumstances detailed below. This reallocation
occurs by maximizing the following constrained objective function! at time ¢:

n
wlg;?iwnle‘; wipri — (1 — )Ry (wy, wy, ..., wy |St) ()
subject to
n
Zwipt,i:btr 1:1,2,N (3)
i=1
w; >0, i=12,...,N, 4)

1

Transaction costs of 1% are considered only when the monthly rehedging occurs.
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where Ry is a measure of portfolio risk depending on the portfolio weights, the NAV
time series up to time f (i.e., St = {pr1,Pr2,---, Pr, T=0,1,...,t}) and ¢ is a positive
constant smaller than one (i.e., 0 < ¥ < 1), x is a non-negative constant less than or equal
to one (i.e.,, 0 < a < 1) that weights return and risk and thus acts like a risk profile, and by
is the budget available at time ¢ obtained by liquidating the portfolio at time { — 1. In our
approach, the function Ry is

Ry(wy,wo, ..., wN|S) = —inf{g e R [Pr(V < q) >1 -9}, ¢ >60% (5)

where Pr(-) is the empirical cumulative distribution function of portfolio returns, V, evalu-

ated from the observations V; = g w;r;, T=0,1,...,t. Hence, the first term of the objec-
tive function represents the returrll éf the optimal portfolio at time ¢, while the second high-
lights the maximum potential loss of the optimal portfolio. That is, Ry (w1, w2, ..., wN | St)
isa VaR atlevel 1 — ¢.

We look at the dynamic portfolio strategy as a function of the risk profile « and time
t to investigate the hidden factors driving the smart beta. Three ingredients make this
possible: a self-financing strategy where no short selling mechanism is allowed; a risk
measure that accounts for the price dynamics up to the time the portfolio is rebalanced; and
a rehedging rule which mimics a risk-averse investor. In practice, the weights are updated
at time t only when one of the following occurs:

N
1. Py —Pip > vYPi_p, where Pr = ) w.;p; is the value of the portfolio at time
i=1

7. The arbitrary coefficient y indicates the percentage of profit that would induce a

manager to liquidate the portfolio at time ¢t — 1 in order to reallocate it at time t by
solving problem (2)—(4) with a budget by = P;_;. If this situation occurs, winning is
capitalized and the portfolio weights are updated. In the analysis, we set y equal to
0.05 since a monthly gain of 5% seems to be high enough to justify a portfolio update,
but in general the threshold value of vy is fixed according to the investor’s return
expectations: the more an investor is looking for a high yield, the more he/she waits
to capitalize the winnings. In other words, a higher threshold implies less frequent
portfolio weight updates.

2. Pi_1—Pi_p < vPi_p, where v is an arbitrary coefficient indicating the percentage
of loss that would induce the manager to liquidate the portfolio and invest in a new
portfolio obtained by solving problem (2)-(4). The quantity v in this analysis is equal
to 0.01. As in the case of v, a higher value of v highlights a greater willingness of
investors to suffer losses and wait for the weights to be updated. In contrast to the
previous case, loss is capitalized and the portfolio weight is updated.

When the above circumstances do not occur, the update of portfolio weights is post-
poned to the next month, thereby implying the condition w;; = w;_y,,i=1,2,...,N.

We underline that we are not interested in building a highly performing portfolio,
but rather a portfolio capable of reflecting the macro-dynamic factors behind smart beta
products. Thus, we compare this portfolio with only three elementary portfolios: naive,
maximum, and minimum, which are reallocated by applying the above-mentioned rule to
the value of each portfolio. Specifically, the naive portfolio is the equally weighted portfolio
that assigns equal weight to asset i in each period ¢ (month) considered in the analysis. The
naive weight is given by

N t :
wt,-:i,zzl,Z,...,N (6)
Z Zszl Ptj

When reallocation occurs at time £, the same amount of available budget is attributed
to each asset. The maximum portfolio is built by investing all the available budget at time ¢,
i.e., bM, in the asset with the highest average return computed over S;. When reallocation
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occurs, the budget is assigned to the best performing asset at time ¢, which we denote with

j: .
m_ b

wy =
Pt

where bM = wM, pf\f 1jr and pﬁ bl is the price of the most remunerative assets at time ¢ — 1.

@)

In the minimum portfolio, all the available budget is invested in the least risky asset (i.e.,
the asset with lowest variance) at each time ¢, denoted by k. The weight of the least risky
asset is equal to

wf = ®
Pik

where bj" = w1 pi" | |, and pi" | | is the price of the asset with minimum variance, k, at
time t — 1.

We conclude this section by summarizing the dynamic asset allocation. The market
timing portfolio starts by solving problem (2)-(4) at time zero, i.e., the first date of the
asset allocation, with the budget by defined above. The assets are then reallocated at time ¢
when condition (1) or (2) is verified at time ¢ — 1. That is, problem (2)—(4) is solved again at
time ¢ with the budget obtained by liquidating the portfolio at time t — 1. As shown in the
following, these self-financing dynamics can be implemented to make the time series of
portfolio weights reveal how market timing is closely related to the macroeconomic factors
behind the smart beta investing.

3. Data

We consider a dataset composed of 6 NAV return time series involving single-factor
smart beta products traded on the iShares US ETF market over the period December 2013—
May 20207 (77 monthly observations). The choice of the period up to May 2020 is driven
by the fact that this period avoids the impact of policies implemented in response to the
coronavirus emergency. Each product refers to a different factor investment:

e iShares EDGE MSCI Min Vol USA. This ETF replicates the MSCI USA minimum
volatility index, which considers a set of stocks with lower volatility characteristics
than the entire US stock market.

e iShares EDGE MSCI USA Momentum Factor. This replicates the MSCI USA momen-
tum index, which allows exposures to stocks with higher prices in the previous time
period (6-12 months).

e iShares EDGE MSCI USA Quality Factor. By replicating the performance of the MSCI
USA sector neutral quality index, this ETF invests in a portfolio of securities showing
fundamental measures that are qualitatively better than the others (for example, a
high ROE (Return on equity) or low leverage).

e iShares EDGE MSCI USA Value Factor. This replicates the performance of the MSCI
USA enhanced value index, investing in companies undervalued with respect to
certain multiples.

e  iShares EDGE MSCI USA Size Factor. The reference benchmark is the MSCI USA low
size index, which measures the performance of US large and mid-capitalization stocks
with relatively smaller average market capitalization.

e  iShares Select Dividend. The goal of this ETF is to replicate the Dow Jones US selected
dividend index with the aim of being exposed to a group of stocks of companies that
have a high dividend-price ratio.

For simplicity, in the following we refer to these ETFs as: Min. Vol. ETF, Mom. ETE,
Qual. ETF, Value ETF, Size ETF, and Div. ETF. Summary statistics of the ETF returns are
reported in Table 1.
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Table 1. Exchange traded funds (ETF) return summary statistics. Summary statistics for exchange traded funds: mean,

standard deviation, excess of kurtosis, and skewness. Panel A includes data from January 2014 to May 2019, Panel B from

January 2014 to May 2020.
Panel A
ETF Name Benchmark Mean SD Kurt. Skew.
1 ISHARES EDGE MSCI MIN VOL USA MSCI USA Minimum Volatility Index 0.008 0.027 0.83 —0.54
2 ISHARES EDGE MSCI USA MOMENTUM FACTOR  MSCI USA Momentum Index 0.01 0.036 1.62 —0.87
3 ISHARES EDGE MSCI USA QUALITY FACTOR MSCI USA Sector Neutral Quality Index 0.007 0.034 0.94 —0.51
4 ISHARES EDGE MSCI USA VALUE FACTOR MSCI USA Enhanced Value Index 0.005 0.039 1.29 —0.62
5 ISHARES EDGE MSCI USA SIZE FACTOR MSCI USA Risk Weighted Index 0.007 0.034 1.83 —0.50
6 ISHARES SELECT DIVIDEND Dow Jones U.S. Selected Dividend Index 0.005 0.029 1.09 —0.57
Panel B
ETF Name Benchmark Mean SD Kurt. Skew.
1 ISHARES EDGE MSCI MIN VOL USA MSCI USA Minimum Volatility Index 0.001 0.033 2.90 —1.02
2 ISHARES EDGE MSCI USA MOMENTUM FACTOR = MSCI USA Momentum Index 0.01 0.040 1.77 -0.79
3 ISHARES EDGE MSCI USA QUALITY FACTOR MSCI USA Sector Neutral Quality Index 0.008 0.040 1.54 —0.51
4 ISHARES EDGE MSCI USA VALUE FACTOR MSCI USA Enhanced Value Index 0.004 0.047 3.25 —-1.15
5 ISHARES EDGE MSCI USA SIZE FACTOR MSCI USA Risk Weighted Index 0.006 0.044 4.74 —1.03
6 ISHARES SELECT DIVIDEND Dow Jones U.S. Selected Dividend Index 0.003 0.040 7.99 —1.94

Table 1 provides summary statistics for the smart beta products considered, i.e., the
mean, standard deviation, excess of kurtosis, and skewness of the NAV return distribution
to describe their location and variability. Moreover, it is worth noting that the values of the
excess of kurtosis show that the distributions of most ETFs considered in the analysis tend
to be non-Gaussian, the COVID-19 impact exacerbates this phenomenon increasing all the
values of kurtosis (Panel B). The Kolmogorov-Smirnov test confirms that ETF returns are
not Gaussian.

Figure 1 shows NAV values and time series of returns for all the smart beta considered,
black rectangles highlight the COVID-19 period (January 2020-May 2020). From Figure 1a,
note that NAV values start to sizably decrease in December 2019, and curves in Figure 1b
show that the returns are characterized by a strong drop and then by a recovery during the
COVID period. In order to investigate the existence of a correlation between multi-factor
portfolio strategies and economic trends, the monthly macroeconomic time series are:

e  Consumer price index for all urban consumers (CPI). This measures the average
change in prices paid by consumers for a basket of consumer goods and services.
It represents the main measure of inflation and is used as a basis for formulating
monetary policy interventions and measuring the effectiveness of these measures.

e Real gross domestic product (GDP). This is the typical indicator of the volume of
economic activity. It influences the decisions of all economic agents, from policy
makers to individuals.

e  Effective federal funds rate (FED rate for short). This represents the interest rate at
which overnight transactions on federal deposits between financial institutions take
place. This rate is a key lever for central banks when implementing decisions about
monetary policy.

e  CFE (CBOE Futures Exchange)-VIX Index (VIX). This financial index aims to provide
a real-time estimate of the expected volatility on the S&P (Standard and Poor) 500
index in the following 30 days and consequently reflects the expectations of investors
about the US stock market as a whole.

2

Tables in the paper consider the period January 2014-May 2020; two periods are considered when there are differences to be highlighted and they

are respectively January 2014-May 2019 and January 2014-May 2020. Tables referring to the first period are shown in the supplementary material of

the paper.
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Figure 1. Monthly net asset value (NAV) in US dollars (a) and log returns (b) of smart beta products from January 2014 to

time

May 2020. Source: Datastream.

Hereafter, we refer to these variables simply as GDP, CPI, FED, and VIX values, and
summary statistics are reported in Figure 2 and Table 2.
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Figure 2. Monthly data as a function of the time period January 2014-May 2020: FED (effective

federal funds rate) and VIX (volatility index) (percent) gross domestic product (GDP) and consumer
price index (CPI) (US dollars). Source: Datastream.

Table 2. Summary statistics of macroeconomic and financial time series from January 2014 to May
2020: FED and VIX (percent) GDP and CPI (US dollars). Source: Datastream.

Mean SD Kurt. (Excess) Skew.
GDP 17,876.56 829.53 -1.19 0.07
FED 0.92 0.83 —-1.27 0.52
CPI 245.12 7.80 —1.42 0.32
VIX 16.15 6.83 17.72 3.71

4. Discussion and Results

This section provides some evidence that portfolio dynamics, namely weight dynam-
ics, are a good tool to reveal the link between smart beta strategies (“smart betas” for
short) and macroeconomic variables. Specifically, in Section 4.1 we investigate the asset
allocation strategies most suitable for evidencing this link while in Section 4.2 we show
how the performance of these portfolios is closely connected to macroeconomics. Finally,
in Section 4.3, we apply linear discriminant analysis for a robustness check in the choice of
specific gain and loss thresholds as driver rules for the re-hedging activity.
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4.1. Correlation Analysis

We start by motivating our choice of the macroeconomic variables GDP, CPI, and FED
and the fear index VIX. To show that these four variables are able to capture the dynamics
of the smart beta values, we use the following dynamic regression model:

Yr = ao +aq log(GDPt) +ay CPly + a3 FED; 4+ a4 VIX; + 114, 9)

(1—&1B—...—¢pBP)(1—B)'ji = (1+61B+...+6,B%)e. (10)

Here, the error process, 77,, in model (9) is described by the ARIMA(p, d, q) model in
Equation (10), ¢ is a white noise series, and B is the backward shift operator (i.e., Ber = €;_1).
Specifically, p is the order of the autoregressive part, d is the order of the first differencing
involved, and q is the order of the moving average part.

We apply model (9) and (10) to analyze the smart beta prices, p;;,i=1,2,... , N, where
N is the number of different smart betas considered. For any smart beta, the dependent
variable, v, is chosen in two different ways:

(a) the ratio between two consecutive prices of a smart beta (smart beta price ratio
for short):

_Pri
pi-1,i’

Pti
— 10 _rhE
s g(Pt—l,i)

We determine the best ARIMA process using the R function auto.arima() (see, Time
Series Analysis with Auto.Arima in R by Luis Losada | Towards Data Science for further
details on the package).

Model (9) and (10) manages all spurious effects in the time series such as the presence
of autocorrelation in the residuals. We consider the logarithm of the GDP to scale the value.

We have applied model (9) and (10) to the smart beta prices as a dependent variable
and also investigated the dynamic regression of the smart beta price ratio as a dependent
variable and macroeconomic variable. However, the results of these models provide weaker
evidence of the link between smart beta and macroeconomics variables than the evidence
of model (9) and (10) with dependent variables (a) and (b).

Table 3 shows the log-likelihood value (ML), AIC (Akaike) value, the standard error
of the white noise (SE), and the coefficients associated with models (9) and (10).

The results displayed in Table 3 show that the explanatory variables are closely
related to the prices and log-prices of the smart betas. Table Al in Appendix A shows the
results related to the autocorrelation in the residuals according to the Ljung-Box test. The
estimated model violates the assumption of no autocorrelation in the errors in the cases
of Min. Vol. price ratio and log returns as dependent variables for the period January
2014-May 2014 (Panel A); the coefficients are significant due to the unit-root problem, while
some information is missed in the model. In the same Appendix A, Tables A3 and A4 show
the results of a lagged model to display the robustness of the results.

In general, COVID-19 leaves the relationship between smart beta and GDP or VIX
more or less unchanged, but it reinforces the connection between the smart betas price ratio
and the inflation/FED rate (see Table 3 Panel B, top and middle panels). This situation
can be explained by the fact that smart betas act as “defenders” with respect to market
anomalies, allowing for extra returns during times of crisis.

bt =

(b) the smart beta log-return:
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Table 3. Results of model (9) and (10) on smart beta. Panel A includes data from January 2014 to May 2019, Panel B from January 2014
to May 20203.

Panel A
Model (9)-(10) for ETF Price Ratio
Smart Beta ML AIC (SE) GDP CPI FED VIX
Min. Vol. ETF 150.1 —288.32 (0.025) 3.95 x 1071 (**) —2.67 x 1073 (-) 1.52 x 1072 () —2.34 x 1073 (**)
Mom. ETF 135.1 —285.13 (0.034) 328 x 1071 (%) —1.38 x 1073 (-) 5.26 x 10713 (-) —3.53 x 1073 (**¥)
Qual. ETF 153.6 —295.24 (0.034) 2.77 x 1071 (*) —5.34 x 107% (-) 475 x 1074 (-) —2.91 x 1073 (**)
Value ETF 137.5 —263.08 (0.030) —1.30 x 1071 () 3.17 x 1073 (-) —2.34 x 1072 (¥ —3.29 x 1073 (***)
Size ETF 140.8 —269.55 (0.028) 3.71 x 1071 (**) —220 x 1073 (-) 1.11 x 1072 () —2.93 x 1073 (**%)
Div. ETF 148.7 —285.42 (0.026) 3.19 x 1071 (*) —1.30 x 1073 (-) —3.66 x 1073 (-) —262 x 1073 (*)
Model (9)-(10) for ETF log-returns
Smart Beta ML AIC (SE) GDP CPI FED VIX
Min. Vol. ETF 150.51 —289.03 (0.025) 1.27 x 1071 () —2.10 x 1073 () 1.56 x 1072 (-) —2.35 x 1073 (**)
Mom. ETF 134.27 —256.53 (0.032) 449 x 1072 (-) —5.37 x 1073 (-) 3.63 x 1073 (-) 3.60 x 1073 (*+*)
Qual. ETF 138.46 —264.91 (0.03) 3.40 x 1073 (-) 1.51 x 1074 () —8.73 x 107° () —2.92 x 1073 (***)
Value ETF 138.23 —262.45 (0.03) —1.73 x 1071 () 3.49 x 1073 () —2.55 x 1072 (*) —3.30 x 1073 (***)
Size ETF 141.13 —270.26 (0.03) 8.15 x 1072 (-) —1.21 x 1073 (-) 8.96 x 1073 (-) —3.60 x 1073 (***)
Div. ETF 148.84 —285.68 (0.025) 5.056 x 1072 (-) —7.16 x 1074 (-) 4.03 x 1073 (-) —3.00 x 1073 (**)
Panel B
Model (9)-(10) for ETF Price Ratio
Smart Beta ML AIC (SE) GDP CPI FED VIX
Min. Vol. ETF 171.5 —328.91 (0.027) —4.66 x 1071 () 7.24 x 1074 () 5.59 x 1073 (-) —2.48 x 1073 (***)
Mom. ETF 154.7 —295.49 (0.033) 1.74 x 1071 (**¥) 1.32 x 1073 () —1.36 x 1072 (*) —2.24 x 1073 (**¥)
Qual. ETF 159.0 —306.11 (0.031) 2.06 x 1071 (**+) 7.09 x 1074 (*) —8.60 x 1073 (**) —2.26 x 1073 (***)
Value ETF 156.2 —298.49 (0.033) 1.78 x 1071 (**+) 1.31 x 1073 (*) —1.48 x 1072 (**) —4.01 x 1073 (***)
Size ETF 155.9 —299.98 (0.033) 2.02 x 1071 (**+) 8.53 x 1074 (-) —1.04 x 1072 (-) —3.48 x 1073 (***)
Div. ETF 162.8 —313.71 (0.029) 257 x 1071 (%) 1.39 x 1074 (-) —4.41 x 1073 () —3.38 x 1073 (***)
Model (9)-(10) for ETF log-returns
Smart Beta ML AIC (SE) GDP CPI FED VIX
Min. Vol. ETF 171.03 —330.06 (0.027) —7.03 x 1073 () 3.08 x 1074 (-) —3.12 x 1074 () —2.43 x 1073 (***)
Mom. ETF 155.18 —296.36 (0.033) —7.27 x 1072 (.) 1.53 x 10734 (*) —1.07 x 1072 (.) —2.98x 1073 (**¥)
Qual. ETF 160.16 —308.32 (0.031) —4.10 x 1072 () 9.21 x 107* () —5.79 x 1073 () —2.48 x 1073 (***)
Value ETF 155.94 —295.88 (0.033) 1.31 x 1071 () 1.39 x 1073 (***)  —1.48 x 1072 (**) —4.41 x 1073 (**%)
Size ETF 156.96 —301.91 (0.032) —3.35 x 1072 (-) 8.68 x 107 (-) —5.85 x 1073 (-) —3.79 x 1073 (***)
Div. ETF 161.61 —311.22 (0.031) 247 x 1072 (-) —1.85 x 1074 (-) 7.20 x 107 (-) —3.68 x 10713 (*+)

To obtain further evidence of this finding, we investigate the linear relationship
between smart beta returns and the macroeconomic variables and VIX using the Pearson
correlation. The results are displayed in Table 4.

Table 4. Pearson correlation between smart beta returns and macroeconomic time series. Significant
correlations (5% significance level) are highlighted in gray. Period: January 2014-May 2020.

Min.Vol Mom Qual Value Size Div
GDP —0.04861 —0.05188 —4.25 x 1072 —0.06089 —0.07953 —0.08971
VIX —0.30084 —0.30944 —0.27677 —041363 —0.3344 —0.39969
CPI —0.04145 —0.01419 —0.00572 —0.08593 —0.05696 —0.14804
FED —0.01485 —0.0462 —0.04122 —0.06181 —0.05554 —0.06757

The results show that there is a statistically significant correlation between the returns
of all smart beta products and the VIX index, while the macroeconomic variables do not
show significant correlations with smart betas except for the correlation between the FED
rate and Quality ETF.

3 Significance codes: p-value < 0.001 (***); (**) 0.001 < p-value < 0.01; (*) 0.01 < p-value < 0.05; (-) 0.05 < p-value < 0.1; (-) 0.1 < p-value < 1.
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All significant coefficients are negative, which means that when market volatility
increases, i.e., VIX increases, smart beta returns tend to fall and vice versa. Negative
correlations are realistic due to the financial leverage of VIX and the US S&P 500 index. In
particular, the negative correlation in the VIX/Size ETF pair may be due to the fact that
small capitalization stocks are less liquid by nature. In the presence of a liquidity shortage
that exacerbates spikes in the VIX index?, investors are induced to sell for fear of not being
able to sell if the returns continue to fall.

VIX is a purely financial index that highlights the behavior and expectations of finan-
cial operators. Therefore, a considerable linear dependence with this index suggests the
existence of a strong link between factors and the financial market.

In contrast, there is no linear dependence with the series most representative of
economic cycle trends. Periods of expansion or recession, characterized by positive or
negative GDP growth, as well as expansive or restrictive monetary policy (decrease or
increase of the FED rate) or periods of inflation or deflation (increase or decrease in CPI)
do not directly impact the performance of smart betas.

This is interesting for asset allocation purposes since only the smart beta returns seem
to lead to a portfolio closely related to the VIX index. Is this true? Indeed, we expect
a connection between a portfolio of smart betas and macroeconomic variables when a
suitable allocation strategy is implemented.

Our main finding is that this linkage is hidden in the portfolio weight dynamics when
the asset allocation is managed through a suitable compromise of risk and return.

Therefore, in contrast to smart beta returns, investing the optimal weights of a self-
financing portfolio only in smart beta products and managing them with a prudent strategy
shows significant correlations with the macroeconomic variables considered.

This expectation is motivated by two facts. On the one hand, smart beta price ratios
and log returns are closely related to the macroeconomic variables (see Table 3 Panel
A/B, top and middle panels). On the other hand, the macroeconomic variables cannot be
assimilated into speculative assets so prudent strategies should reveal the connection.

As illustrated in Section 2, the liquidation of the entire portfolio when the rehedging
rule is satisfied is implemented to force the hidden link between portfolio strategy and
macroeconomic variables to emerge. In fact, thanks to this liquidation, rehedging accounts
for the dynamics of all smart betas, thus indirectly accounting for the economic dynamics
captured by the factors underlying the smart betas.

Hence, we first determine a strategy to reduce the correlation between VIX and
portfolio weights and, then we analyze the portfolio weight dynamics as a function of the
risk-aversion coefficient «. To pursue the first goal, we utilize three parameters: the largest
admissible loss, v, the largest admissible gain, v, and the tail size, {, of the risk measure R;
the risk-aversion coefficient o is used for the second objective.

As mentioned in the previous section, the largest loss and gain are fixed at 1% and
5%, respectively. These choices are prudent but rather realistic when no transaction costs
are applied (see Shelton 2017), while the parameter « is used to understand the relation-
ship between macroeconomic variables and risk aversion after reducing/eliminating the
correlation with VIX. Therefore, the tail size, 1, is determined to minimize the correlation
between portfolio weights and the VIX index. To this end, we select the highest level of
risk aversion (i.e., o« = 0) and we consider different risk scenarios, choosing \ equal to 0.6,
0.7, 0.8, and 0.9. The results are reported in Table 5.

Table 5 (Panel A and B) shows that when { moves from 0.60 to 0.90 and « = 0, the
optimal weights of the smart beta portfolio are correlated with the VIX series up to{ = 0.7,
while this correlation disappears for larger values of 1; that is, we do not find values
statistically different from zero expect for those highlighted in gray.

4

For details, see: https:/ /nordic.allianzgi.com/en-gb/pro/insights /market-updates /hidden-risk-in-modern-markets.
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Table 5. Correlation between smart beta and VIX for « = 0. Panel A includes data from January 2014
to May 2019, Panel B from January 2014 to May 2020. Highlighted values are those significantly
different from zero—Pearson correlation.

Panel A
VP MinVol Mom Qual Value Size Div
0.6 0.21 0.23 0.26 —0.34 —0.34 —0.18
0.7 0.20 —0.23 0.09 0.21 0.004 —0.11
0.8 0.21 —0.06 0.10 0.10 —0.09 —0.09
0.9 —0.11 0.14 —0.14 —0.18 —-0.14 0.04
Panel B
P MinVol Mom Qual Value Size Div
0.6 —0.047 0.011 0.1803 —0.2054 —0.2808 0.122
0.7 0.2435 —0.095 0.1768 0.0426 0.0563 —0.088
0.8 0.5037 —0.1706 0.1625 —0.0475 0.1255 —0.0362
0.9 0.0681 0.0871 —0.0489 —0.2188 —0.198 0.0324

This suggests that allowing for a higher probability of extreme losses not rewarded by
higher returns because « is set to zero leads to a connection between weights and financial
series that is volatile by nature. By adding the COVID period, the weights of Min. Vol.
are correlated with VIX for higher values of 1, while the link between the weights of Size
and VIX remains unchanged suggesting that investors look for an extra return tied to less
volatile assets.

We fix 1\ = 0.8 and pursue the second objective; that is, we analyze the market timing
portfolio as a function of the risk-aversion parameter «.

Table 6 shows correlations between smart beta weights and VIX for { = 0.8 and
different values of «, specifically, « = a i = 01j,j=0,1,...,10. This is done to
determine the values of the risk-aversion parameter, o, that make the portfolio dynamics
uncorrelated with the fear index. These portfolio dynamics are worth further investigation
to show the connection with the macroeconomic variables.

Table 6. Correlation between smart beta and VIX for all values of «. Highlighted values are those
significantly different from zero—Pearson correlation. Period: January 2014-May 2020.

Alpha Min Vol Mom Qual Value Size Div

0 0.5037 —0.1706 0.1625 —0.0475 0.1255 —0.0362
0.1 0.5253 —0.1325 0.0072 —0.0432 0.2198 —0.0412
0.2 0.5186 —0.136 0.0349 —0.0588 0.2617 —0.042
0.3 0.5483 —0.2651 0.061 —0.0126 0.4809 —0.04
0.4 0.5241 —0.2562 0.06 —0.1881 0.4376 0.1365
0.5 0.4093 —0.3041 0.0319 0.0194 0.0806 0.4312
0.6 0.3629 —0.243 0.049 —0.1942 0.0964 0.4776
0.7 0.0643 —0.3192 0.0112 0.6579 —0.0584 —0.2915
0.8 —0.0357 —0.08 —0.0757 0.2796 —0.0211 —0.1048
0.9 0.0092 —0.0707 —0.0893 0.2619 —0.0239 —0.1293

1 0.1238 —0.2901 —0.0476 —0.0255 0.3633 —0.1402

These correlations show that in moving towards scenarios more focused on profit,
i.e., « closer to 1, the optimal weights of smart beta Size and VIX become more correlated;
for lower values of «, however, investors are prone to invest in less volatile assets, i.e.,
minimum volatility product.

With regard to Table A7(a) and Table A8(a) in the Appendix B, note that the minimum
volatility index is significantly and positively correlated with all the variables for more
risk-averse investors (« = 0.1), i.e., an increase in GDP, CPI, FED, or VIX favors exposure
to minimum volatility products, which allows higher market volatility to be contained
in a crisis period characterized by the COVID-19 pandemic. Considering correlations of
strategy size also leads to the same conclusion. The months of the COVID pandemic justify
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the negative correlation between the weights of the momentum strategy and macroeco-
nomic/financial variables reflecting the tendency of investors to overreact to bad news
regardless the value of alpha.

When we consider a portfolio entirely invested in financial ETFs®, the analysis of
correlations shows similar results. ETF returns are correlated only with the VIX series, as
shown in Table 7.

Table 7. Correlation between ETF returns and macroeconomic time series. Significant correlations
(5% significant level) are highlighted in gray. Period: January 2014-May 2020.

DIA IHI IXG IYF IYG SPY
GDP —0.03156 —0.04831 —0.02229 —0.02914 —0.01632 —0.04125
VIX 0.3333175 —0.1644 —0.50249 —0.45831 —0.42538 —0.29939
CPI —0.0385 0.002127 —0.09718 —0.07781 —0.05002 —0.00824
FED —0.03401 —0.02914 —0.02799 —0.02576 —0.03111 —0.03512

According to the correlation of optimal weights, ETFs are correlated with VIX only for
P =0.7,0.9 when o = 0 as reported in Table 8.

Table 8. Correlation between financial ETFs and VIX for o = 0. Period: January 2014-May 2020.
Significant correlations (5% significant level) are highlighted in gray.

Y DIA IHI IXG IYF IYG SPY
0.6 —0.03 0.15 —0.15 -0.11 —0.10 0.05
0.7 0.06 —0.2401 0.10 0.17 0.03 0.18
0.8 0.02 —0.01 —0.06 —0.09 —0.01 —0.03
0.9 0.06 -0.19 —-0.22 —0.03 0.15 0.2359

Nevertheless, for P = 0.8, the relationship between ETFs and VIX occurs for lower
values of « if we consider the time period excluding the COVID-19 pandemic (Table 9,
Panel A).

Comparing Panels A and B in Table 9, the COVID period causes a move toward global
(IXG) rather than local (IYF) ETFs, increasing significant links between the weights of IXG
and VIX.

In Appendix B, Table A7(b) and Table A8(b) show correlations between the optimal
weights and macroeconomic/financial time series considering o = 0.1, 0.9. The results
show that for higher values of &, ETFs tend to be positively tied to the VIX variable; to
obtain more remunerative portfolios, ETFs consider financial indices. On the contrary, the
strategy of market timing on smart beta considers fluctuations of the economy as a whole.

We conclude by showing that the portfolio of the smart beta portfolio reveals the
close link between these ETFs and the macroeconomic variables. To do so, we assess the
link between the portfolio of smart betas and macroeconomic variables using the dynamic
regression:

Yyt = &g +a1GDPy + apCPI; + a3 FEDy + a4 VIX; + 14, (11)

(1—¢1B—...—¢pB")(1—B)'yr = (1 +6:1B+...+6,B)e:. (12)

Here, as in the previous model, the error process, 7;, in model (11) is described by
ARIMA (p, d, q) model (i.e., Equation (12)), €; is a white noise series, B is the backward
shift operator (i.e., Be; = €;_1). Specifically, p is the order of the autoregressive part, d is
the order of the first differencing involved and q the order of the moving average part.

N N
The dependent variable, y;, is the portfolio ratio y; = Y. wypsj/yr = ¥ wi—1,;ps—1,j- We
j=1 j=1

determine the best ARIMA process using the R function auto.arima).

5 The ticker symbols of financial ETFs considered in the analysis are DIA, IXG, IHL, IYE, IYG, and SPY.
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Table 9. Correlation between financial ETFs and VIX for all values of «. Panel A includes data from
January 2014 to May 2019, Panel B from January 2014 to May 2020. Significant correlations (5%
significant level) are highlighted in gray.

Panel A
Alpha DIA IHI IXG IYF IYG SPY
0 0.0995 0.053 —0.103 —0.3962 —0.2128 —0.0946
0.1 0.0327 0.1385 0.0711 —0.1853 -0.18 —0.1826
0.2 0.0978 0.0487 0.1283 —0.0675 —0.0704 —0.1373
0.3 0.006 0.0727 —0.0116 —0.2549 —0.1106 —0.0619
04 0.0882 0.093 —0.0941 —0.2784 0.0562 —0.1804
0.5 —0.0466 0.0741 —0.0367 —0.1762 0.0155 —0.0315
0.6 —0.0924 0.1086 —0.0078 —0.1825 0.1591 —0.0775
0.7 —0.2067 0.0235 0.3792 0.039 -0.212 0.0066
0.8 0.2454 0.1213 0.3473 0.145 —0.227 —0.4488
0.9 —0.0733 0.0053 0.2822 0.051 —0.2772 —0.1419
1 0.1463 0.086 —0.0858 0.3851 0.1197 0.1329
Panel B
Alpha DIA IHI IXG IYF IYG SPY
0 0.02 —0.01 —0.06 —0.09 —0.01 —0.03
0.1 0.01 0.09 —0.11 —-0.20 —0.3073 —0.12
0.2 0.14 —0.02 0.19 0.2493 0.003 —0.16
0.3 —0.19 —0.08 0.8062 —0.194 —0.2538 —-0.22
0.4 —-0.13 —0.09 0.8041 —-0.22 —-0.16 —0.2319
0.5 —0.21 -0.10 0.802 —0.19 -0.17 —0.14
0.6 —0.2422 —0.08 0.8037 —0.22 —-0.12 —-0.17
0.7 —0.26 —0.08 0.6897 —0.05 —0.2395 —0.09
0.8 0.01 —0.02 0.492 —0.03 —0.2008 —0.32
0.9 —0.07 —0.11 0.3874 —0.03 —0.20 —-0.15
1 0.02 0.004 —0.02 0.12 0.02 0.02

Specifically, we test model (11)-(12) on portfolios of smart betas and financial ETFs
for « = 0.1, 0.9 and ¢ = 0.8. Model (11)—(12) is estimated by selecting the best ARIMA
model that guarantees the error ¢; to be white noise. In Appendix A Table A2, we show
the optimal choie of ARIMA model and the results of the Ljung-Box test. Moving from
Panel A to Panel B in Table 10, note that the portfolio of smart betas remains tied to the
VIX index for any level of risk aversion considered, but reinforcing the link between all
other macroeconomic variables considered in the analysis. In a crisis period, the smart beta
strategy reduces the speculative aspect of the portfolio, increasing the relationship with
macroeconomic variables especially for less risk-averse individuals, where GDP, CPI, and
FED show significant coefficients (for o = 0.9 CPl is not significant).

Table A2 in the Appendix A shows that in the case of financial ETF portfolios, the
model violates the assumption of no autocorrelation in the residuals for o = 0.1, mean-
ing that information is missed in the estimated model. The macroeconomic variables
considered are not sufficient to explain the portfolio dynamics.
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Table 10. Results of model (11)—(12) (Panels A and B) applied to smart beta and financial ETF portfolios. Panel A includes
data from January 2014 to May 2019, Panel B from January 2014 to May 2020°.

Panel A—January 2014-May 2019

Model (11)-(12) for & = 0.1

Portfolio ML AIC (Res. SE) GDP CP1 FED VIX
Smart betas 128.8 —245.7 (0.034) 8.10 x 1072 (-) 3.00 x 1073(-) —248 x 1072 (-) —3.17 x 1073(*)
Financials 37.17 —64.33 (0.1410) 347 x 1071 (-) —1.61 x 1073(-) 1.57 x 1072 (-) —5.93 x 1073 (-)
Model (11)—(12) for x = 0.9
Portfolio ML AIC (Res. SE) GDP CPI FED VIX
Smart betas 121.55 —231.1 (0.038) 1.69 x 1071 () 1.40 x 1073 () —1.52 x 1072 (-) —2.89 x 1073(*)
Financials —45.98 101.96 (0.5067) 7.22 x 1071 (*) —126 x 1071 (¥ 9.33 x 1071 (*) 213 x 1072 (-)
Panel B—January 2014-May 2020
Model (11)-(12) for & = 0.1
Portfolio ML AIC (SE) GDP CPI FED VIX
Smart betas 143.62 —275.23 (0.039) 1.39 x 1071 (*) 1.89 x 1073(%) —1.97 x 1072 (**) —2.06 x 1073 (***)
Financials 4922 —88.44 (0.131) 112 x 1071 () 2.62 x 1073(-) —1.84 x 1072 (-) —5.74 x 1073 (¥)
Model (11)-(12) for & = 0.9
Portfolio ML AIC (SE) GDP CPI FED VIX
Smart betas 135.8 —257.59 (0.043) 1.65 x 1071 (***) 1.41 x 1073(-) 1.73 x 1072 (*) —1.76 x 1073(*)
Financials —93.17 198.34 (0.839) 37.32 x 1071 (%) —7.39 x 1072(*) —8.51 x 1072 (-) 1.35 x 1071 (***)
4.2. Portfolio Analysis
The coefficient « allows investors to choose a risk profile weighting suited to the two
objectives of return and risk. We consider different values of  in order to show how the
weights of smart beta products computed by solving Equation (2) vary over time with
respect to the naive portfolio. Figure 3 shows the evolution of optimal weights for values
of x equal to 0.1, 0.5, and 0.9, respectively in panels (a), (b), and (c), while the performances
of all smart beta portfolios are compared in panel (d).
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Significance codes: p-value < 0.001 (***); (**) 0.001 < p-value < 0.01; (*) 0.01 < p-value < 0.05; (-) 0.05 < p-value < 0.1; (-) 0.1 < p-value < 1.
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Figure 3. Portfolio optimal weights for « equal to 0.1 (a), 0.5 (b), 0.9 (c), and portfolio performances (budget expressed in
US dollars) for all strategies considered (d) from January 2014 to May 2020. Source: our elaboration on data.

Bearing in mind that « is the risk propensity coefficient, the graphs show that, as
expected, the portfolios are more diversified for low values of «: low risk aversion requires
less concentrated portfolios.

When o = 0.9, dividend is not included in the portfolio for most of the time considered;
the asset with the highest weight in the portfolio also changes over time at regular intervals.

From Figure 3a,b, it is interesting to note that, the weight of the minimum volatility
strategy starts to increase at the end of 2019, meaning that the American market reacts to
the COVID-19 news from China by investing in less volatile products. In contrast, more
risk-prone investors represented by o = 0.9 do not invest in this strategy, a fact reflected in
an underperforming portfolio during the year 2020 (Figure 3d, green line).

4.3. Forecasting via a Linear Discriminant Analysis

As mentioned in the previous sections, our proposed practical strategy permits to
re-hedge portfolios only when it is possible to capitalize monthly gains (G) or losses (L),
otherwise the portfolio is not updated (N). Thus, these three different occurrences are
interpreted as a qualitative variable, named “tilting” variable, whose categories, G, L, N,
depend on the smart beta dynamics.

We investigate whether these three modes of the tilting variable can be distinguished
through the observed smart beta returns. As shown in Figure 4, we start analyzing
the bivariate scatter plot to determine pairs of smart beta showing high performance
in discriminating losses and gains. From Figure 4, note that some smart betas better
discriminate between gains and losses, or respectively from red to black circles, such as
dividend and minimum volatility products regardless of other factor strategies coupled.

Since the tilting variable strongly depends on the threshold values, linear discrimi-
nant analysis (LDA) enables interesting results regarding these values in order to update
portfolio weights and portfolio forecasting strategy.

Moreover, Figure 5 shows an analysis of the returns according to tilting variable for
different values of gain threshold, vy (2.5%, 5%, and 7.5%) and a fixed loss threshold, v, of
1% to update portfolio weights.
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Figure 4. Bivariate scatter plots below the diagonal, histograms on the diagonal, and the Pearson correlation above the

diagonal. Points represent the grouping variables G (red), L (black), and N (white). Source: our elaboration on data. Period:
January 2014-May 2020. p-value < 0.001 (***).

The situation does not change if we consider different values of « (from left to right:
0.1, 0.5, 0.9) within each gain threshold. Differences can be seen between thresholds; indeed,
when we consider a gain threshold value of 5% (middle panel), the average of smart beta
products fluctuates around the loss and gain threshold values, 1% and 5%, respectively, or
around 0 when the better strategy is represented by not rehedging.

Gain thresholds of 2.5% and 7% are not discriminant for the tilting variable: most of
the time gains and losses are not distinguishable.

In addition, for each threshold, smart betas with small variances are more discriminant
with respect to the tilting variable. For example, in the case of a gain threshold of 5%,
Min. Vol., Mom, and Size products play an important role in gain capitalization, while Div
products are important in the case of loss capitalization.

Table 11 confirms the fact that values set to 1% and 5% are reasonable and good
discriminant thresholds to get portfolio dynamics “predictable and well-performing” for
the values of « considered. This table shows scores associated with the first dimension of
LDA according to different values of gain threshold.

Table 11. First linear discriminant analysis (LDA) coefficient (proportion of trace) for different values
of gain threshold and «.

Gain Threshold a=0.1 x=0.5 «=0.9
1% 0.9178 0.8123 0.9178

2.5% 0.9148 0.7689 0.9105

5% 0.9376 0.9346 0.9168

7% 0.6307 0.6307 0.5796

10% 0.6307 0.6307 0.6655

Note that higher values of the first LDA coefficient are associated with the gain
threshold of 5% regardless the value of o considered. This finding suggests that a gain
threshold of 5% is the best choice to update portfolio weights according to Equation (2)
and consequently, to detect a link between macroeconomic variables and smart betas.

The accuracy of the LDA described in Table 12 shows that the results are robust when
lagged returns are considered in the analysis.
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Figure 5. Box plots of smart beta returns for different tilting investment variables (G, L, N), gain threshold values (from

top to bottom: 2.5%, 5%, and 7.5%), and values of alpha (from left to right: 0.1, 0.5, 0.9). Source: our elaboration on data.

(**) 0.001 < p-value < 0.01; (*) 0.01 < p-value < 0.05.

Table 12. Accuracy of LDA analysis.

No Lag

1 Month Lag

2 Month Lag

a=0.1
ax=05
a=09

0.88
091
0.87

0.71
0.75
0.73

0.81
0.85
0.81
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Moreover, we merge the two categories (gain and loss) of the tilting variable into the
“rehedging” category in contrast to the “not rehedging” category to show results regarding
the portfolio forecasting (see Figure 6)”.
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Figure 6. The solid line shows the true value of the portfolio budget while upper and lower bounds are computed as 5%
and 1% of the portfolio budget at time t. Upper panel « = 0.1, middle panel « = 0.5, and bottom panel & = 0.9. Source: our
computation on data. Period: January 2014-May 2020.

7

In Figure 6, the symbols represent the observed tilting variable (rehedging-triangle or not rehedging-circle) according to the LDA prediction at time
t — 2, which provides the forecast of the tilting variable at t —1. The accuracy of this prediction is assessed at time t.
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The forecasting of portfolio rehedging is correct when triangles are out of the interval
defined by lower and upper bounds, while the forecasting of the “not rehedging” is correct
when the circle falls in the interval. Right prediction, i.e., triangles match budget out of
bounds and circles budget within the bounds, occurs most of the time. Specifically, the
accuracy of predictions is 79%, 72%, and 79% respectively for o = 0.1, 0.5 and 0.9.

The results of the LDA prediction based on the lagged smart beta returns allow us
to detect the appropriate strategy represented by updating or not updating the portfolio
weights one month in advance.

This fact emerges from Figure 6, which shows that the prediction of the appropriate
strategy of rehedging at time t effectively occurs when the true value of the portfolio budget
is above or below the threshold bounds most of the time.

5. Conclusions

Factor investing as the driving element of portfolio returns is well recognized in
the literature. In particular, blended portfolios of smart beta strategies across economic
regimes seek to address inefficiencies created by market-based indices, thereby enhancing
investment returns above traditional benchmarks.

This paper assessed the effect of market timing activity on factor investing by detecting
the relationship among optimal weights of smart betas and macroeconomic variables with
a focus on the impact of the COVID-19 pandemic.

The empirical analysis shows a correlation between smart beta portfolio weights
and the economy as a whole. Particularly, when the optimization process considers risk
conditions, macroeconomic series influence portfolio weights while the financial series
has no impact on the evolution of the portfolio itself. This finding is even more evident
considering the COVID period.

Furthermore, market timing activity based on multi-factor portfolio strategies allows
for the generation of portfolios that perform better than those entirely invested in financial
ETFs or constructed by solving the Markowitz equation.

From a forecasting point of view, the technique used in the paper allows us to establish
thresholds of gain and loss of 1% and 5%, respectively, which are reasonable and good
discriminants for yielding portfolio dynamics that are “predictable and well-performing”
for each level of risk aversion considered.

Future work will entail a study of the use of measures other than correlation co-
efficients to explain the relationship between smart beta products and macroeconomic
variables.
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Appendix A

Table Al. Details on the results of auto.arima() corresponding to model (9)—(10) in Table 3.

Panel A—January 2014-May 2019

Smart Beta Price Ratio Arima (p,d,q) p-Value Model Degree of Freedom
Min. Vol. ETF (1,0,0) 0.0364 5
Mom. ETF (0,0,1) 0.6049 5
Qual. ETF (0,0,1) 0.1977 5
Value ETF (0,0,1) 0.3296 6
Size ETF 0,0,1) 0.3894 5
Div. ETF (1,0,0) 0.5892 5

Smart Beta Log-Return Arima (p,d,q) p-Value Model Degree of Freedom
Min. Vol. ETF (1,0,0) 0.0410 5
Mom. ETF (0,0,1) 0.6493 5
Qual. ETF (0,0,1) 0.1871 5
Value ETF (0,0,1) 0.2796 6
Size ETF (1,0,0) 0.4782 5
Div. ETF (1,0,0) 0.6235 5

Panel B—January 2014-May 2020

Smart Beta Price Ratio Arima (p,d,q) p-Value Model Degree of Freedom
Min. Vol. ETF (1,0,0) 0.4017 6
Mom. ETF (2,0,0) 0.3724 6
Qual. ETF (0,0,1) 0.3802 5
Value ETF (1,0,1) 0.3022 6
Size ETF (1,0,0) 0.5546 5
Div. ETF (1,0,0) 0.5726 5

Smart Beta Return Arima (p,d,q) p-Value Model Degree of Freedom
Min. Vol. ETF (1,0,0) 0.5089 5
Mom. ETF (2,0,0) 0.3838 6
Qual. ETF (0,0,1) 0.3846 5
Value ETF (1,0,1) 0.2392 7
Size ETF (1,0,0) 0.5426 5
Div. ETF (1,0,0) 0.5016 5

Table A2. Details on the results of auto.arima() corresponding to model (11)—(12) in Table 10.

Panel A—January 2014-May 2019

Model (11) for & = 0.1

Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (1,0,0) 0.3616 5
Financials (0,0,0) 0.1370 4
Model (11) for x = 0.9
Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (1,0,0) 0.1925 5
Financials (0,0,0) 0.6422 4
Panel B—January 2014-May 2020
Model (11) for ot = 0.1
Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (0,0,1) 0.1889 5
Financials (0,0,0) 0.0960 4
Model (11) for & = 0.9
Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (2,0,0) 0.1369 4
Financials (0,0,0) 0.6675 5
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To further check the robustness of the results, we consider the following model
Yr = b() + blyt—l + bz log(GDPt) + bg,CPIt + b4 FED; + b5VIXt + 14, (Al)

(1—¢1B—...—¢pBP)(1—B)'yr = (1 +61B+...+6,B)er. (A2)

applied to the price ratio (portfolio ratio). Table A3 is analogous to Table 3 while Table A4
is analogous to Table 10. We can see that Tables A3 and A4 confirm the results of Tables 3
and 10.

Table A3. Results of model (A1)-(A2) on smart beta. Panel A includes data from January 2014 to May 2019, Panel B from
January 2014 to May 2020°.

Panel A
Model (A1)-(A2) for ETF price ratio
Smart Beta ML AIC (SE) GDP CPI FED VIX
Min. Vol. ETF 148.43 —284.86 (0.026) 4.03 x 1071 (¥ —1.60 x 1073 (-) 7.30 x 1073 (-) —2.10 x 1073 (*)
Mom. ETF 130.57 —249.14 (0.034) 1.38 x 1071 (-) 3.10 x 1073 (-) —2.56 x 1072 (-) —3.00 x 1073 (%)
Qual. ETF 135.8 —259.61 (0.031) 1.52 x 1071 () 2.80 x 1073 (-) —2.19 x 1072 (-) —3.00 x 1073 (**)
Value ETF 137.01 —258.02 (0.031) 10.77 x 1071 (-) 2.50 x 1073 (-) —2.21 x 1072 () —4.00 x 1073 (***)
Size ETF 141.24 —266.48 (0.029) —5.20 x 1073 () —1.50 x 1073 (-) 1.24 x 1072 () —2.40 x 1073 (**)
Div. ETF 147.95 —283.9 (0.026) 322 x 1071 () —3.00 x 1074 () —4.70 x 1073 () —2.70 x 1073 (**)
Panel B
Model (A1)—-(A2) for ETF price ratio
Smart Beta ML AIC (SE) GDP CPI FED VIX
Min. Vol. ETF 171.49 —326.98 (0.027) —4.44 x 1071 () 7.0 x 1074 (-) 5.70 x 1073 (-) 2.50 x 1073 (***)
Mom. ETF 154.89 —293.78 (0.034) 1.57 x 1071 (**) 1.30 x 1073 (-) —1.31 x 1072 (.) —2.60 x 1073 (***)
Qual. ETF 159.13 —304.27 (0.032) 1.98 x 10~ (***) 6.00 x 107* (-) —7.30 x 1073 (**) —2.00 x 1073 (**)
Value ETF 156.32 —298.65 (0.033) 1.96 x 1071 (**¥) 1.20 x 1073 (**¥) —1.46 x 1072 (***) —4.00 x 1073 (***)
Size ETF 156.5 —299.01 (0.033) 236 x 1071 (***) 7.00 x 1074 (-) —9.80 x 1073 () —3.70 x 1073 (***)
Div. ETF 163.03 —312.06 (0.030) 2.79 x 1071 (*+¥) —2.00 x 1074 (-) —3.90 x 1073 (-) —3.50 x 1073 (***)

Table A4. Results of model (A1)-(A2) (Panels A and B) applied to smart beta and financial ETF portfolios. Panel A includes data from
January 2014 to May 2019, Panel B from January 2014 to May 2020°.

Panel A—January 2014-May 2019
Model (A1)-(A2) for x =0.1

Portfolio ML AIC (Res. SE) GDP CPI FED VIX
Smart betas 126.93 —241.87 (0.036) —456 x 1072 (-) 6.70 x 1073 (-) —5.12 x 1072 () —2.70 x 1073 (%)
Financials 37.17 —62.34 (0.142) 352 x 1071 (-) —1.64 x 1073 (-) 1.60 x 1072 (-) —6.03 x 1073 (-)

Model (A1)-(A2) for x = 0.9

Portfolio ML AIC (Res. SE) GDP CPI FED VIX
Smart betas 120.05 —228.1 (0.040) 7.69 x 1071 (-) 4.70 x 1073 (-) —4.01 x 1072 () —2.40 x 1073 ()
Financials —45.15 102.34 (0.504) 8.82 x 1071 (*) —154 x 1071 (¥ 1.13 x 1071 (*) 2.03 x 1072 (-)

Panel B—January 2014-May 2020
Model (A1)-(A2) for & =0.1

Portfolio ML AIC (SE) GDP CPI FED VIX
Smart betas 145.46 —274.92 (0.038) 8.12 x 1072 (*) 1.30 x 1073 (***) —1.32 x 1072 (***) —1.60 x 1073 (***)
Financials 49.24 —86.47 (0.132) 1.18 x 1071 (-) 262 x 1073 (-) —1.83 x 1072 (-) —5.84 x 1073 (%)

Model (A1)-(A2) for x = 0.9

Portfolio ML AIC (SE) GDP CPI FED VIX
Smart betas 136.24 —256.47 (0.043) 1.29 x 1071 (*) 1.30 x 1073 (-) —1.52 x 1072 () —1.70 x 1073 (**)
Financials —85.57 187.14 (0.770) 34.98 x 1071 () —6.44 x 1072 () —1.41 x 1071 () 1.62 x 1071 (***)

8 Significance codes: p-value < 0.001 (***); (**) 0.001 < p-value < 0.01; (*) 0.01 < p-value < 0.05; (-) 0.05 < p-value < 0.1; (-) 0.1 < p-value < 1.
9 Signif. codes: p-value < 0.001 (***); (**) 0.001 < p-value < 0.01; (*) 0.01 < p-value < 0.05; () 0.05 < p-value < 0.1; (-) 0.1 < p-value < 1.
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Table A5. Details on the results of auto.arima() corresponding to model (A1)-(A2) in Table A3.

Panel A—January 2014-May 2019

Smart Beta Price Ratio Arima (p,d,q) p-Value Model Degree of Freedom
Min. Vol. ETF (0,0,0) 0.0309 5
Mom. ETF (0,0,0) 0.4397 5
Qual. ETF (0,0,0) 0.2523 5
Value ETF (2,00, 0.4196 7
Size ETF (0,0,1) 0.1295 7
Div. ETF (0,0,0) 0.5715 5

Panel B—January 2014-May 2020

Smart Beta Price Ratio Arima (p,d,q) p-Value Model Degree of Freedom
Min. Vol. ETF (1,0,0) 0.2608 7
Mom. ETF (2,0,0) 0.2378 7
Qual. ETF (0,0,1) 0.3344 6
Value ETF 0,0,1) 0.1484 6
Size ETF (1,0,0) 0.4414 6
Div. ETF (1,0,0) 0.3968 6

Table A6. Details on the results of auto.arima() corresponding to model (A1)-(A2) in Table A4.

Panel A—January 2014-May 2019

Model (A1)—(A2) for o = 0.1

Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (0,0,0) 0.2593 5
Financials (0,0,0) 0.0804 5
Model (A1)—-(A2) for & = 0.9
Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (0,0,0) 0.1647 5
Financials (0,0,0) 0.5326 5
Panel B—January 2014-May 2020
Model (A1)-(A2) for & =0.1
Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (1,0,1) 0.1078 7
Financials (0,0,0) 0.0493 5
Model (A1)-(A2) for & = 0.9
Portfolio Arima (p,d,q) p-Value Model Degree of Freedom
Smart betas (2,0,0) 0.0856 7
Financials (0,0,1) 0.1614 7
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Appendix B

Table A7. Correlation between optimal weights of smart beta (a) and ETFs (b) and macroeconomic variables for o = 0.
Significant correlations (5% significant level) are highlighted by gray color.

(@ (b)

%(1)111 Mom. Qual. Value Size Div. DIA IHI IXG IYF IYG SPY
GDP 0.597 —02329 0.1596¢  —0.3022 04931 —0.0262 GDP 0.0782 ~ —0.3311 0.5027 0.1839 0.4329  —0.0912
VIX 0.5253  —0.1325 0.0072  —0.0432 02198  —0.0412 VIX 0.0106 0.0955  —0.1065 —0.2016 —0.3073 —0.1219
CPI 0.8726  —0.3416 0.1522  —-0.3433 0.521 0.0678 CPI —0.0612 —0.2061 0.3833 0.0341 0.2382  —0.0492
FED 0.557 —0.2653 0.0459  —0.3073 0.5318 0.121 FED —0.0267 —0.1767  0.4603 0.1304 0.3213  —0.0817

Table A8. Correlation between optimal weights of smart beta (a) and ETFs (b) and macroeconomic variables for o = 0.9.
Significant correlations (5% significant level) are highlighted by gray color.

(a) (b)

Min.Vol Mom. Qual. Value Size Diw. DIA IHI IXG IYF IYG SPY
GDP 0.1475 —0.5254 —0.2013 0.2965 0.317 —0.432 GDP 0.2851 —0.3889 —0.0453 —0.0493 0.0127 —0.1147
VIX 0.0092 —0.0707 —0.0893 0.2619 —0.0239 —0.1293 VIX —0.0706 —0.1148 0.3874 —0.0259 —0.1987 —0.1485
CPI 0.1146 —0.5371 —0.2803 0.4127 0.2864 —0.3635 CPI 0.2608 —0.2706 —0.0303 —0.0924 —0.0503 —0.2126
FED 0.1463 —0.4599 —0.2523 0.2099 0.4195 —0.3926 FED 0.3131 —0.2782 —0.0417 —0.0827 —0.0761 —0.1443
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