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EXECUTIVE SUMMARY"

Beyond Cap Weight:

THE EMPIRICAL EVIDENCE FOR A
DIVERSIFIED BETA

In the aftermath of the global financial crisis, many investors reassessed
their risk budgets downward. In some cases, this resulted in a decision
to invest into passive strategies for global equity portfolios. The
investment industry has traditionally used passive beta strategies based
on market-cap weights (Cap Weight). However, there are other beta
strategies that institutional investors can choose from, some offering

better return and/or lower volatility when compared with Cap Weight.

Paul Moghtader and Craig Scholl from Lazard Asset T'he paper then considers two blended combinations of the four
Management (Lazard) have recently co-authored a research passive alternatives, Cap Weight, Equal Weight, Economic Scale,
paper with Rob Arnott and Vitali Kalesnik, from Research and Minimum Variance. It is particularly interesting that the most
Affiliates, titled “Beyond Cap Weight: The Empirical Evidence efficient blend, which we refer to as “Efficient Beta,” consists of
for a Diversified Beta,” which analyzes some of these alterna- equally weighting Cap Weight, Economic Scale, and Minimum

tives and explores the potential of a more diversified approach Variance (the other blend is an equal-weight combination of all

in the quest for beta. four passive alternatives). Over the market cycle under consider-

P « . ”» H .
The research paper reviews three non-cap-weighted strategies, ation, the “Efficient Beta” achieved superior returns off lower

Equal Weight, Economic Scale, and Minimum Variance; ana- volatility, thereby delivering a noticeably higher Sharpe Ratio.

lyzes the theoretical assumptions underlying their creation; and Exhibit 1 shows various performance metrics of the different

compares their performance. As its name suggests, the Equal strategies. It is clear, from both return and risk perspectives,

Weight strategy is constructed by equally weighting all of the that all of the alternatives provided higher returns and lower

stocks in a relevant index. Economic Scale, which is also known volatility compared to the Cap Weight strategy.

as the Fundamental Index® approach, weights companies

according to combinations of sales, cash flow, book value, and Exhibit 2 shows that diversifying the beta exposure away from a
dividend measures. Minimum variance strategies are constructed sole reliance on the Cap Weight strategy results in a reduction in
to minimize volatility. the overall volatility for the Efficient Beta strategy.
[EEXHEIT T RETURN CHARACTERISTICS | VANUARY lowe = JUNEzo0e
Excess Return vs. Tracking Error vs.

Strategy Geometric Return (%) Volatility (%) Sharpe Ratio Cap Weight (%) Cap Weight (%)

Cap Weight 6.39 14.50 0.18 — —

Economic Scale 9.46 14.35 0.40 3.07 5.00

Equal Weight 8.48 14.44 0.33 2.10 4.65

Minimum Variance 9.26 10.70 0.52 2.87 7.39

Efficient Beta 8.43 12.81 0.37 2.04 3.71

Source: Research Affiliates, Lazard
Past performance is not a reliable indicator of future results.
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Even relative to the constituent non-cap-weight strategies, the e 'The Efficient Beta strategy’s outlier characteristics are more
combined strategy shows a number of attractive attributes: similar to those of the Cap Weight strategy than any of the

e The tracking error is reduced significantly compared with individual non-cap-weighted strategies. The minimum

each individual strategy, leading to an information ratio that
is higher than the average. examined period both outperformed the Cap Weight strategy,

thus suggesting that a move from a singular reliance on cap

monthly return and minimum 3-month return over the

weighting to a more diversified approach does not signifi-
cantly increase the downside risk.

Each strategy has its own strengths. Cap Weight has the lowest
Efficient Beta Excess Annualized Return cost. Minimum Variance achieves its objective with the lowest
versus Cap Weight (%) . . .

volatility of 10.70% and the highest Sharpe Ratio of 0.52. The

10
Economic Scale strategy, measured relative to the Cap Weight
strategy, has the highest information ratio, 0.62. The Equal Weight
€ strategy has the lowest tracking error versus the Cap Weight.
0 Conclusion
T'he conclusion of the paper is that all three alternatives to the
5 Cap Weight strategy, as well as the blended strategy, have histor-
ically dominated Cap Weight in return and/or risk-adjusted
returns. [t suggests that, for those conservative investors who
-10

would like to moderate their beta risk, a good alternative may
5 4 3 2 1 0 1 2 3 4 5

Efficient Beta Excess Annualized Standard Deviation of
Return versus Cap Weight (%)

be to diversify among different beta strategies.

LLazard offers a range of Managed Equity Risk strategies,
Source: Research Affiliates, Lazard including the Lazard Quantitative Equity (LQE) — Global
Past performance is not a reliable indicator of future results. Passive Volatility strategy that was used as the Minimum

Variance strategy in the research paper described above.

NOTES

1 This paper summarizes an article published in the January/February 2010 issue of the Journal of Indexes.

IMPORTANT INFORMATION

Published on 27 November 2009. Revised on 7 December 2009.

"T'his report is for informational purposes only. It is not intended to, and does not constitute, an offer to enter into any contract or investment agreement in
respect of any product offered by Lazard and shall not be consider as an offer or solicitation with respect to any product, security or service in any jurisdiction
or in any circumstances in which such offer or solicitation is unlawful or unauthorized or otherwise restricted or prohibited.

"The information and opinions presented have been obtained or derived from sources believed by Lazard to be reliable. Lazard makes no representation as to their accu-
racy or completeness. All expected or predicted opinions or data expressed herein are as of the published date, unless otherwise specified, and are subject to change.

The performance presented in this report is for the LQE — Global Passive Volatility strategy and is hypothetical performance for a product not yet offered by
Lazard. The hypothetical performance presented herein includes historical financial data to show what decisions would have been made if the strategy were
employed. Simulated performance results are shown for illustrative purposes only and do not represent actual trading or the impact of material economic
factors on Lazard’s decision-making process for an actual Lazard client account. Simulated performance results were achieved by means of a retroactive
application of a model designed with the benefit of hindsight. The data shown is from January 1993 through June 2009. Further information regarding the
simulated data set and performance may be made available upon request.

SIMULATED PERFORMANCE RESULTS HAVE MANY INHERENT LIMITATIONS. NO REPRESENTATION IS BEING MADE THAT ANY
ACCOUNT WILL OR IS LIKELY TO ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE SHOWN. IN FACT, THERE MAY BE SHARP DIFFER-
ENCESBETWEEN SIMULATED PERFORMANCE RESULTS AND THE ACTUAL RESULTS SUBSEQUENTLY ACHIEVED BY ANY PARTICULAR
INVESTMENT PROGRAM. ONE OF THE LIMITATIONS OF SIMULATED PERFORMANCE RESULTS IS THAT THEY ARE PREPARED WITH
THE BENEFIT OF HINDSIGHT. ASA RESULT, THE MODELS THEORETICALLY MAY BE CHANGED FROM TIME TO TIME TO OBTAIN
MORE FAVORABLE PERFORMANCE RESULTS. THERE ARE OTHER FACTORS RELATED TO THE MARKETS IN GENERAL ORTO THE
IMPLEMENTATION OF ANY SPECIFIC INVESTMENT PROGRAM WHICH CANNOT BE FULLY ACCOUNTED FOR IN THE PREPARATION
OF SIMULATED PERFORMANCE RESULTS AND ALL OF WHICH MAY ADVERSELY AFFECT ACTUAL TRADING RESULTS.

A quantitative investment strategy relies on quantitative models and quantitative filters, which, if incorrect, may adversely affect performance. Generally,
quantitative models and quantitative filters used in managing quantitative investment strategies become obsolete after some time and require rigorous, con-
tinual monitoring and adjustments on an ongoing basis to avoid such obsolescence.

© 2009 Lazard Asset Management LL.C. Australia: Issued by Lazard Asset Management Pacific Co., Level 39 Gateway, 1 Macquarie Place, Sydney NSW
2000. Germany: Issued by Lazard Asset Management (Deutschland) GmbH, Alte Mainzer Gasse 37, 60311 Frankfurt am Main. Japan: Issued by Lazard
Japan Asset Management K.K., AT'T Annex 7th Floor, 2-11-7 Akasaka, Minato-ku, Tokyo 107-0052. Korea: Issued by Lazard Korea Asset Management Co.
Ltd., 10F Seoul Finance Center, Taepyeongno-1ga, Jung-gu, Seoul, 100-768. United Kingdom: For Professional Investors Only. Issued by Lazard Asset
Management Ltd., 50 Stratton Street, London W1] 8LL. Registered in England Number 525667. Authorised and regulated by the Financial Services
Authority (FSAO0). United States: Issued by Lazard Asset Management LLC, 30 Rockefeller Plaza, New York, NY 10112.
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