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Editor’s Letter
Financial Innovation: Old Wine in New Bottles?
	 The financial industry and the alternative investment industry, in particular, are 
known as innovative industries.  Individual and institutional investors’ needs change 
through time, and since the financial industry is highly competitive, there are no 
shortages of innovators who will step forward to meet these needs.  In the last 50 years, 
we have seen the introduction of index funds, new hedge fund strategies, target-date 
funds, ETFs and ETNs, BDCs, CDOs, CLOs, CDSs, exotic options, risk budgeting and risk-
parity, factor investing, smart betas, liquid alternatives, and crowd funding  just to name 
a few.
	 However, some of these innovations have not met investors’ expectations and, 
therefore, financial innovations have received their share of bad press.  For example, 
CDSs and CDOs were blamed for the 2007-2008 financial crises.  Some would go even 
further and argue that most financial innovations are nothing but new schemes by 
the investment industry to create new sources of revenue through higher fees at the 
expense of savers and investors.  Paul Volcker shared his skepticism about financial 
innovations by stating “the ATM is the only useful financial innovation in the last 30 
years.” 
	 Let’s focus on two recent innovations in the financial industry. First, the concept 
of using a risk-parity approach to portfolio construction.  The idea seems quite 
appealing.  The weights of the portfolio must be selected so that each asset class makes 
the same contribution to the total risk of the portfolio.  This sounds interesting, but there is 
no theoretical reason for this portfolio to outperform other allocations all, or even most, 
of the time.  Once people looked at these portfolios more closely, they soon realized 
that risk-parity allocations were nothing but a bet on fixed income securities continuing 
their 20-year bull market.  Proponents of the approach have suggested that because 
risk-parity portfolios require some leverage in order to generate reasonable returns going 
forward, risk-parity portfolios provide a return for leverage risk and since not everyone 
can employ leverage, the return from assuming leverage risk is high enough to make 
risk-parity a viable approach.  This still seems to be a leveraged bet on fixed income.
Next, we have the smart beta approach to asset allocation or, as some have pointed 
out: Smart Beta = Dumb Beta + Smart Marketing
	 In this approach, the hope for generating alpha is given up, and now investors 
are told that they must accept some (beta) risk to earn a premium.  This is a good 
start.  Finally, investors are told the truth that there are very few free lunches in the 
financial markets.  However, smart beta goes one step further, and similar to the risk-
parity approach, argues that return to these smart betas will dominate returns to more 
traditional betas most of the time.  It seems that no thought is given to the fact that 
some asset classes (e.g., fixed income) or smart betas (e.g., value or momentum) may 
become too expensive at some point and, therefore, will underperform the overall 
market. 
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	 These two approaches have one thing in common: They propose asset allocation 
strategies that do not depend on price.  In other words, the performance of these 
products is typically compared to the S&P 500 Index or MSCI World Index, which are cap-
weighted indices, while risk-parity and smart beta approaches propose asset allocations 
that deviate from market cap approach.
	 In an insightful recent paper titled “The Surprising Alpha From Malkiel’s Monkey 
and Upside-Down Strategies,” Robert Arnott, Jason Hsu, Vitali Kalesnik, and Phil 
Tindall show that asset allocation approaches such as minimum variance portfolios, 
fundamental index portfolios, equally weighted portfolios, and other smart-beta based 
portfolios outperform the cap-weighted benchmark. More surprisingly, they show 
that even the Monkey portfolio (i.e., a portfolio of randomly selected stocks) and a 
portfolio with allocations inversely related to smart betas outperform the cap-weighted 
benchmark.  What is going on here?  
	 Because these strategies deviate from market caps, they will have a strong tilt 
toward small-cap stocks and some tilt toward value stocks.  Small-cap stocks are both 
riskier and less liquid, and therefore, should offer a higher return in the long run.  Again, we 
see that there is no free lunch and beta exposure, whether it is smart or stupid, means risk 
exposure.  
	 It is important for investors to ignore the marketing material, and first learn about 
the risk exposures of the investment strategy.  Second, they need to find out if they have 
too little or too much exposure to those risks.  Third, they need to decide whether the 
market provides adequate compensation for bearing those risks.  Unfortunately, the 
answer to this last question is fairly difficult to obtain, and it is bound to be highly time-
dependent.  For example, is the compensation for the size factor adequate?  While 
small-cap stocks tend to outperform large-cap stocks over long periods of time, there are 
fairly long periods of time over which small-cap stocks underperform large-cap stocks.  
Finally, investors have to decide on the most efficient method of obtaining the exposures 
provided by a product.  For example, rather than using expensive and less transparent 
products such as smart-beta and risk-parity, investors can obtain exposure to small-cap or 
value stocks through less expensive and more transparent products such as index funds 
or ETFs.  Sometimes, it might be wise to remember John Kenneth Galbraith’s observation 
that “The world of finance hails the invention of the wheel over and over again, often in a 
slightly more unstable version.”

Hossein Kazemi, Editor
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Call for Articles
Article submissions for future issues 
of Alternative Investment Analyst Review (AIAR) are 
always welcome. Articles should cover a topic of 
interest to CAIA members and should be single-spaced. 
Additional information on submissions can be found at 
the end of this issue. Please email your submission or 
any questions to AIAR@CAIA.org.  

Chosen pieces will be featured in future issues of AIAR, 
archived on CAIA.org, and promoted throughout the 
CAIA community.
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