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This is part three of a four-part blog series addressing the attacks on smart beta and E

TFs. Today’s topic is supposed data mining in smart beta.

 

Going Way BackGoing Way Back

  

We often hear assertions that smart beta strategies mine data based on factors that have

performed handsomely in recent years.  The problem with this argument is that many of

the classic smart beta concepts, “value” being the leader of the pack, have been around

for so long that many investors have forgotten just how many years it has been since

their discovery came into being.

 

Of the main smart beta factors (value, quality, size, momentum and low volatility), none

has been around as a concept quite as long as value, which goes back to Benjamin Graham

and David Dodd in 1930.1 Additionally, Wharton Professor Jeremy Siegel’s data on value

stocks dates to 1957,2 while Dartmouth’s Ken French has a data library going back to 1926

that is strongly supportive of the value and size factors in particular.3

 

Furthermore, a well-known index like the S&P 500 Equal Weight Index, which dates to

December 29, 1989, outperformed the market capitalization-weighted S&P 500 Index by 123 

basis points (bps) per year through August 16, 2017, a compounding that caused the

former to multiply 17-fold, while “beta” (the S&P 500) rose 12-fold over the nearly

three-decade horizon.

 

Additionally, we need to carefully consider the nature of the attack against “data

mining.” What exactly does it mean, who defines it and what is the alternative? Take for

example, WisdomTree’s 2006 vintage of dividend-weighted ETFs. Rather than weighting by

market capitalization, we simply chose to have our original ETFs focus on a metric that

made more logical sense than cap weighting. How is something like that “data mining”? It

isn’t.

 

Furthermore, the charge of data mining is usually lobbed in tandem with an argument that

“no one ever shows a bad back test.” That’s right, and that’s because the industry is

and should be striving for nothing short of excellence. Does this charge mean that we

should, instead of seeking out stocks with positive fundamentals, try to put our

investors in companies that are expensive or have deteriorating fundamentals? Of course

not; we have a responsibility to investors, as do our competitors in the smart beta

business. Both smart beta and cap-weighted indexing align the money manager’s best

interests with those of clients. We all put together indexes that we think will help our

clients, because we want to keep our clients for generations. That’s just common sense.
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A Mining AssignmentA Mining Assignment

 

Finally, we would be remiss if we didn’t mention the one kind of mining that many in

this industry desperately hope clients won’t engage in—and that is mining to page 96 of

the Investment Company Institute’s 2017 Fact Book. It reveals a dirty truth: actively

managed equity and bond mutual funds have average expense ratios of 82 bps and 58 bps,

respectively.4 That is a problem … for mutual funds.

 

 

 

 

 

1Source: Benjamin Graham and David Dodd, “Security Analysis,” 1930.

2Source: Jeremy Siegel, “The Future for Investors” (2005), with updates to 2016. Data

from 12/31/1957 to 12/31/2016, using the S&P 500 universe as of 12/31/16.

3French’s work on the value factor, for example, defines value stocks as those in the

highest 30% by the book-to-market ratio, with higher values indicating a lower market

price compared to this fundamental factor, within the large-cap universe. Broad market

refers to a market capitalization-weighted measure of the returns of all firms captured

by the Center for Research in Security Prices and listed on the New York Stock Exchange,

American Stock Exchange or NASDAQ.

4Expense ratios are measured as asset-weighted averages. Data excludes mutual funds

available as investment choices in variable annuities and mutual funds that invest

primarily in other mutual funds.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONSDEFINITIONS

Smart BetaSmart Beta  : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.

ValueValue  : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

QualityQuality  : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

SizeSize  : Characterized by smaller companies rather than larger companies by market

capitalization. This term is also related to the Size Factor, which associates smaller

market-cap stocks with excess returns vs the market over time.

MomentumMomentum  : Characterized by assets with recent price increase trends over time. This

term is also associated with the Momentum Factor which associates these stock

characteristics with excess return vs the market over time.

Low VolatilityLow Volatility  : Characterized by lower standard deviation of price over time. This

term is also associated with the Low Volatility Factor, which associates lower

volatility stocks with better risk-adjusted returns vs the market over time.

S&P 500 Equal Weight IndexS&P 500 Equal Weight Index  : Designed to track the equally weighted performance of

the 500 constituents in the S&P 500 Index.

Market capitalization-weightingMarket capitalization-weighting  : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights in approaches

designed to weight firms by market cap.

S&P 500 IndexS&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Basis pointBasis point  : 1/100th of 1 percent.

Dividend weightedDividend weighted  : Constituent securities represented within the Index in proportion

to their contribution to the dividend stream of the Index.
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