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

ETFs. Today we address the supposed academic consensus that the only recourse for

investors frustrated with active management is to turn to market capitalization-weighted

index funds.

 

“That’s the Way It’s ‘Always’ Been Done”

 

In Market Capitalization-Weighted Indexes: An Accident of History, we laid out our case

that much of the impetus for trillions of dollars to continue tracking market

capitalization-weighted indexes appears to be little more than “that’s the way it’s

‘always’ been done.”

 

In this blog series, we’ll address the most common lines of attack against smart beta

and ETFs.

 

For clarity, our discussion of smart beta will refer to this excerpt from the Financial

Times:

 

Smart beta strategies attempt to deliver a better risk and return trade-off than

conventional market cap weighted indices by using alternative weighting schemes

based on measures such as volatility or dividends.1

 

The truth is that the “active management versus passive market cap-weighted indexing”

argument is a classic false dilemma. It presupposes that investors are confronted with a

binary decision between just these two choices, conveniently leaving out a third road:

indexing in a smart beta format.

 

As our Chief Strategist, Luciano Siracusano, is keen to point out, our industry is

better served by discontinuing this “active versus passive” question and transforming it

to one of “passive versus passive.” The solution to active management’s problem—the

fallibility of human behavior and higher fees associated with paying for a full analyst

and star portfolio management team—is to utilize rules-based alternative indexing, which

WisdomTree helped pioneer.

 

Before and After

 

Furthermore, as we pointed out in “An Accident of History,” it appears that market

capitalization weighting as a methodology came about solely as a means of measuring the
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average returns of the average investor, not because it was based on the academic rigor

of the efficient market hypothesis (EMH). In fact, early academic work that formed the

basis for EMH, such as that conducted by Eugene Fama in 19702 and Burton Malkiel in

1973,3 appears in the timeline almost a full generation after Standard & Poor’s developed

the modern-day version of the S&P 500.

 

Yes, you read that correctly: EMH came after the S&P 500’s modern-day index construction

came into being, not the other way around. 

 

Further, as far as the so-called academic consensus that cap-weighted indexing is the

optimal strategy, none other than Malkiel himself crossed over to embrace the smart beta

trend in 2017.4 

 

As for Eugene Fama, he later became known for his work with Ken French, conducting the

now-classic studies that identified the presence of value and small-cap factors as being

accretive to long-term returns.5 In support of this research, Wharton Professor Jeremy

Siegel, Senior Strategy Advisor to WisdomTree, also concluded that the quintile of

stocks with the highest earnings-to-price ratio (the cheapest ones) outperformed the S&P

500 by 249 basis points (bps) per year from 1957 to 2016.6

 

Siegel’s findings run parallel to data from French’s database, which show value stocks

provided 230 bps of outperformance over the broad market during the course of more than

a half century.7

Given data like this, we’re glad to be in the smart beta business.

 

 

 

1Chris Flood, Financial Times. Excerpt is a subset of a 12-paragraph definition of smart

beta in the Financial Times Lexicon.

2Source: Eugene Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,”

1970.

3Source: Burton Malkiel, “A Random Walk Down Wall Street,” 1973.

4Source: James B. Stewart, “An Index-Fund Evangelist Is Straying From His Gospel,” The

New York Times, 6/22/17.

5The Fama & French three-factor model posits that stock returns are a function of beta,

which is the measure of the relationship between a stock’s movement and that of the

market, along with the size and value factors, which are a function of the market

capitalization of stocks and their valuations.

6Source: 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.

7Defining value stocks as those in the highest 30% by the book-to-market ratio, with

higher values indicating a lower market price relative 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.

Data from the Kenneth R. French data library.

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

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

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

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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DEFINITIONS

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

market-cap weightings.

Market 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.

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Dividend : A portion of corporate profits paid out to shareholders.

Active manager : Portfolio managers who run funds that attempt to outperform the market

by selecting those securities they believe to be the best.

Passive  : Indexes that take a rules-based approach with regular rebalancing schedules

that are not changed due to market conditions.

Basis point : 1/100th of 1 percent.
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