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Smart Beta: Short-term Fad or the Future of Investing? 

Traditionally, investors have had two options when investing in stocks and bonds - buy a passive index or choose 
an active manager. These limited options require investors to make bold assumptions about the markets. 
Passive indexing infers that the markets are efficient and thus automatically price-in all available information. On 
the other hand, active management assumes the markets are inefficient and suggests that skilled stock/bond 
pickers have an edge.1 What if there was a way to combine the benefits of each into a single strategy? Within 
this piece, we discuss Smart Beta investing and how it attempts to do just that. 
 
The Usual Suspects: Passive vs. Active 

Passive investing or indexing has been around for decades and is a time-tested way to gain market exposure. 
Index investments attempt to replicate the returns of a specific index minus fees. Because the investment 
provider (think Vanguard) does not need a team of research analysts, costs remain low. This allows for returns 
close to its benchmark index. These strategies fit well for investors who believe the market is efficient. 
 

“Most global indexes have one major flaw - they provide more exposure to the 
largest companies (stock indexes) or those with the most debt (bond indexes).” 

 
Unfortunately, most global indexes have one major flaw - they provide more exposure to the largest companies 
(stock indexes) or those with the most debt (bond indexes). Within the equity markets, most indexes are cap-
weighted. They give companies with the largest market capitalization (market cap = # shares outstanding x stock 
price) the biggest weighting. The bond market is similar as companies/countries with the most debt are given 
the largest weighting.2 On the surface this may sound like a good idea - especially within the stock markets. 
However, this approach distorts the index, reducing diversification and increasing risk. 
 
Conversely, actively managed strategies (think Fidelity) choose investments from within the index in attempt to 
outperform it. Their goal is to choose the “winners” and avoid the “losers”. Active strategies come in many 
forms and tend to be more expensive than indexing. This is due to the extra cost of paying teams of 
professionals to seek out market inefficiencies. Unfortunately, this additional cost has the potential to erode 
returns and lead to underperformance over time.3 Lastly, choosing a “good” manager is difficult and time 
consuming. 
 
The Best of Both Worlds 

Smart Beta strategies attempt to outperform a reference index by combining positive attributes from passive 
and active management. They tend to maintain a similar structure to that of a traditional index but with an 
active approach. For example, a Smart Beta strategy might own most of the stocks within the S&P 500 but put 
more weighting on companies that are deemed higher quality. Another example may include a larger exposure 
to securities with lower historical volatility. The aim of these strategies is to actively exploit factors that may lead 
to outperformance while maintaining a low cost structure. 
 
These types of strategies can be used in a variety of ways within a portfolio. Some investors pair or even replace 
traditional investment strategies with Smart Beta investments. Depending on the strategy chosen, the investor 
might be attempting to achieve long-term outperformance or just reduce volatility.  Either way, it’s critical to 
recognize how a specific Smart Beta strategy is constructed before choosing it.  

 
“Even Smart Beta investments have a few drawbacks. “ 

 
As with many new products, even Smart Beta investments have a few drawbacks. One example is the potential 
for high internal expenses. Unfortunately, many investors overlook expenses in the Smart Beta space due to the 
misconception that all indexes are low cost. It’s important to review the total cost of owning an investment 
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when conducting due diligence. Data mining bias is another potential drawback. Many Smart Beta providers 
handpick strategies that have performed well in the past or during specific periods of time. These strategies may 
lead to future underperformance and investor dissatisfaction. 
 
Conclusion 

Smart Beta strategies provide a 3rd choice to investors deciding between active and passive options. The goal of 
Smart Beta investing is to combine the positive characteristics of both options into a single investment. Many 
Smart Beta strategies offer a lower cost than active management while avoiding the pitfalls of owning a cap-
weighted index. Even so, they come with their own set of shortcomings. It’s import to review the total cost of 
ownership before making a selection. Also, avoid chasing returns by choosing an investment simply because it 
has done well in the recent past. Finally, investors should recognize that Smart Beta investments come with risks 
and can underperform. With that being said, more choices are a good thing and a positive for the investment 
industry as a whole. 
 
As always, please feel free to contact us with any questions you may have. 
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Important Risk and Disclosure Information  
Investing has risks, some of which may be substantial depending on the objective. Investors should carefully consider their 
objectives, risk tolerance and time horizon before investing. There is no guarantee that investment objectives will be 
achieved. Diversification does not necessarily ensure a profit or protect against a loss. Certain investments discussed may 
not be liquid. ETF’s, non-traded securities and closed-end funds and other investments could be worth more or less than 
their net asset value when bought or sold. A complete description of risks can be found in the prospectus for each 
investment.    

This material is provided on an informational basis only and should not be construed as a solicitation for any specific 
product or service. The views expressed in this report are those of investment professionals and are current only through 
the date when this was delivered, and are not intended as investment advice or a recommendation to purchase or sell 
specific securities. All discussion of asset allocation and/or portfolio diversification reflects general principles and does not 
represent a recommendation for specific action.  

These opinions may change at any time without notice, and there is no assurance that any securities discussed herein, will 
remain in an account at the time you receive this information. It is not possible to invest directly in an Index. Various index 
names that we refer to may be registered trademarks. Past performance does not predict future results. While every effort 
has been made to verify the information contained herein, we make no representations as to its accuracy.    

Wealth and Pension Services Group, Inc., (WPSGI) and its affiliates and its employees are not in the business of providing 
tax or legal advice. Tax‐related statements, if any, may have been written in connection with the marketing of the 
transaction(s) or matter(s) addressed by these materials, to the extent allowed by applicable law. Any such taxpayer should 
seek advice based on the taxpayer’s particular circumstances from an independent tax advisor. You should only rely on your 
statements from you custodian(s) for definitive information about your accounts, holdings and transactions. While we make 
every effort to ensure the accuracy of reports we provide, our company is a registered investment advisor, not a custodian, 
so we must rely on information from other sources for generating reports and cannot guarantee the accuracy of such 
information.    

WPSGI does not give any representation or warranty as to the reliability, accuracy or completeness of any third party 
material, nor does WPSGI accept any responsibility arising in anyway ( including negligence) for errors in, or omissions from 
such third party material. The fact that third party information was provided through WPSGI does not constitute an 
endorsement, authorization, sponsorship, or affiliation by WPSGI its owners, or its employees. Securities offered through 
Triad Advisors, Inc. Member, FINRA/SIPC. Investment Advisory services offered through Wealth and Pension Services 
Group, Inc.    

Please see form ADV 2 and part B for a complete description of services, conflicts and disclosures. A copy can be requested 
by calling 770-333-0113.  

 


