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Across the country, about one in five Americans1 is spending August reviewing fantasy

football pre-draft guides to strategize the best bang for their buck by position: maybe

some combination of proven quality players that won’t break the bank like veterans Drew

Brees and Golden Tate, coupled with an upstart rookie like Saquon Barkley if still

available midway through the first round. At WisdomTree, we’ve spent August trying to

help investors form a game plan around a fundamental but critical question for their

portfolios: What are your best ideas for investing at this later stage of the U.S.

economic cycle?

 

Our answer: an approach that targets quality companies with strong balance sheets and

healthy profitability at reasonable valuations.

 

My colleague’s blog post broke down the return patterns of factors leading up to and dur

ing downturns and concluded that quality was “the best of factors in the worst of

times.” The behavioral rationale for this anomaly: when times get tough, investors

become acutely focused on differences in current profitability and less attracted to

promises of future revenue growth.

 

Five years ago, WisdomTree launched a global family of Quality Dividend Growth Indexes

that has yielded impressive real-time results. A characteristic of these Indexes across

global equity markets is the valuation premiums quality investing commands, with the

U.S. the cheapest by our preferred measures.

 

Quality on Sale in the U.S?

 

The key to a successful fantasy football draft is to get the best performance from a

player relative to the price paid. This concept, looking for quality at reasonable

prices, is the same logic we take when we approach quality investing.

 

Warren Buffett’s feelings on combining the elements of quality and value into one

investing approach is summed up by the following quotation: “Value is buying good

companies at cheap prices. Quality is buying great companies at fair prices."2

 

WisdomTree’s Quality Dividend Growth Indexes, those for the U.S. as well as developed

and emerging markets, select for quality dividend-paying companies based on three

criteria: return on equity, return on assets and earnings growth expectations. After

this quality screen, constituents are then weighted based on dividends.

 

The key to this approach, and all of WisdomTree’s fundamentally weighted Indexes, is to
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delink price from constituent weights in order to mitigate paying premium prices for

stocks simply because market prices dictate owning more of an increasingly expensive

stock.

 

In the table below we show estimated price-to-earnings ratios and shareholder yields for

the WisdomTree U.S. Quality Dividend Growth Index as well as the WisdomTree U.S. High Di

vidend Index in each respective region to illustrate the resulting valuations from this

screening and weighting process across markets.

 

 

High Yield vs. Quality

 

The WisdomTree High Dividend Index, constituted with the highest-dividend-yielding

companies in each market, represents a deeper value cut of each respective market. What

is interesting to note is that in the developed and emerging markets, the quality

Indexes  are 44% and 66% more expensive, measured by P/E ratios, than the high-dividend

Indexes. In the U.S., this premium is a much more modest 5.8%.

 

On the basis of shareholder yield, a measure combining dividend yield and net buyback yi

eld, the high-dividend Indexes in the developed international and emerging markets have

a 1.68% and 2.25% yield advantage to the respective quality Index. In the U.S., the

shareholder yield of the quality Index is roughly equivalent to the high-dividend Index.

 

Thus, in the U.S., the dividend yield that is sacrificed when comparing the quality

Index to the high-dividend Index is more than made up for in the net buyback yield

benefit for the quality Index. The process of screening for profitable, growing

companies results in constituents that are not only growing their dividends but are also

buying back more shares. How has increased weight in companies with higher shareholder

yields contributed to returns?

 

Reviewing the Box Score: Higher Shareholder Yields Boost Outperformance

 

Using the attribution tool available on our website, we are able to quantify the impact

on relative returns for the WisdomTree U.S. Quality Dividend Growth Index across

shareholder yield quintiles. Since inception, one of the more interesting things to note

is the best-performing segment in the S&P 500 is that of companies with zero or negative

shareholder yield. This category returned 20.6%, far and away the best-performing

category in the benchmark. This is not surprising when one considers that the type of

companies that have outperformed have been information technology and consumer

discretionary companies that are neither paying dividends nor are net purchasers of

their own shares. The WisdomTree Index was under-weight in this segment of the market by

nearly 8%, resulting in a headwind to the strategy of 61 basis points (bps).
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In the face of this headwind, the WisdomTree Index’s combined over-weight of more than

13% in the top two yielding quintiles offered up nearly 100 bps of outperformance,

contributing to the Index outperforming the S&P 500 by 47 bps. What this tells us is

that over a long enough period, in this case just over five years, a broad approach that

assigns greater weight to companies consistently rewarding their shareholders via

dividends and share buybacks can result in superior aggregate total returns—even amid a

sustained rally from non-dividend-paying companies.

 

With the First-Round Pick…

 

The table below helps summarize select relevant fundamentals to illustrate how

WisdomTree’s Index compares to respective MSCI quality and value indexes, as well as the

broader market. In sum, the WisdomTree Index stacks up between the quality and value

Indexes on measures of valuation (P/E and Dividend Yield) and profitability (ROE and

ROA), and bests the S&P 500 on both.

 

Given the well-documented benefits of owning quality companies with an eye to valuation

discipline, we would rank the WisdomTree U.S. Quality Dividend Growth highly on our

draft board.

 

 

 

1Eric Allen Hall, “The Dark Side of Fantasy Football,” The Washington Post, 9/10/17. 

2Robert Novy-Marx, “Quality Investing,” University of Rochester, December 2012

(significantly revised May 2014).

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
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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

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Factor  : Attributes that based on its fundamentals or share price behavior, are

associated with higher return.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

Quality : 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.

Value : 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.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by

the firm’s total assets. Higher numbers indicate greater profits relative to the level

of assets utilized to generate them.

Fundamental weighting : A type of equity index in which components are chosen based on

fundamental criteria as opposed to market capitalization. Fundamentally weighted indexes

may be based on fundamental metrics such as revenue, dividend rates, earnings or book

value.

Estimated P/E ratios  : Share price divided by estimated 12-month earnings per share.

Lower numbers indicate an ability to access greater amounts of estimated 12-month

earnings per dollar invested.

Shareholder Yield : A data point that references the combination of dividend yield and

buyback yield.

High Yield : Sometimes referred to as “junk bonds,” these securities have a higher risk

of default than investment-grade securitie.

Dividend yield : A financial ratio that shows how much a company pays out in dividends

each year relative to its share price.

Net Buyback Yield    : A company’s net share buyback is the difference between the

capital raised by issuing new shares and the money the company spent on buying back any

outstanding shares. A positive net share buyback means that more was spent on buying

back existing shares than received from issuing new shares. Net buyback yield is the

amount of a company’s net buybacks divided by its market capitalization. Please note

that net buyback yield does not represent a dividend paid by the company.

Dividend : A portion of corporate profits paid out to shareholders.
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Quintile  : One of the class of values of a variate which divides the members of and

batch or sample into equal-sized subgroups of adjacent values or a probability

distribution into distributions of equal probability.

S&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 point : 1/100th of 1 percent.
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