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The premise of value investing is simple—less-expensive companies tend to outperform

more-expensive companies in the long term. Its first proponents can be traced back to

the 1930s, beginning with the iconic value investor Benjamin Graham. Value was first

referred to in terms of “factors” in Eugene Fama and Kenneth French’s renowned 1993

academic paper.1 In their paper, value was defined using a company’s current book value.

Since then, practitioners in the industry have adapted and created their own definitions

of value in their attempts to beat the market. Below, we contrast different measures of

value to help explain drivers of returns across U.S. equities.

 

Common ways used to identify value include price-to-book (P/B), price-to-earnings (P/E),

dividend yield and EV/EBITDA metrics. The definition of value used in an investment

strategy matters because it drives material differences in a value portfolio’s sector

and fundamental characteristics. The definition also matters because it can affect how

sensitive a strategy is to interest rates, which empirical research has proven is a

significant driver for the value factor. At WisdomTree, we implicitly tilt our Indexes

toward value by fundamentally weighting constituents using their dividends or earnings

in an approach we pioneered more than 11 years ago.

 

Performance of Value Over the Past Decade

 

Russell 1000 Index

 

In the chart above, we show the annualized return for the broad-based Russell 1000 Index

over several time periods in the gray bars, along with the performance of its
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constituents in its lowest and highest P/E or P/B quintiles. There is a generalized

sense in the investment community that value as a factor has lagged the market over the

last 10 years. So, it is no surprise that the most expensive stocks ( highest P/E or P/B

quintiles, which are shown in the textured bars) have outperformed the cheapest

companies (those that are in the lowest P/E or P/B quintiles). What is worth pointing

out is how the return of the lowest P/E quintile in dark blue has kept up or

outperformed the Russell 1000 in every period, while the lowest P/B quintile in teal has

significantly trailed. In our view, the devil is in the details when it comes to

defining value.

 

WisdomTree’s Original Value Approach

 

In 2007, WisdomTree launched its U.S. earnings-weighted Index family. Once a year, the

U.S. earnings-weighted Indexes are reconstituted by weighting companies with positive

earnings by their proportionate share of total aggregate earnings. Companies with

greater earnings generally have larger weights in the Index. This methodology results in

our U.S. earnings family having a significant weight in the lowest P/E quintile, or

cheaply valued stocks, in the investment universe.

 

Below, we compare the portfolio characteristics of the implicitly tilted WisdomTree U.S.

Earnings 500 Index (WTEPS) with the explicitly tilted Russell 1000 Value Index. The Russ

ell 1000 Value Index is built by over-weighting companies that have a lower P/B ratio

within their respective universe. This results in the index being significantly over-

weight in the Financials and Energy sectors, which tend to have a lower P/B, and under-

weight in the Information Technology sector, which has a higher P/B. At the portfolio

level, the result of over-weighting these companies rather than weighting by earnings

can be seen in a higher P/E ratio along with lower profitability metrics.

 

 

As would be expected, sector tilts stemming from different methodologies have a

significant impact on performance. Over the last three years, WTEPS has outperformed the

Russell 1000 Value Index by 3.18% annually. Most of the outperformance comes from WTEPS

being over-weight in the high P/B sectors such as Information Technology, Industrials

and Consumer Staples, while being under-weight in Financials did not create a

significant drag in performance.
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Conclusion

 

Modern-day value investors have two main arguments why this investment style works:

behavioral biases and risk premium. Most investors romantically focus on stocks with a

narrative about the future as opposed to those that are undervalued and have experienced

a fall in their price, which makes cheap stocks cheaper than they should be. Value

stocks should also compensate investors for higher levels of risk given their attractive

valuations. There are many shades of value, and investors should be aware of the

consequences of using different definitions.

 

 

 

 

1Eugene F. Fama and Kenneth R. French, “Common Risk Factors in the Returns on Stocks and

Bonds,” Journal of Financial Economics, volume 33, issue 1, February 1993, pages 3–56.

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 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

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.

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

associated with higher return.

Book Value   : refers to the net asset value of a company determined by subtracting

liabilities and intangible assets from Total assets.

Price-to-book ratio   : Share price divided by book value per share. Lower numbers

indicate an ability to access greater amounts of earnings per dollar invested.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

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

each year relative to its share price.

Earnings before interest, taxes, depreciation, and amortization (EBITDA)         : The

net income of a company with interest, taxes, depreciation, and amortization added back

to it.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Russell 1000 Index    : A measure of the performance of the 1,000 largest companies by

market capitalization in the Russell 3000 Index.

Russell 1000 Value Index : A measure of the large-cap value segment of the U.S. equity

universe, selecting from the Russell 1000 Index.

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.
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