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over a decade ago, we challenged conventional investment philosophy by Taunching passive
Indexes that selected and weighted companies by income rather than market
capitalization. The approach held out the potential to generate passive alpha while
maintaining broad exposure to major U.S. asset classes. WisdomTree Targely succeeded 1in
its mission, as shown by the 10-year performance of both its dividend-weighted Index sui
te and its earnings-weighted Index suite.

with so many factors available to be used, we are often asked how we had the foresight
to use dividends or earnings as the cornerstone of our dinvestment methodology. While
there are many reasons, such as the intuitiveness of using income to measure a company’s
financial health, there is also an academic rationale for why earnings and dividends
work so well.

The chart below shows various Eugene Fama and Kenneth French portfolios going back over
50 years. For example, the High Book-to-Market Portfolio represents a basket of stocks,
chosen from a universe consisting of the NYSE, AMEX and NASDAQ, in which the top 20% (or
top quintile) of companies ranked by high book-to-market are selected, rebalanced
annually and weighted by their market value. If one just Tooked at the portfolios to the
Teft of the U.S. market (in black) and then Tooked at the portfolios to the right, the
efficacy of selecting companies by attractive fundamentals becomes apparent. The more
attractive quintile of each fundamental beat the market over the Tast half century,
while the Tess attractive quintile underperformed the market.

Fama and French Portfolios, 1963-2017
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Sources: WisdomTree, Kenneth French Data Library, 6/30/1963-3/31/2017. Partfolios used represent the highest or lowest 20% of stocks based on the
chosen fundamental. Risk Free Rate represents the 1-Month Treasury Bill.
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The High Earnings Yield Portfolio, also known as a Tow Price-to-Earnings Portfolio,
outperformed the broad U.S. Market by 4% per year since 1963. The High Dividend Yield
Portfolio, while outperforming the market by a smaller (but still impressive) 1.4%, did
so with over 1% less annualized volatility than the market.

Breaking Down Factor Exposures Over Time

Ultimately, one of the best ways to gauge risk-adjusted returns is the Sharpe Ratio. For
this reason, we chose the top five portfolios by their Sharpe Ratio over this period,
and we ran regressions against the Fama and French five-factor model to help answer the
question: “How did they do it?”

Five Factor Model Regressions, 19632017

Fama and French HML RMW CMA
Portfolios (value) (Quality) (Investment)

High Cash Flow Yield 0.98 0.15 0.60 0.16 -0.13
High Earnings Yield 1.03 0.18 0.71 0.20 -0.28
High Book-to-Market 1.07 0.26 0.83 -0.13 -0.17
Low Variance 0.80 -0.13 0.13 0.27 0.21
High Dividend Yield 0.85 -0.03 0.60 0.13 0.11

Sources: WisdomTree, Kenneth French Data Library, for the period 6/30/1 963-3/31/2017. Portfolios used represent the
highest or lowest 20% of stocks based on the chosen characteristic. Mkl-Rf: Represents the market equity risk premium
SMB; Premium representing Small companies Minus Big companies HML; Premium representing High book-to-market
companies Minus Low book-to-market companies RMW: Premium representing Robust operating profitability
companies Minus Weak operating profitability companies CMA: Premium representing Conservative investing
companies Minus Aggressively investing companies

The High Book-to-Market Portfolio posted the highest returns but also the highest
volatility of these five portfolios (measured by both its beta in the table and its stan
dard deviation in the first chart). This can be partially explained by its .26 Toading
to the size factor, or smaller capitalization companies over time. It also loads highest
to the value factor, which should be expected, because the value premium used in the
regression is also formed by measures of book-to-market. Interestingly, we noticed that
the High Book-To-Market Portfolio, while potent, Tlacked a positive Tloading to the
quality factor. The four remaining portfolios, however, all shared a common theme:
positive loadings to both value and quality.

Given this Tikeness, there are also some interesting reciprocities among the remaining
four portfolios:

e The High Earnings Yield Portfolio and Low variance (Low Volatility) Portfolio both
had high positive loadings to the quality factor, but the High Earnings Yield
Portfolio Toaded meaningfully higher to value, and the Low variance Portfolio Tloaded
Tower to beta.

e The High Dividend Yield Portfolio managed to have a value loading approaching the
High Earnings Yield Portfolio, maintained a low beta exposure 1like that of the Low
variance Portfolio, and still Toaded positively to the quality factor, though to a
Tesser extent.

conclusion
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One reason this post did not focus specifically on our Indexes and how they are built is
because their methodologies can be described in one sentence: we select virtually all
companies by either dividends or earnings, and weight them by their share of aggregate
dividends or earnings. This provides broad diversified exposure that moves very much in
Tine with the market but does it while tapping into proven sources of excess return and
providing the potential for better risk-adjusted returns.

Using Fama and French portfolios, we observed how earnings tapped 1into value and
quality, and how dividends, with similar but different exposures, also tapped into value
and quality, while also reducing volatility, as measured by a Tower beta. WwisdomTree
also takes it another step further, Timiting the market-cap size of certain Index
offerings, thus introducing the size factor into the equation. A1l of wisdomTree’s core
dividend-weighted and earnings-weighted Indexes have been tracked by an -dinvestable
exchange-traded fund for more than a decade, generating a historical track record of wha

t multifactor exposure looks 1ike in real-time over a full decade.

We are aware that dividends and earnings do not capture every factor, such as momentum,
but we continue to believe they can act as the bedrock of a strategic multifactor
approach in the core of one’s portfolio.

lye’d 1ike to note that High Earnings Yield and High cash Flow Yield are very similar
both on a return and volatility basis, and based on their factor loadings over time.
They are also philosophically similar in the fundamental used to select stocks. For the
purposes of this post, we will be focusing on the High Earnings Yield Portfolio.

Important Risks Related to this Article

Dividends are not guaranteed, and a company currently paying dividends may cease paying
dividends at any time.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal

wWisdomTree BLOG ARTICLE

DEFINITIONS

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

that are not changed due to market conditions.

Market capitalization : 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.

Alpha : can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more
generally referred to as excess returns in general.

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

Earnings-weighted : Earnings for all constituents in an index are added together, and
individual constituents are subsequently weighted by their proportional contribution to
that total.

Book-to-Market value Ratios : a ratio used to find the value of a company by

comparing the book value of a firm to its market valu.

Rebalance : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based
selection and weighting process on an annual basis.

Earnings yield : The earnings per share for the most recent 12-month period divided by
the current market price per share. The earnings yield (which is the inverse of the P/E
ratio) shows the percentage of each dollar invested in the stock that was earned by the
company .

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.

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

Tevel.&nbsp.

Risk-adjusted returns : Returns measured in relation to their own variability. High
returns with a high Tevel of risk indicate a Tower probability that actual returns were
close to average returns. High returns with a Tow level of risk would be more desirable,
as they indicate a higher probability that actual returns were close to average returns.

Sharpe ratio : Measure of risk-adjusted return. Higher values indicate greater return
per unit of risk, specifically standard deviation, which is viewed as being desirable.

Regression analysis : statistical process for estimating the relationships among
variables. It helps one understand how the typical value of the dependent variable (y-
variable) changes when any one of the independent variables is varied, while the other

independent variables are held fixed.

Beta : A measure of the volatility of a security or a portfolio in comparison to a
benchmark. In general, a beta less than 1 indicates that the investment is less volatile
than the benchmark, while a beta more than 1 indicates that the investment 1is more

volatile than the benchmark.
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Standard deviation : measure of how widely an 1investment or dinvestment strategy’s
returns move relative to 1its average returns for an observed period. A higher value
implies more “risk”, 1in that there 1is more of a chance the actual return observed is
farther away from the average return.
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