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The recent Facebook initial public offering (IPO)—and its aftermath—reminds me how the

fastest-growing companies with the most exciting technologies often become overpriced.

Consider that the reason the Facebook IPO may have been so highly anticipated is because

hundreds of millions of individuals use Facebook. Facebook has just begun to figure out

how to monetize its users and turn its huge subscriber base into real earnings for its

shareholders. Many of Facebook’s users were excited about this IPO, because Facebook is

a company they know, connect with and enjoy on a daily basis. This was largely thought

to be an investment with such great prospects, it could not lose. Unfortunately, when

investment decisions are made based on emotions and future potential, investors often

pay too much for an uncertain growth prospect. Few decisions are best made with emotions

—and investment decisions, in my opinion, never are. I believe in the power of a

rigorous, rules-based approach that focuses on valuations and a long-term perspective.

And one of the valuation indicators I believe is quite powerful is an earnings-based

metric called the P/E ratio. The P/E ratio of a stock and a market can help you judge if

you are getting in at a reasonable price. Investors may be surprised to learn that many

investment approaches don’t look at earnings but only at market cap. I believe the

result is that, by design, they may pay too much for growth and sometimes end up

investing in unprofitable companies. WisdomTree takes a fundamental approach to

investing that provides investors with the market at a reasonable price: • We look at

earnings. Is the company profitable? Does the company have at least a year of

profitability? • We weight stocks based on earnings rather than market cap—which helps

lower the P/E ratio of our portfolios. Facebook is currently a profitable company. It

was just added to the Russell 1000 Index on June 22, 2012. If it continues to have

positive earnings, it will be eligible for inclusion in the WisdomTree Earnings Indexes

and ETFs after the next screening date in December of this year. But given its above-

average valuations (its P/E ratio), I expect WisdomTree will put less weight in Facebook

than the Russell 1000 Index does. This is because the Russell 1000 weights firms by

market capitalization (price times shares outstanding), while WisdomTree weights firms

by their earnings streams (earnings per share times shares outstanding). For two stocks

with the same level of earnings, a market capitalization-weighted index will give more

weight to the stock with the higher P/E ratio, while an earnings-weighted index tilts

weight to stocks with relatively lower P/E ratios. This is the core discipline of our

unique, rules-based approach to weighting by earnings, and it is designed to help our

investors avoid weighting stocks with higher P/E ratios too heavily. Read more about the

power of earnings and taking a rules-based approach to investing here.

Important Risks Related to this Article

You cannot invest directly in an index.

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.
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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)
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 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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