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“Price is what you pay, value is what you get.”

“It is better to buy a wonderful company at a fair price than a fair company at

a wonderful price.”

(Investment quotes from legendary investor Warren Buffett, on why his investments focus

on both value and quality. His career-long results speak for themselves.)

The current catchphrase in the markets is “The Magnificent Seven,” referring to the

seven stocks that have dominated year-to-date (YTD) market performance: Apple,

Microsoft, Amazon, Nvidia, Alphabet (Google), Tesla and META Platforms (Facebook).

Other variations of this idea include the so-called “MegaCap-8,” which adds Netflix into

the mix as well.

These eight stocks currently constitute almost 28% of the overall S&P 500 Index market

capitalization…

The "MegaCap-8" of the S&P 500 Index

…and an overwhelming percentage of the S&P 500’s YTD market performance.
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From a valuation perspective, the MegaCap-8 stocks collectively are trading at a frothy

27.4 times 12-month forward earnings—in comparison to a 16.9 times multiple for the

remaining 492 stocks in the S&P 500 index.

The MegaCap-8 price-to-earnings (P/E) ratio was even higher prior to the “risk-off”

market environment beginning in mid/late July, when rising rates started to bring those

stocks back down to earth (a little).

As the late and great economist Herbert Stein said, “If something can’t continue, it

won’t.”
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As the market adage goes, “What you earn on an investment is a function of how much you

pay for it.” Put differently, stocks trading at excessive valuations have, almost

definitionally, lower upside potential going forward. (Note: momentum and investor

sentiment can continue to drive expensive stocks upward for some time, but there almost 

always is a reckoning).

With this in mind, let’s look at current valuations across different asset classes and

styles.

Here is the valuation of large-cap growth versus large-cap value stocks (using the Russe

ll 1000 Growth index and the Russell 1000 Value index as proxies). We see that value

stocks are trading at roughly half the trailing 12-month P/E of growth stocks:

The dispersion is even more dramatic when evaluating the comparative price-to-book (P/B)

ratios:

Here is a comparison of the P/E valuations between large-cap and small-cap stocks (using

the S&P 500 index and the S&P 600 index as proxies). The dispersion is smaller than that

of growth versus value, but small caps are still more attractively priced:

And the gap is even wider on a P/B basis:
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This valuation dispersion can be illustrated differently by examining the ratio of

small-cap to large-cap P/E multiples. The discount is as wide as it has been since the

tech bubble of the early 2000s (ignoring the anomalous COVID-19 period).

Small Cap to Large Cap Historical P/E Ratio (x100)

It is not just that small-cap stocks are trading at wide discounts to large-cap stocks—

they are also trading at a wide discount relative to their own historical averages.

“NTM” refers to estimates of the next twelve months earnings, also expressed as “12-

month forward estimates.”

S&P SmallCap 600 Relative NTM P/E Ratio
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Finally, let’s look at relative P/E and P/B valuations between the U.S., EAFE (Europe,

Australasia and the Far East) and EM (emerging markets) regions (using the S&P 500, the 

MSCI EAFE Index, and the MSCI EM Index as proxies).

We see that non-U.S. markets remain more attractively priced on a relative basis than

the U.S. market.

P/E:

P/B:

Brevity prevents us from doing a comparable deep dive into quality (the second Buffett

maxim quoted at the beginning of this post), but we will remind you that our own researc

h suggests that quality is the most consistently performing risk factor, regardless of
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the underlying market regime.

Conclusions

Markets behave as they choose to, and investors can “fall in love” with stocks for a

long time, frequently for non-fundamental reasons (Exhibit A: this year’s dramatic

outperformance by the “MegaCap-8” AI-themed stocks).

However, history and Warren Buffett’s long-term track record suggest that, ultimately,

fundamentals always matter.

The WisdomTree Model Portfolios have a fundamentally driven tilt toward value, quality, 

size and dividends relative to broad market cap-weighted benchmarks, which

definitionally are overweight in larger-cap and growthier stocks.

Sometimes, when those types of stocks are in a hyperbolic rally (such as much of this

year to date), we sail into significant performance headwinds, which we mitigate by

being diversified by both asset class and risk factor.

But our long-term investment mandate is to deliver consistent performance over full

market cycles, and we remain comfortable with our current portfolio positions. Our

historical performance track record suggests we are delivering on our mandate.

Ultimately, valuations DO matter. As the iconic rock band Led Zeppelin sang back in the

1970s, “The Song Remains the Same”.

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.

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.

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.

Mega Cap : Market Capitalization over $100 Billion.

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.

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.

Risk-on/risk-off  : refers to changes in investment activity in response to perceived

risk. During periods when risk is perceived as low, investors tend to engage in higher-

risk investments. When risk is perceived as high, investors tend to gravitate toward

lower-risk investments.

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.

Momentum  : Characterized by assets with recent price increase trends over time. This

term is also associated with the Momentum Factor which associates these stock

characteristics with excess return vs the market over time.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

Russell 1000 Growth Index     : A measure of the large-cap growth segment of the U.S.

equity universe, selecting from the Russell 1000 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.

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.

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

Emerging market   : Characterized by greater market access and less potential for

operational risks when compared to frontier markets, which leads to a larger base of

potentially eligible investors.
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MSCI EAFE Index : is a market cap-weighted index composed of companies representative

of the developed market structure of developed countries in Europe, Australasia and

Japan.

MSCI Emerging Market Index     : The MSCI Em (Emerging Markets) Index is a free-float

weighted equity index that captures large and mid cap representation across Emerging

Markets (EM) countries.

Artificial intelligence : machine analysis and decision-making.

Size  : Characterized by smaller companies rather than larger companies by market

capitalization. This term is also related to the Size Factor, which associates smaller

market-cap stocks with excess returns vs the market over time.

Market capitalization-weighting   : 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.
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