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T h e S&P 500 Index has not been around as long as you think. I encourage you to

investigate the events that led to it becoming a $9.9 trillion monster.   

 

You know the methodology: each of the 500 stocks is weighted by its market capitalizatio

n. The supposed catalyst for choosing that methodology in 1957? The Efficient Markets

Hypothesis (EMH)—the theory that all market-influencing information is already priced

into stocks.

 

But wait a minute…that may not have been the catalyst at all.

 

Oops

 

There is a dog-eared copy of Princeton Professor Burton Malkiel’s EMH groundbreaker, A

Random Walk Down Wall Street, on every good academic’s shelf. But after EMH was

challenged, first in the wake of the 1987 market crash and then amid the dot.com rubble,

Malkiel picked up his pen in 2003, citing no less than 57 works on the subject. Aside

from Graham and Dodd—two academics who epitomize the opposite of efficient markets dogma

—every single paper cited by Malkiel was written after 1957.

 

The S&P 500 Index wasn’t designed to be an investment. We know this because it came

before the EMH. Don’t forget that Jack Bogle’s index fund was born in the mid-1970s, not

a moment earlier.

 

Figure 1: Malkiel’s Citations
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What do we think? Cap-weighted indexing as an investment is an accident of circumstance.

 

In retrospect, the rise of the methodology makes sense. The industry rightly benchmarked

active managers against the commonly-cited S&P 500. The fund managers weren’t so bad;

their fees were. It wasn’t that the S&P 500 was so superior; it was that it was being

compared to mutual funds hindered by their own expenses.
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Here’s a simple study: 1957–2018, weighting stocks by their earnings. Every December 31,

rebalance. If S&P wanted an investable index, this earnings-weighting would have been a

killer.

 

Figure 2: S&P 500 P/E Quintile Returns, 1957–2018

 

Take the huge fee gap out and ask why old school beta makes sense in a 2019 fee

structure world.

 

We recently cut the expense ratio on our earnings-weighted broad market “beta” fighter,

the WisdomTree U.S. LargeCap Fund (EPS), to 8 basis points (bps) from 28 bps. Some chunk

of the S&P’s $9.9 trillion is tracking an accident of happenstance for fee reasons, not

merit. Think of EPS as merit-based beta for those of us who believe fundamentals matter.

 

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Funds

focusing their investments on certain sectors increase their vulnerability to any single

economic or regulatory development. This may result in greater share price volatility.

Please read the Fund’s prospectus for specific details regarding the Fund’s risk

profile.

For the top 10 holdings of EPS please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/eps

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

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.

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.

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.

Active manager : Portfolio managers who run funds that attempt to outperform the market

by selecting those securities they believe to be the best.

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.

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 is more

volatile than the benchmark.

Basis point : 1/100th of 1 percent.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.
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