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In January 2015, Cliff Asness and his colleagues published a paper titled “Size Matters,

if You Control Your Junk.”1 The big-picture concept of focusing on a fundamental

attribute—in this case, quality—within small caps is something that we believe is quite

powerful and something that WisdomTree has been doing when constructing its Indexes

since 2006.

 

Quality: Long-Term Outperformance with Lower Risk

 

The “size effect” has been well documented, leading many investors to believe that

holding shares of small companies for long periods of time could be a successful

strategy. However, it’s important to question whether these greater returns over long

periods are simply a function of greater risk.2

 

Small caps vs. the market: Small caps did beat the market by slightly more than

2% per year from June 30, 1963, to December 31, 2016, but this was with about 6% per

year in incremental additional volatility. It’s notable that small caps had a lower

Sharpe ratio than the market over this period by .0006—meaning that in risk-adjusted

terms it would be difficult to say that small caps outperformed the market over this

period.

Not all small caps are equal:      In investing, what’s avoided is at times equally

(or more) important than what is focused upon. Clearly, there are small-cap, lower-

quality firms—specifically with lower operating profitability—that had lower returns

and higher risk over this period.

Small quality:  By avoiding the small caps with lower operating profitability and

focusing on those with higher profitability, there was a return advantage over

simply focusing on small caps alone. However, there was also a risk advantage,

leading to a significant increase in the Sharpe ratio.

 

Conclusion: When investing in small caps, filtering out lower-quality, more speculative

companies could be beneficial.

 

Cumulative Growth of $1,000 (6/30/1963–12/31/16)
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How WisdomTree has Avoided Speculative Small-Cap Firms

 

WisdomTree now has two U.S. small-cap strategies with 10 years of live performance

history.

 

WisdomTree SmallCap Dividend Index   :  This is a very broad approach, meant to

capture U.S. small-cap companies that pay regular dividends.

WisdomTree SmallCap Earnings Index: This is also a very broad approach, meant to

capture U.S. small cap companies that have generated positive earnings over the four

quarters leading up to the annual screening date.

Critical ingredient:  Rather than including all small-cap firms, WisdomTree requires

that firms must do something deemed to be fundamentally valuable (such as pay a regular

dividend or have positive profits) prior to gaining inclusion.

 

Why Does the Russell 2000 Index Receive So Much Attention?

 

We wrote recently about the continuum of index construction from Russell to S&P to Wisdo

mTree. In short:

 

Russell’s methodology tends to be the most broadly focused.

One of S&P’s standards for companies to gain initial inclusion is the generation of

positive profits. 

WisdomTree’s Earnings family of Indexes requires ongoing profitability—a step

further than S&P. Similarly, WisdomTree’s Dividend family of Indexes requires the

ongoing payment of regular cash dividends.

 

Intuitively, the requirement of paying ongoing dividends or generating positive profits

could lead to a focus on higher quality, predominantly by avoiding the more speculative

firms that may not meet these criteria. Now, instead of simply stopping there, we tested

the factor loading to operating profitability over the live performance history. In a

word, the indexes exhibited the exact positioning along the continuum that intuition
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would predict:

 

Russell had the lowest loading to operating profitability.

S&P had a higher loading to operating profitability than Russell.

WisdomTree had the highest loading to operating profitability.

 

 

Conclusion

 

If small-cap exposure is desired, we believe that focusing on fundamentals adds an

important layer. Both dividend and earnings weighting helped introduce a quality bias to

the portfolios. Notably, even within market cap-weighted small-cap indexes there was a

big quality differential, so it pays to look deeper at what is driving your index

exposure in small caps. 

 

 

 

 

1Cliff Asness, et al., “Size Matters, if You Control Your Junk,” SSRN, first draft

1/23/15. 

2Source for data within bullets is Kenneth French Data Library, with data from the period

6/30/1963–12/31/2016.

Important Risks Related to this Article

Dividends are not guaranteed, and a company currently paying dividends may cease paying

dividends at any time.

Investments focusing on certain sectors and/or smaller companies increase their

vulnerability to any single economic or regulatory development.

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)

 

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

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

opposed to changes in share price.

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.

Size effect : measure of the strength of the phenomenon when investing in specific size

cuts in the markets.

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

level.&nbsp.

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.

Risk-adjusted basis : When calculating the return, we refines the return by measuring

how much risk is involved in producing that return.

Operating profit margin    : Operating income divided by total sales. Higher values

indicate a greater fraction of each dollar of sales being left to the firm and its

owners after expenses are accounted for.

Annual screening date    : The screening date refers to the date upon which

characteristics of eligible constituent firms are measured, whereas the rebalance refers

to when the results from the screening date are implemented by way of Index weights and

constituents.

Russell 2000 Index    : Measures the performance of the small-cap segment of the U.S.

equity universe. The Russell 2000 is a subset of the Russell 3000 Index representing

approximately 10% of the total market capitalization of that index. It includes

approximately 2000 of the smallest securities based on a combination of their market cap

and current index membership.

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

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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