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We’ve been writing a lot lately about the connection between factor risk premiums and

any potential to achieve modern alpha. One of the best things about WisdomTree is a long

track record from which to evaluate any measure of success in this area.

 

A A ValueValue Tilt with an “Anti- Tilt with an “Anti-MomentumMomentum” Bias” Bias

 

Over time, it has become clear that WisdomTree’s equity approaches offer greater

contrasts to market capitalization-weighted benchmarks in less efficient areas of the

market. With that in mind, we focus on comparing the WisdomTree U.S. SmallCap Earnings I

ndex with the MSCI USA Small Cap Index. Our annual rebalance—which happens the last

trading day of November each year—has tended to do two things very consistently:

 

1 . Raise Raise Earnings YieldsEarnings Yields (Lower  (Lower Price-to-Earnings [P/E] RatiosPrice-to-Earnings [P/E] Ratios):): When

adjusting exposure to give firms with the greatest earnings the largest weights,

as well as eliminating exposure to firms with negative earnings, the natural

consequence is lowering valuations based on measures of earnings.

 

2 . Break the Link between a Rising Share Price and Increasing WeightBreak the Link between a Rising Share Price and Increasing Weight

(Anti-Momentum):(Anti-Momentum): Market Capitalization = Price per Share x Number of Shares

Outstanding. It’s clear, therefore, how a rising price leads to a rising market

capitalization—in other words, greater weight within a market capitalization-

weighted index. A way to see this—take Facebook, Amazon, Netflix and Google (the

FANG stocks), which had a combined weight of 5.61% in the S&P 500 Index as of

December 31, 2016. Year-to-date (YTD) through December 7, 2017, these stocks had

delivered a weighted average performance of about 46% (compared with the full

S&P 500 Index at 20.72%), and their combined weight had grown to 7.05%.1 

 

A market capitalization-weighted approach will add weight to stocks that are

outperforming and therefore increasing their market capitalization relative to the rest

of the index, and this is one of the biggest contrasts that exists between market

capitalization weighting and fundamentally focused rebalancing.

 

A Track Record of Raising Earnings Yields and Anti-Momentum ExposureA Track Record of Raising Earnings Yields and Anti-Momentum Exposure
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An Impressive Long-Term Track Record with Near-Term UnderperformanceAn Impressive Long-Term Track Record with Near-Term Underperformance

 

The total returns of a given equity index tend to be the first thing that investors can

easily see and study. When comparing the WisdomTree U.S. SmallCap Earnings Index against

the MSCI USA Small Cap Index benchmark, we see the following:

 

On the three-year horizons and longer, as of November 30, 2017, the WisdomTree Index

outperformed the MSCI index.

On the one-year and YTD horizons, the MSCI index outperformed the WisdomTree Index.

 

We set out to use unique attribution studies, based on grouping stocks by earnings yield

and momentum, with the goal of explaining both the outperformance and underperformance

of the WisdomTree U.S. SmallCap Earnings Index.

 

Earnings Yield-Based AttributionEarnings Yield-Based Attribution
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It would be nice if the lowest P/E or highest earnings yield stocks always

outperformed, but the fact is they do not. We can see from the chart that the

combined impact of stock selection and allocation toward the highest earnings yield

quintile helped relative performance of the WisdomTree strategy over the since

inception, 10-year and 5-year periods, but not during the YTD, 1-year, and 3-year

periods.

The other critical point is how the WisdomTree methodology tilts away from more

speculative stocks that have generated negative earnings—but it’s true that

sometimes these stocks outperform. Over the YTD and 1-year periods—periods where we

know that the WisdomTree U.S. SmallCap Earnings Index underperformed the MSCI USA

Small Cap Index—we can see that the combined allocation toward and selection within

this grouping led to negative relative performance.

 

Momentum-Based AttributionMomentum-Based Attribution

WisdomTree WisdomTree BLOG ARTICLEBLOG ARTICLE

WisdomTree.com WisdomTree.com   1-866-909-WISE (9473)1-866-909-WISE (9473)



 

The combined impact of stock selection within and weighting of the lowest-momentum

stocks delivered its greatest relative benefit over the 10-year period. Positioning

related to this grouping detracted over the YTD and 1-year periods.

Over the 1-year period, as well as in the 2017 YTD period, where we know that stocks

with strong momentum have done well, we see that the combined effects of selection

within and weighting of the High and Low Momentum groupings hurt the WisdomTree

strategy relative to the MSCI strategy.

 

How This Knowledge Can Help with Manager Selection and Portfolio ConstructionHow This Knowledge Can Help with Manager Selection and Portfolio Construction

 

While some people may have an initial reaction of “so what?” we think that this

represents a very important foundational understanding of how the WisdomTree U.S.

SmallCap Earnings Index works. It can also tell us that if one were to have a

complementary exposure to a high-momentum, small-cap approach, the two strategies

working in tandem may lead to a lower risk of underperformance and being out of favor.

Analysis like this can really be used to thinking in a broader context about how

different strategies that are attempting to generate modern alpha may complement one

another.

 

 

 

 

 

 

1Source: Bloomberg.

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
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View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

FactorFactor  : Attributes that based on its fundamentals or share price behavior, are

associated with higher return.

Risk premiumRisk premium  : Equity investments are not risk free, but it is thought that investors

buy stocks because the returns they expect are high enough to allow them to take the

risk.

Modern AlphaModern Alpha  : Modern Alpha® combines the outperformance potential of active with the

benefits of passive—to offer investor strategies that are built for performance.

ValueValue  : 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.

MomentumMomentum  : 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.

Market capitalization-weightingMarket 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.

MSCI USA Small Caps IndexMSCI USA Small Caps Index  : a small-cap US equity index aiming to capture the

performance of the securities within this size segment.&nbsp.

Earnings yieldEarnings 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) ratioPrice-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.

S&P 500 IndexS&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.

RebalanceRebalance  : 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.
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