
WHY “PASSIVE” DOESN’T ALWAYS
MEAN “AVERAGE”
Jeremy Schwartz — Global Chief Investment Officer

02/21/2018

In February 2007, WisdomTree launched the WisdomTree U.S. MidCap Earnings Index, and the

WisdomTree U.S. MidCap Earnings Fund (EZM) to track it. With an almost 11-year live

track record for reflection, we review why WisdomTree chose to weight this Index by

earnings and how this decision has helped the exchange-traded fund (ETF) achieve returns

among the top of its Morningstar Category of active and passive peers.

 

How Valuation Has Been Important

 

Over a variety of long-term periods, work by Professor Jeremy Siegel in his book The

Future for Investors has indicated that the after-inflation returns of equities have

held a very close relationship to their earnings yield—the reciprocal of the price-to-ea

rnings (P/E) ratio. In short:

 

Higher earnings yields (or lower P/E ratios) have been associated with stronger real

returns.

Lower earnings yields (or higher P/E ratios) have been associated with weaker real

returns.

 

If, for instance, we’re looking at the S&P MidCap 400 Index with a trailing 12-month P/E

ratio of 26.1x as of January 31, 2018, that is associated with a 3.8% earnings yield,

and it becomes more challenging to see real after-inflation returns to U.S. equities

that are too different from this 3.8% level—at least if history is any guide.1

 

Where WisdomTree’s U.S. MidCap Earnings Strategy Can Help

 

The WisdomTree U.S. MidCap Earnings Index follows two big-picture steps at its annual re

balance, screened on November 30 of each year:

 

Include only profitable companies

Weight companies by their core earnings

 

This process has tended to raise earnings yields (same thing said a different way: lower

P/E ratios) compared with market capitalization-weighted universes of similar stocks.

Below, we focus on the WisdomTree U.S. MidCap Earnings Index P/E relative to the S&P

MidCap 400 Index historically.

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/~/link.aspx?_id=35D75959CFF14FD9B9A38EB46DCF1AE2&_z=z
https://wisdomtree.com/~/link.aspx?_id=72955D6B70EF455EBA0F80FE9DA53A69&_z=z
https://wisdomtree.com/blog/glossary#inflation
https://wisdomtree.com/blog/glossary#earnings-yield
https://wisdomtree.com/blog/glossary#price-to-earnings-ratio
https://wisdomtree.com/blog/glossary#s&p-midcap-400-index
https://wisdomtree.com/blog/glossary#rebalance
https://wisdomtree.com/blog/glossary#core-earnings
https://wisdomtree.com/blog/glossary#market-capitalization-weighting


 

The WisdomTree U.S. MidCap Earnings Index Has Had a 26.5% Average P/E Ratio           

Discount Compared with the S&P MidCap 400 Index over Its Live History

 

 

The Benefits of a Multi-Factor Rebalance

 

Factor-based investing is taking on greater importance in portfolio construction. So how

does the WisdomTree U.S. MidCap Earnings Index tap into multiple factors that have been

associated with long-term outperformance?

 

Value: This factor was touched on above—a systematic P/E discount to the market

cap-weighted benchmark Index has been the result of the annual rebalance.

 

Quality: We also find that weighting profitable companies by earnings tends to tilt

the Index toward stocks with higher measures of return on equity and return on asset

s, commonly used measures of the quality (or profitability) factor.

 

Size: Providing purer exposure to the mid-cap segment of the market can also help

improve returns over time. As of December 31, 2017, the WisdomTree U.S. MidCap

Earnings Index held 100% of its weight in stocks between the $2 billion and $10

billion market cap range in an efficient targeting of the size-factor exposure.

 

The Result: 100% Outperformance over Trailing 10 Years

 

The overarching goal of the WisdomTree Index has been the same all along: to unshackle

the investor from needing to invest at whatever the market’s earnings yield is by

rebalancing annually with a process aimed at actually raising the earnings yield

compared to a similar market cap-weighted index.
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Just as the higher earnings yields of the WisdomTree Index have indicated, over longer

periods of time, the investment result for the fund tracking this Index has been

outperforming 100% of its Morningstar peer category over the past 10 years, and 98%

since its inception.

 

 

 

 

 

 

1Sources: WisdomTree, FactSet.

Important Risks Related to this Article

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

focusing their investments on certain sectors and/or smaller companies 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 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

Inflation : Characterized by rising price levels.

Earnings 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) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

S&P MidCap 400 Index     : provides investors with a benchmark for mid-sized companies.

The index covers over 7% of the U.S. equity market, and seeks to remain an accurate

measure of mid-sized companies, reflecting the risk and return characteristics of the

broader mid-cap universe on an on-going basis.

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.

Core Earnings : Income generated by the company’s daily operations rather than one-time

events or market fluctuations.

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.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by

the firm’s total assets. Higher numbers indicate greater profits relative to the level

of assets utilized to generate them.
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