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While many investors evaluate investment managers based on how they’ve performed over

the prior three- or five-year periods, 10-year numbers often provide an important lens

through which to examine an investment strategy. That’s because most economic cycles and

bull markets run out of steam within a decade, and thus 10-year records show how

strategies have performed over full market cycles.

 

In February, WisdomTree’s core earnings-weighted Indexes hit their 10-year anniversary.

How did we do? WisdomTree's smart beta Indexes beat beta. In each and every case,

WisdomTree’s core earnings-weighted Indexes beat their comparable cap-weighted peers

over the past decade. This performance was consistent with what we saw in our research:

the more inefficient the market, the greater the opportunity to generate excess returns

with a fundamentally weighted approach. The WisdomTree SmallCap Earnings Index, for

example, outperformed the Russell 2000 Index by more than 150 basis points (bps)

annualized over the past 10 years.

For definitions of terms and indexes in the charts, visit our glossary.

 

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/blog/glossary#bullish
https://wisdomtree.com/blog/glossary#smart-beta
https://wisdomtree.com/blog/glossary#beta
https://wisdomtree.com/blog/glossary#market-capitalization-weighting
https://wisdomtree.com/index/wtsei
https://wisdomtree.com/blog/glossary#russell-2000-index
https://wisdomtree.com/blog/glossary#basis-point
https://www.wisdomtree.com/glossary


 

It’s important to note that these excess returns were not generated by taking on

excessive risk. In each and every case, the WisdomTree earnings-weighted Indexes

generated higher risk-adjusted returns as measured by a higher Sharpe ratio. They also

demonstrated very high correlations to the established cap-weighted benchmarks.

 

Rationale for Earnings-Weighted ETFs

 

I am often asked how to use earnings-weighted exchange-traded funds (ETFs) in a broader

allocation, and why WisdomTree believes such excess returns may persist into the future.

 

WisdomTree’s core earnings-weighted ETFs can be used in the core of a U.S. equity

allocation. They provide exposure to the four broad size segments of the U.S. market.

The initial universe is all companies incorporated in the U.S. with market

capitalizations of at least $100 million that have generated profits in the prior year.

That’s typically around 2,000 companies, with an aggregate market capitalization that is

larger than that of the S&P 500 Index and about 90% of the Russell 3000 Index.

 

Because WisdomTree only includes profitable companies at the annual rebalance in

December, we are able to assign constituent weights based on the total amount of

earnings a company has generated in the prior year, rather than its market value. This

typically reduces the price-to-earnings (P/E) ratio of the earnings-weighted Index

relative to its cap-weighted peer—in effect giving investors who buy its tracking ETF a

way to “own the market” at a more reasonable price. That reduction in P/E ratio has

occurred for each of the WisdomTree Indexes highlighted above at each annual rebalance

for the last 10 years.

 

This selection and weighting methodology allows WisdomTree to replenish exposure to the

smart beta factors of value and quality each year. And selecting by market cap for the

size-segmented Indexes allows us to minimize “size bets” in the large and broad market

Indexes, while maximizing the size bet in the mid- and small-cap Indexes.

 

The earnings-weighted ETFs share much in common, philosophically, with our dividend-weig

hted ETFs. But there are three important differences.
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First, Morningstar categorizes the core dividend-weighted ETFs we launched more than a

decade ago in the Value Category. Our four core earnings-weighted ETFs are categorized

as Blend.

 

Second, the earnings-weighted ETFs typically have less exposure to the real estate inves

tment trust (REIT) and Utilities sectors, so different sector exposures mean that

earnings-weighted ETFs perform differently from dividend-weighted ETFs during different

phases of the economic cycle. For example, the WisdomTree Midcap Earnings Fund (EZM) and

the WisdomTree SmallCap Earnings Fund (EES) have, on average, outperformed the S&P 500

over the past decade during periods when interest rates rose in the U.S.

 

Third, for investors looking to maximize the capital appreciation portion of the total

return, as opposed to the dividend income portion, WisdomTree’s earnings-weighted ETFs

offer an excellent complement to our dividend-weighted ETFs.

 

Conclusion

 

The WisdomTree earnings-weighted ETFs that track core earnings Indexes approach the

standardized 10-year track record in March. For investors looking to migrate assets from

the mutual fund structure into the ETF structure, we believe they represent an excellent

choice for those in search of low-fee alpha.

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.

 

The Global Industry Classification Standard (“GICS”) was developed by and is the

exclusive property and a service mark of MSCI Inc.  (“MSCI”) and Standard & Poor’s

(“S&P”), a division of The McGraw-Hill Companies, Inc. and is licensed for use by

WisdomTree Investments, Inc.  Neither MSCI, S&P nor any other party involved in making

or compiling the GICS or any GICS classifications makes any express or implied

warranties or representations with respect to such standard or classification (or the

results to be obtained by the use thereof), and all such parties hereby expressly

disclaim all warranties of originality, accuracy, completeness, merchantability and

fitness for a particular purpose with respect to any such standard or classification.

Without limiting any of the foregoing, in no event shall MSCI, S&P, any of their

affiliates or any third party involved in making or compiling the GICS or any GICS

classifications have any liability for any direct, indirect, special, punitive,

consequential or any other damages (including lost profits) even if notified of the

possibility of such damages.

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

Bullish : a position that benefits when asset prices rise.

Smart Beta   : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.

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.

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.

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.

Basis point : 1/100th of 1 percent.

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.

Correlation : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

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.

Russell 3000 Index    : Measures the performance of the 3,000 largest U.S. companies

based on total market capitalization.

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.

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.

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.
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Dividend weighted : Constituent securities represented within the Index in proportion

to their contribution to the dividend stream of the Index.

Real estate investment trust (REIT)      : Investment structure containing a basket of

different exposures to real estate, be it directly in properties or in mortgages.

Returns predominantly relate to changes in property values and income from rental

payments.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Alpha  : Can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more

generally referred to as excess returns in general.
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