
FACTOR ATTRIBUTION: QUANTIFYFACTOR ATTRIBUTION: QUANTIFY
YOUR PERFORMANCEYOUR PERFORMANCE
Christopher Carrano — Vice President of Strategic Research at Venn by Two
Sigma,Alejandro Saltiel — Head of Indexes, U.S.

11/28/2017

As the investment world begins to accept equity factors such as value, quality, momentum

and low correlation as best-practice investing, increasingly we find advisors attempting

to measure their assets’ factor exposure in ways that are familiar to them. Regressions

are helpful, but they often represent an analysis that is unfamiliar, operating in a

completely different universe than traditional performance attribution, for example.

With this in mind, WisdomTree set its sights on creating a more familiar factor

attribution framework.

 

For instance, a commonly used measurement for the quality factor is return on equity (RO

E), which measures how efficiently a company captures profits based on shareholder

investments. Below, we segmented the USA Equity universe into five ROE quintiles, the

first being the top 20% measured by ROE (representing the highest-quality segment of the

market) and the fifth quintile being the bottom 20% (representing the lowest-quality

segment). Not only does this allow for differentiation among the highest- and lowest-

quality baskets of the U.S. equity market, but we can compare other indexes’ overlap

with these baskets and pinpoint where quality exposure helped or hurt historically. For

example, let’s look at the WisdomTree U.S. Quality Dividend Growth Index (WTDGI) versus

the S&P 500 Index.

 

Quality Factor Attribution Using Return on EquityQuality Factor Attribution Using Return on Equity

 

How to Interpret Results: Row 1 ExampleHow to Interpret Results: Row 1 Example

Allocation:Allocation: WTDGI received 29 basis points (bps) of relative outperformance due to its

corresponding percentage weight in the first ROE quintile versus the S&P 500. 

 

Selection:Selection: WTDGI received 3 bps of relative underperformance due to its stock selection

in the first ROE quintile versus the S&P 500. 
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Interaction:Interaction: WTDGI received 3 bps of relative underperformance due to the interaction

between allocation and selection in the first ROE quintile versus the S&P 500

Total Contribution:Total Contribution: The stocks and weights of WTDGI attributable to the first ROE

quintile of the market added 23 bps of relative outperformance versus the S&P 500.

 

WisdomTree Weight:WisdomTree Weight: An average 42.13% total WTDGI weight was in the first ROE quintile

of the market.

 

Benchmark Weight:Benchmark Weight: An average 23.07% total S&P 500 Index weight was in the first ROE

quintile of the market.

 

Active Weight:Active Weight: WTDGI was 19.06% overweight in the first ROE quintile of the market

relative to the S&P 500.

WisdomTree Group Return:WisdomTree Group Return: The group of stocks in WTDGI within the first ROE quintile of

the market returned 14.89%, while the aggregate S&P 500 Index returned 13.55%.

Benchmark Group Return:Benchmark Group Return: The group of stocks in the S&P 500 within the first ROE

quintile of the market returned 15.02%, while the aggregate S&P 500 returned 13.55%.

 

CommentaryCommentary

 

Interestingly, the two largest differences in active weight came in the first and fifth

quintiles; that is, WisdomTree’s quality Index was 19% overweight in the highest-quality

segment of the market and underweight 13% in the lowest-quality segment of the market.

These allocation differences amounted to over 50 bps of excess return, highlighting the

power of the quality factor and reminding investors it is not just about being long

quality stocks, but also about avoiding allocations to “junkier” stocks. In beta benchma

rks, you will most likely find a more even allocation mix among these fundamental

quintiles, whether you sort by earnings yield, dividend yield or ROE, compared to a

targeted earnings, dividend or, in this case, quality Index. More specifically, the S&P

500 had more than 30% weight dedicated to the two worst ROE quintiles of the U.S. equity

market, whereas the WisdomTree Index possessed only 7% weight. This is why fundamental

investing truly is a two-pronged approach, and why, since its inception, the WisdomTree

U.S. Quality Dividend Growth Index has managed to get the better of the S&P 500 Index. 

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 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.

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.

QualityQuality  : 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.

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.

Low CorrelationLow Correlation  : Characterized by assets that have a relatively lower correlation vs

the market over time. This term is also associated with the Low Correlation Factor which

associates these stock characteristics with excess returns vs the market over time.

Regression analysisRegression analysis  : statistical process for estimating the relationships among

variables. It helps one understand how the typical value of the dependent variable (Y-

variable) changes when any one of the independent variables is varied, while the other

independent variables are held fixed.

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

profit a company generates with the money shareholders have invested.

QuintileQuintile  : One of the class of values of a variate which divides the members of and

batch or sample into equal-sized subgroups of adjacent values or a probability

distribution into distributions of equal probability.

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.

Basis pointBasis point  : 1/100th of 1 percent.

Beta benchmarkBeta benchmark  : Characterized by measuring the performance of a particular universe of

equities without attempting to utilize selection and weighting to generate differences

in performance relative to this universe.

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.

Dividend yieldsDividend yields  : Refers to the trailing 12-month dividend yield. Dividends over the

prior 12 months are added together and divided by the current share price. Higher values

indicate more dividends are being generated per unit of share price.

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