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I s value dead? Or do the enthusiasts of the Russell index family and the Fama-French

Factor Model need to re-evaluate price-to-book ratio (P/B) as the primary metric used in

defining value stocks?

 

The decade ending September 2018 was the single worst decade in history for P/B as a

factor-sort of the market.

 

Rolling 10-Year Return Differentials: Cheap vs. Expensive Price-to-BookRolling 10-Year Return Differentials: Cheap vs. Expensive Price-to-Book

 

Deteriorating Power?Deteriorating Power?

 

In their seminal factor paper, Fama and French wrote: “there is no evidence that its

explanatory power deteriorates through time.”1
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Perhaps they will consider the new evidence.

 

In 616 of the 679 10-year periods from 1926 through to the end of 1992, the cheap stocks

outperformed the expensive stocks, with the median performance advantage greater than

500 basis points (bps) per year.

 

But recent returns have been trending down as we saw earlier with the recent single

worst decade for low-P/B stocks compared to high-P/B stocks.

 

This is not just an academic exercise on the limits to valuation-oriented investing.

 

The Russell family of indexes, established in 1979—ahead of the Fama-French research—

utilizes P/B as the primary determinant of what defines a value stock. It now has been

40 years since the creation of that index family and the Russell 1000 Value Index has

outperformed the Russell 1000 Growth Index.2

 

But consistent with the recent downward trend in relative performance, over the past 30

years, the Russell Value has lagged the Russell 1000 Growth by 21 bps annualized, with

more recent underperformance significantly greater.3

 

What Caused Recent Underperformance of Value?What Caused Recent Underperformance of Value?

 

It was primarily sector tilts that caused the lagging performance for Russell Value. P/B

sorting of the market as a value strategy results in chronic sector tilts, particularly

toward Financial stocks and away from Technology stocks.

 

On average, the Russell 1000 Value Index has been overweight Financials by 11%, and

underweight Information Technology by 10% over last decade. These bets are persistent

and likely will continue for some time.

 

Russell 1000 Value Index vs. Russell 1000 Index Average Active Weights: TrailingRussell 1000 Value Index vs. Russell 1000 Index Average Active Weights: Trailing

10-Years10-Years
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A sector attribution of Russell 1000 Index performance relative to the Russell 1000

Value Index over the past decade can help dissect this performance impact.

 

Of the 210 bps of outperformance for the Russell 1000 Index over the Russell 1000 Value,

83 bps came from the Information Technology sector alone. 

 

Trailing 10-Year Attribution of Russell 1000 Index vs. Russell 1000 Value Index:Trailing 10-Year Attribution of Russell 1000 Index vs. Russell 1000 Value Index:

Information Technology and FinancialsInformation Technology and Financials

 

A number of market commentators believe the epic run of outperformance by growth stocks

will end and that value is destined to turn around.

 

This may be true, but clearly the most important ingredient for that turn would be

Financials outperforming Technology. How confident are you in that outcome?

 

WisdomTree will be coming back to this topic in 2019, particularly focusing on new

value-sensitive index strategies that do not contain persistent sector biases.
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1Eugene F. Fama and Kenneth R. French, “The Cross-Section of Expected Stock Returns,” The

Journal of Finance, 6/1992.

2Source: WisdomTree, Zephyr StyleAdvisor, 12/31/1979-12/31/2018.

3Source: Zephyr StyleAdvisor, 12/31/1988-12/31/2018

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

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.

Price-to-book ratioPrice-to-book ratio  : Share price divided by book value per share. Lower numbers

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

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

ValuationValuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Russell 1000 Value IndexRussell 1000 Value Index  : A measure of the large-cap value segment of the U.S. equity

universe, selecting from the Russell 1000 Index.

Russell 1000 Growth IndexRussell 1000 Growth Index  : A measure of the large-cap growth segment of the U.S.

equity universe, selecting from the Russell 1000 Index.

GrowthGrowth  : Characterized by higher price levels relative to fundamentals, such as

dividends or earnings. Price levels are higher because investors are willing to pay more

due to their expectations of future improvements in these fundamentals.
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