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In an earlier post, we analyzed whether certain smart beta factors have been losing thei

r efficacy over time . While some of the factors have seen their excess returns above

t h e S&P 500 taper off over the last few years, the quality factor has remained

remarkably consistent in its ability to produce market-beating returns. If we conclude

that quality is the best factor to which investors want exposure over the long run, how

can they access it in their portfolios?

 

We surveyed the universe of U.S. large-cap exchange-traded funds (ETFs) that focus on

quality using a highly scientific approach: funds that had the word “quality” in their

name. For data consistency purposes, we looked only at funds that had over $500 million

in assets.1 That left us with a list of four funds that track rules-based indexes aimed

at capturing quality companies. Each of these underlying indexes takes its own unique

approach to portfolio construction.

 

Fundamental Metrics on the Methodology Menu

 

Unsurprisingly, each index has its own definition of quality and unique fundamental

metrics to measure it in their methodologies:

 

MSCI USA Sector Neutral Quality Index: Return on equity (ROE), debt/equity and

earnings variability2

Northern Trust Quality Dividend Index: Management expertise (e.g., corporate finance

activities), profitability (e.g., assessment of the reliability and the

sustainability of financial performance) and cash flow3

S&P 500 Quality Index: ROE, accruals ratio and financial leverage ratio4

WisdomTree U.S. Quality Dividend Growth Index: Dividend payout ratio, ROE, return on

assets and long-term estimated earnings growth

 

Dividends as a Quality Appetizer

 

WisdomTree has found over its history that dividends are an organic way to tap into the

quality factor; indeed, both the Northern Trust index and the WisdomTree Index include

only dividend-paying stocks. However, each does this in a very different manner. While

the Northern Trust index targets a dividend above that of its parent index, the

WisdomTree Index omits all stocks with a dividend yield that is above a specified level

(each individual stock’s earnings yield). This screen provides a dual benefit: it
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ensures that the index includes only those stocks that have sustainable dividends, with

the ability to grow that dividend down the road.

 

Given the nuances within each index methodology, let’s run a regression to see which was

able to most effectively tap into the factor that each of these indexes are targeting.

 

Loading to Quality Factor, 1/1/15–7/31/17

 

The USDA Prime Quality Grade Goes to…

 

While each index had a significantly higher loading to the quality factor than the S&P

500, the WisdomTree U.S. Quality Dividend Growth Index had the highest quality exposure

of them all. Given what we know about the performance-enhancing capabilities of the

factor, how did each index’s quality exposure translate into performance?

 

Annualized Total Returns, 1/1/15–8/31/17

 

Highest Quality and the Juiciest Returns

 

Not only did the WisdomTree Index have the greatest exposure to the quality factor, it
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was the best-performing index as well. The WisdomTree and MSCI indexes outperformed the

S&P 500, the Northern Trust index slightly lagged and the S&P 500 Quality Index trailed

by a relatively wide margin.

 

Admittedly, while less than three years of analysis is a relatively small sample size,

we can infer from the 50+ years in our previous analysis that being closely tied to the

quality factor has been a strong precursor of outperformance. In effect, the last three

years have been a microcosm of the previous 50. When it comes to investing in quality,

think of a steak: the highest quality is best.

 

Investors that are interested in the ETF that tracks this index can look to the WisdomTr

ee U.S. Quality Dividend Growth Fund (DGRW).

 

And now I’m hungry...

Important Risks Related to this Article

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

focusing their investments on certain sectors 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

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.

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

associated with higher return.

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.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

MSCI USA Sector Neutral Quality Index : Refers to the MSCI USA Quality Index which

is a large and mid cap US equity index aiming to capture the performance of quality

growth stock. The Index screens its parent index, the MSCI USA Index for ROE, stable

year-over-year earnings growth, and low financial leverage. Seeks to match the sector

exposures the MSCI USA Index.

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

profit a company generates with the money shareholders have invested.

S&P 500 Quality Index     : Designed to track high quality stocks in the S&P 500 by

quality score, which is calculated based on return on equity, accruals ratio and

financial leverage ratio.

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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