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We just passed the halfway point in a year that already feels like an eternity. It’s

time to review the scorecard of factor performance.

On June 8, the National Bureau of Economic Research made the official announcement that

the U.S. had entered a recession at the end of February. This ended a record 128-month

expansion that began in June 2009.

Quality stocks tend to be among the best performers during this stage of the economic

cycle. These companies are often characterized by cleaner balance sheets and/or higher

profitability—attractive attributes during a fragile economy.

Through the first six months of the year, higher-quality stocks did indeed outperform.

The first quintile by profitability (return-on-equity) outperformed the fifth quintile

by 21.34%.

Value stocks, which tend to perform inversely to quality, have significantly lagged. The

lowest price-to-earnings (P/E) quintile trailed the highest P/E quintile by 37%.

S&P 500 Index Quintile Performance

 

Market Efficiency: Greater Safety, Higher Valuations

When volatility increases, we can see a positive relationship with the outperformance of

higher-quality stocks, and underperformance for lower quality.

Correlation of 12-M Trailing Change in VIX and 12-M Trailing Excess Returns of       

Quality Quintiles
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Market efficiency would suggest that the tendency of higher-quality companies to provide

risk mitigation means there should be a valuation premium for these stocks.

And this is exactly what we see, historically.

Since 2002, the highest-quality stocks have had an average price-to-book (P/B) premium

of over 2 times the P/B ratio of the lowest quality stocks. On price-to-sales (P/S),

this premium has been about 1.7 times for the highest quality stocks.

Based on current P/B ratios, high-quality stocks are priced at a valuation extreme—

matched only by levels seen during the last recession in March 2009. Valuations based on

P/S show an even more dramatic valuation extreme for high quality.

Relative Price-to-Book: Highest Quality vs. Lowest Quality Quartiles

 

Relative Price-to-Sales: Highest Quality vs. Lowest Quality Quartiles
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The cost of this safety premium is likely to be realized during an economic recovery

phase. When investors are more optimistic about the economy, richly priced quality

stocks are likely to lag stocks with lower multiples that may be perceived as riskier.

Quality Selection + Dividend Weighting = Attractive Relative Valuation

This trade-off, of valuation premium for safety, seems like a fair bargain, particularly

for investors with a shorter time horizon.

But there is perhaps a way that investors can have their cake (higher-quality companies)

and eat it too (controlling for valuations).

The WisdomTree U.S. Quality Dividend Growth Index selects 300 high-quality companies,

and then weights constituents by their dividends paid. This fundamentals-based weighting

helps to mitigate valuations risks that can occur in market cap-weighted indexes.

Over the full history back to 2013, the Index has had almost 18% greater weight in the

highest-ROE quintile of companies, and an under-weight of about 11% to the lowest-ROE

quintile.

Average Relative Quintile Weights: WisdomTree U.S. Quality Dividend Growth vs.

S&P 500

 

As a result of the dividend weighting process, we see relative valuations for the

quality dividend growth index that are at the historical median for price-to-book,
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price-to-sales and price-to-cash flow. Based on forward P/E, the quality Index is at an

all-time low relative to the S&P 500, which is currently at a 10-year high forward P/E

of 22.36 times.

In our view, these relative valuations for a high-quality basket look attractively

priced, particularly for this stage of the cycle.

WisdomTree U.S. Quality Dividend Growth vs. S&P 500 – Relative Valuations

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

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.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

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

profit a company generates with the money shareholders have 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.

Quintile  : 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.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

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.

Valuation  : 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.

Price-to-sales (P/S) ratio : share price divided by per share revenue.

Dividend weighted : Constituent securities represented within the Index in proportion

to their contribution to the dividend stream of the Index.

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

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

Market Capitalization   : 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.
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