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Value is relative. In order to evaluate whether something is trading at a discount or

premium, a critical step is establishing what to compare it to.

Academic research on patterns in U.S. equity returns dating back to as early as the

1960s1 found stocks valued  at a discount on measures like price-to-earnings tended to

outperform market averages, as well as more richly valued stocks.

Some of this research ranked value stocks by comparing companies within the same

industries2, but often the sample was taken from all listed equities, subject to

constraints like liquidity and market-cap cutoffs. The latter method was used by Eugene

Fama and Ken French in their seminal 1992 paper3 on the effects of market beta, size and

value.

This is also the method by which many of the most widely tracked value indexes, like the

Russell Style indexes, are constructed. Due to the tendency of value stocks to be

clustered in the same industries, these indexes have persistent sector over- and under-

weights.

As of October 31, 2019, the Russell 1000 Value Index was overweight Financials by 11%

and underweight Information Technology by 16% relative to the S&P 500 Index. The S&P 500

Value Index is also overweight Financials and underweight Information Technology, but to

a lesser degree.

Sector Weights Relative to the S&P 500 Index

Russell 100 Value Index 

S&P 500 Value Index
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Value Sectors

There are several reasons for certain sectors to be structurally value sectors.

The most common justification for cyclicals like Financials, Energy and Materials to

trade at lower multiples is that their earnings are closely tied to the business cycle,

which increases operating risks. This rationale supports the argument that value stocks

outperform because of an associated risk premium, and fits in nicely with the efficient 

market hypothesis.

Differences in accounting methods also play a role. For example, banks’ use of fair

value accounting often causes the book values of equity to be closer to market values.

This can make banks appear discounted relative to companies using historical cost

accounting, like Industrials, that have market prices much greater than the costs of

their depreciated assets.

The risk-based argument lends logical support to an approach that tilts toward value

sectors. The thought process is that these sectors are riskier, and investors should be

rewarded for the excess risk over time.

The impact of differences in accounting methods, on the other hand, supports an argument

that sorting across industries introduces measurement error in identifying value stocks.

In other words, perhaps using the same accounting ratios to measure JP Morgan and Boeing

causes indexes to unduly favor one as value and one as growth.

The table below of median sector valuations summarizes the significant differences

across sectors. Financials, Energy and Materials have the lowest valuations, while Real

Estate, Health Care and Information Technology have the highest.

Value Within Industries

The WisdomTree U.S. Multifactor Index (WTUSMF) uses value as one of four factors (value,

quality, momentum and low correlation) being directly targeted in its basket of roughly

200 stocks. The value factor is composed  of six ratios, with each company in the

universe given a value score relative to its industry. This is done to avoid some of the
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potential pitfalls of relying on a single measure of value.

Additionally, as part of the weighting process, the sector weights of the index are

scaled to be sector neutral relative to the broader U.S. large-cap equity universe. As a

result, Information Technology is the largest sector weight at 21%.4 In our view, this

process produces an Index that has good representation across sectors, and which relies

on stock selection as the driver of alpha instead of on sector tilts.

In the years since Fama and French’s 1992 paper, notable research has been published on

improvements in the risk-adjusted returns of the value factor achieved by using within-

industry measures.5 In part, this method addresses the accounting differences across

industries and results in a more diversified portfolio.

The chart below shows the sector valuations for WTUSMF. Despite its sector neutrality

requiring the Index to have a significant weight in “growthier” sectors, the Index’s

discounted valuations in each sector result in it having materially lower overall

multiples versus the broader market.

Relative to the value benchmarks, this Index has similar valuation multiples to the

single-factor Russell and S&P 500 value indexes, coupled with a distinct quality tilt

(higher return on equity and return on assets).

While growth stocks can invariably outperform value stocks over time, we believe our

factor-driven approach can add value over market cycles versus simply owning the market.

Given our focus on sector neutrality and multiple metrics for measuring value, we’ve

attempted to isolate our sources of alpha instead of blending them away with sector

tilts.
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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)
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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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