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When will value turn around and outperform growth? Over the past several years, this

arguably has been one of the most hotly debated questions in index investing. Investors

are now undoubtedly familiar with some sort of graph that shows the outperformance that

growth has experienced over the past 10 years, punctuating the question around value mea

n reversion.

 

With live performance available for many of WisdomTree’s Funds for the past 10 years,

some investors may be surprised to see outperformance, particularly in the small- and mi

d-cap segment, from some of our most value-tilted strategies. In this blog post, we

utilize our Index Performance Attribution tool to explain the key drivers of

outperformance of our mid-cap earnings Index over the past 10 years. 

 

Quantifying Value: Earnings Yield Attribution

 

The tendency for inexpensive companies, using a ratio such as price-to-earnings (P/E),

to outperform expensive companies over longer periods of time is one of the more

generally accepted principles in factor investing. Research such as this contributed to

the creation of WisdomTree’s earnings-weighted family that rebalances back to core

earnings on an annual basis to reduce valuation risks. By segmenting the WisdomTree U.S.

MidCap Earnings Index and the Russell Midcap Index into earnings yield quintiles, we can

review how the least expensive stocks have performed relative to the more expensive

stocks in real time, and how this helped contribute to 266 basis points (bps) of

outperformance for the WisdomTree Index as of June 30, 2018:

 

First Quintile (Lowest P/E): The WisdomTree Index had an active weight of 10.75%

in this quintile, which was also the best performing in the benchmark quintile. This

quintile was the biggest contributor to outperformance, adding 112 of the total 266

bps of outperformance.

 Fifth Quintile (Highest P/E): The WisdomTree Index was under-weight in the most

expensive quintile by 12.85%, the largest absolute active weight of all the

categories. This quintile was the worst performing in the benchmark, underperforming

the Russell index’s total return by nearly 200 bps. By tilting away from these

expensive stocks, the category contributed 42 bps of outperformance.
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Quantifying Quality: ROE Attribution

 

Return on equity (ROE) is a key metric of profitability for equity investors, and one

that is helpful to utilize in deconstructing the impact of our earnings-weighted

methodology on returns. Similar to what was done for earnings yield quintiles, the two

indexes are segmented into ROE quintiles, as well as a category for negative return.

 

Top Two ROE Quintiles: Over short periods of time, we can see any of the commonly

accepted factors go out of favor. One surprise of 2018 thus far has been how well

negative earners have performed in the mid-cap segment. Negative earners have

outpaced all other ROE quintiles in a junk-led rally, resulting in a headwind for

the WisdomTree  Index’s year-to-date returns. Over the 10-year period, the

outperformance of the highest ROE quintiles has been definitive. The WisdomTree

Index had a combined 14% over-weight in the top two quintiles, contributing 113 bps

to outperformance.

Negative Return Category:   What we have consistently seen when dipping down in

market cap size is this negative return weight becomes more prevalent for market

cap-weighted indexes, creating a greater exposure to companies more at risk of

bankruptcy due to a lack of profitability. The WisdomTree Index had roughly 2.8%

weight in this bucket, with over twice this exposure for the Russell index, which

had 7.3% allocated there. This was the second-worst-performing category for the

benchmark, which contributed 32 bps to outperformance.
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Don’t Sleep on Value

 

While one would expect an index that has outperformed its benchmark by 266 bps over 10

years should have stretched valuations, the design of WisdomTree’s Index instills a

selling discipline to mitigate any such valuation risk—an important consideration for

investors in this aging bull market. As of June 30, 2018, the valuation discount for the

WisdomTree Index is about 30% on a trailing P/E basis, a discount that could portend

even greater opportunity for outperformance going forward should value finally come back

into favor.

 

 

WisdomTree U.S. MidCap Earnings Fund (EZM)     : Beating 98% of Its Peers since     

Inception

 

The Fund tracking the WisdomTree U.S. MidCap Earnings Index, EZM, has proven its

competitiveness up against both passive and active managers, beating 98% of Morningstar

Category peers based on total return since inception. The combination of value and

quality exposures, which we have highlighted through the earnings yield and ROE

attributions, has helped this Fund rise toward the top of its peer group despite the

headwind of value over this period.
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All data as of June 30, 2018 and sourced from WisdomTree, FactSet.

 

Important Risks Related to this Article

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

focusing their investments on certain sectors and/or smaller companies 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
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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

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.

Growth  : 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.

Mean reversion : The concept that a series of returns has a tendency to return to its

average level over longer periods, even if shorter periods can exhibit wide swings.

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

Mid-Cap : Characterized by exposure to the next 20% of market capitalization (after the

top 70% have been removed) within the Value, Blend or Growth style zones with the

majority of the fund’s weight.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

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

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

associated with higher return.

Rebalance  : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based

selection and weighting process on an annual basis.

Valuation risk   : The risk of buying or over-weighting a particular stock that has

appreciated significantly in price relative to its dividends, earnings or any other

fundamental metric.

Russell Midcap Index : The Russell Midcap Index measures the performance of the mid-

cap value segment of the U.S. equity universe. It includes those Russell Midcap Index

companies with lower price-to-book ratios and lower forecasted growth values.

Earnings 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.

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.

Basis point : 1/100th of 1 percent.

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

profit a company generates with the money shareholders have invested.

Market capitalization-weighting   : 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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Bullish : a position that benefits when asset prices rise.

Passive  : Indexes that take a rules-based approach with regular rebalancing schedules

that are not changed due to market conditions.

Active manager : Portfolio managers who run funds that attempt to outperform the market

by selecting those securities they believe to be the best.
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