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It seems like everywhere across the investment landscape in 2017 there is talk about “fa

ctors.” While this isn’t necessarily a new discussion (research has been done for

decades regarding the drivers of excess returns within equities), it is easier than ever

to pick and choose the factors to which you would prefer exposure.

 

Size: Popular but Volatile

 

When people get excited about changes—changes in policy, changes in growth expectations,

changes in political leadership—we’ve tended to see this excitement show up in the

behavior of small-cap stocks. We saw this most recently during the “Trump trade,” with

the bulk of the performance response coming between the November 8, 2016, election

victory and the January 20, 2017, inauguration.

 

Small-Cap Growth & Small-Cap Value Begin to Diverge in 2015

 

In 2012 and 2014, the Russell 2000 Value Index and the Russell 2000 Growth Index

performed very similarly. Even the approximate 9% difference between these indexes

in 2013 wasn’t particularly noteworthy because U.S. equity market indexes across the

board tended to be up 30% to 40% that year.
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The most recent “tough” year for small caps was 2015, and it was clear that the

Russell 2000 Value Index was the laggard, as the Russell 2000 Growth Index was

nearly flat. But 2016 saw greater than 20% outperformance of the Russell 2000 Value

Index vs. the Russell 2000 Growth Index. In 2017 through July 14, these indexes have

reversed again, with the Russell 2000 Growth Index now outperforming the Russell

2000 Value Index by 1,000 basis points (bps).

 

Value, Growth, Core…What’s the “Right” Choice?

 

Based on what we’re seeing in more recent index behavior, trying to time the shift

between value and growth could carry with it a significant opportunity cost and the risk

of being incorrect. Intuitively, one might say, “why not just own all the stocks?” which

could then lead to the Russell 2000 Index—very much the status quo choice. But as we

mentioned before, it has never been easier to fine-tune exposure to a market segment

through the use of factors.

 

Over the Long Term, Did Size or “Size-Plus” Lead to Outperformance?

 

If we take a longer-term view and look back to June 1963, we know that owning small caps

was one way to outperform over the long-haul. However, we can see just by looking at the

performance of all publicly traded small caps that the performance of Small Cap-Value

and Small Cap-High Quality stocks (see definitions below the chart) dramatically

outperformed.

 

Small Caps Plus a Factor Led to Significant Outperformance
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Over this very long period, Small Cap-Value (defined as a focus on small firms with

high book-to-market value ratios) had the strongest returns and, by a small margin,

the lowest risk.

If we knew that Small Cap-Value would always outperform over all periods, then there

would be no need to look at any other factors, but no factor outperforms in all

markets, of course. Since “growth” isn’t a long-term alpha-generating factor, High

Quality (a focus on firms with higher operating profitability) offers the potential

for an interesting foil to value.

Instead of just “owning all of the stocks,” which we alluded to with the Russell

2000 Index choice earlier, something that we find to be of greater interest is

intelligently blending factors. A 50-50 blend of Small Cap-Value and Small Cap-High

Quality led to outperformance over “just holding them all,” as well as enhanced

risk/return characteristics.

 

Better Risk-Adjusted Performance

 

If we ask clients what they really want from the ever-expanding toolkit of options in

portfolio construction, the single most popular answer is “better risk-adjusted

performance.” One way to put a number to this is through the Sharpe ratio. Over the

long-term period going back to June 1963, we asked a simple question: Over 3-, 5- and

10-year rolling periods, did Small Cap-Value, Small Cap-High Quality or the Blended

Approach provide the greatest chance of a Sharpe ratio stronger than just “owning all

the small caps”?

 

Blending Quality & Value Means a Better Chance at a Higher Sharpe Ratio
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The Blend had a stronger Sharpe ratio a greater percentage of the rolling periods

than either Value or High Quality independently. This shows that there is enough of

a benefit from the factors delivering performance at different times that holding

both in tandem was actually stronger than looking at either individually.

WisdomTree Designed Its Quality Dividend Growth Approach with this Blend in Mind

 

For more than 11 years, the WisdomTree SmallCap Dividend Index has generated a strong

live performance track record. While including only dividend payers is one way to avoid

lower-quality small caps, in 2013, WisdomTree developed a new approach—still focused on

dividend payers (therefore tilted toward value) but also ranking stocks by their three-

year average return on equity and return on assets. The WisdomTree U.S. SmallCap Quality

Dividend Growth Index represents the marriage of Quality and Value, similar to the

blends we studied above.

 

Important Risks Related to this Article

Investments focusing on certain sectors and/or smaller companies increase their

vulnerability to any single economic or regulatory development. 

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

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

associated with higher return.

Size Factor : the average returns of small portfolios minus the average returns of the

large portfolios after adjusting for growth or value tendencies.

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

level.&nbsp.

Small-cap growth : Refers to the Russell 2000 Growth Index universe.

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.

Russell 2000 Value Index : measures the performance of small-cap value segment of the

U.S. equity universe. It includes those Russell 2000 Index companies with lower price-

to-book ratios and lower forecasted growth values.

Russell 2000 Growth Index : Measures the performance of the small-cap growth segment

of the U.S. equity universe. It includes those Russell 2000 Index companies with higher

price-to-book ratios and higher forecasted growth values.

Basis point : 1/100th of 1 percent.

Alpha  : Can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more

generally referred to as excess returns in general.

Risk-adjusted returns   : Returns measured in relation to their own variability. High

returns with a high level of risk indicate a lower probability that actual returns were

close to average returns. High returns with a low level of risk would be more desirable,

as they indicate a higher probability that actual returns were close to average returns.

Sharpe ratio   : Measure of risk-adjusted return. Higher values indicate greater return

per unit of risk, specifically standard deviation, which is viewed as being desirable.

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

profit a company generates with the money shareholders have invested.

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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