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HIGHER VALUATIONS ≠ 
HIGHER RETURNS
As an investor, you want the valuations for the companies you invest in to climb. But when those valuations don’t reflect the 

true underlying value of the company, sector or market you’re invested in, you may pay the price in more ways than one. 

Not only are you paying a higher price for the security or fund but you are also taking on higher risks—and typically far less 

reward than you may expect.

In his book The Future for Investors, Professor Jeremy Siegel— Senior Investment Strategy Advisor at WisdomTree—demonstrated that stocks with 
lower price-to-earnings (P/E) ratios outperformed those with higher P/E ratios.

Stocks with lower P/E ratios not only outperformed those with higher ratios but the S&P 500 as well—and with lower 
volatility too.

FIND THE BALANCE BETWEEN VALUATION AND PERFORMANCE 2

Sources: Jeremy Siegel, The Future for Investors (2005), with updates to 2022. Universe: S&P 500 Index.
Past performance is not indicative of future results. You cannot invest directly in an index. Index performance does not represent actual fund or portfolio performance. A fund or portfolio may differ significantly 
from the securities included in the index. Index performance assumes reinvestment of dividends but does not reflect any management fees, transaction costs or other expenses that would be incurred by a 
portfolio or fund, or brokerage commissions on transactions in fund shares. Such fees, expenses and commissions could reduce returns.
Standard deviation (Volatility): measure of how widely an investment or investment strategy’s returns move relative to its average returns for an observed period. A higher value implies more “risk”, in that 
there is more of a chance the actual return observed is farther away from the average return.
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 Lowest       Low       Mid       High       Highest       S&P 500

1957 1964 1971 1978 1985 1992 1999 2006 2013 2020

P/E Quintile Avg. Ann. Returns Avg. Ann. Std. Dev. 
(Volatility)

Lowest 11.9% 17.1%

Low 12.5% 15.4%

Mid 10.8% 15.2%

High 9.9% 16.0%

Highest 8.2% 20.0%

S&P 500 10.5% 17.0%
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A key to managing the risk of bubbles may be to manage valuations.

Sources: WisdomTree, Bloomberg. Dates are for the illustrated “bubbles.” Past performance is not indicative of future results. You cannot invest directly in an index.

For non-U.S. examples, performance shows equities only and does not include any impact of foreign currency changing in value against the USD.

THE TROUBLE WITH 
BUBBLES
Overvaluations of one or two securities may not be such a huge risk, but high valuations of entire sectors and markets 

can be. Experience has taught us that bubbles occur with surprising frequency—and the challenge with bubbles is that 

they tend to burst.

In the late 1990s, U.S. investors saw growth stocks with triple-digit P/E ratios dominate the S&P 500, commanding the largest weights in the 
index as their market capitalizations soared. And when this happens, market cap-weighted indexes can subject investors not only to higher risks 
but also to huge losses when they crash from unsustainable levels. As an example, the S&P 500 declined over 41% from October 2000 through 
October 2002, after trading as high as 31x earnings in March 2000. Japanese stocks declined nearly 40% from December 1989 through December 
1991 after trading at 67x earnings. And the Shanghai stock market declined over 65% in 2008, after trading above 40x earnings in 2007.
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WEIGHTING BY EARNINGS
Most indexes, and the exchange-traded funds (ETFs) that track them, weight stocks by market capitalization—a method 
that assumes price is always the best measure of true value. WisdomTree’s earnings ETFs, however, weight companies 
by the earnings they generated rather than by market cap. This approach can lower the P/E ratio for the given market, 
helping to manage the valuations and magnifying the effect that earnings have on risk and return characteristics. 

For the suite of ETFs that track earnings-weighted Indexes, this approach can lower the P/E ratio, helping to manage the 
valuations and magnifying the effect that earnings have on risk and return characteristics.

Weighting by earnings can reduce overall P/E ratios—essentially lowering the price of the market.

Source: WisdomTree. Hypothetical example for illustrative purposes only. Does not reflect an actual investment.

Market Cap Weighting Earnings Weighting

Market 
Capitalization 

(Bn)

Earnings Stream  
(Bn) P/E Ratio Market Cap 

Weight Investment Weighted  
P/E Ratio

Earnings  
Weight Investment Weighted  

P/E Ratio

Company A $500 $25 20x 55.56% $55,556 33.33% $33,333

Company B $250 $25 10x 27.78% $27,778 33.33% $33,333

Company C $150 $25 6x 16.67% $16,667 33.33% $33,333

Totals $900 $75 $100,000 12.00x $100,000 9.47x
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THE KEY TO LOWER P/E RATIOS
Perhaps the most critical process to alleviate the risk of overvaluation, is an annual rebalance. Once a year, we not only 
adjust the weights of each Index component back to relative value, but we also eliminate any company with negative 
earnings. We believe this has been the key to maintaining our lower P/E ratios and helping to ensure that investors do 
not overpay for the markets.

Stock Price During Year Earnings Change Weight Change at Rebalance

Up Depends on which rose more

Flat Decrease

Down Decrease

Up Increase

Flat Unchanged

Down Decrease

Up Increase

Flat Increase

Down Depends on which fell more

Source: WisdomTree hypothetical illustration.
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COMPOSITE RISK SCORE (CRS)
To mitigate exposure to the riskiest companies, we leverage  enhanced risk criteria. This process screens out companies 

that rank in the bottom decile of our starting universe of publicly traded companies based on a composite risk score of 

quality and momentum factors.

• 50% Quality – Companies are ranked based on trailing 12-month profitability (static quality) as well as trends in profitability over the past three 
years (dynamic quality).

• 50% Momentum – Companies are ranked by their 6-month and 12-month returns to capture medium- to long-term price trends.

The score for each factor is used to calculate a Composite Risk Score that is used to eliminate potentially higher risk companies 
that would have otherwise been eligible for inclusion.

Static:
• Last Return on Equity (ROE)
• Last Return on Assets (ROA)
• Last Gross Profits over Assets 

(GPOA)
• Last Cash Flows over Assets 

(CFOA)

Dynamic:
• ROE Trend
• ROA Trend
• GPOA Trend
• CFOA Trend

QUALITY MOMENTUM

Better quality stocks have tended to outperform
Selecting stocks based on the last but also trailing  
3-year ROE and ROA readings rewards companies that  
currently have good but also improving quality attributes  
inside each of the industry groups.

• Average of Risk-adjusted total returns for the last 
6-months and last 12-months

• Risk-adjusted total returns = Historical Return 
divided by Volatility

Momentum has tended to outperform
6-month and 12-month returns help capture 
medium- to long-term price trends. Adjusting 
returns for volatility avoids tilting towards stocks 
with high return but also high volatility.

50% 50%
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WisdomTree’s weighting methodology lowered the price of these markets from 20% to over 50%.

Sources: WisdomTree, FactSet, Trailing P/E as of 12/31/2022. Correlation from 2/1/2007-12/31/2022. Past performance is not indicative of future results. You cannot invest directly in an index.

Cap-weighted Index P/E Ratios WT Earnings-weighted Index P/E Ratios WT Difference Correlation

S&P 500 Index: 18.8x WT US LargeCap Index: 13.8x -26.96% 1.00

S&P Mid Cap 400 Index: 13.8x WT US MidCap Index: 8.0x -42.29% 1.00

MSCI USA Small Cap Index: 21.6x WT US SmallCap Index: 7.9x -63.29% 0.99

THE PROOF IS IN THE P/E
Theories are nice, but investors want results and as you can see below, in every major domestic equity market, WisdomTree 

Indexes have far lower P/E ratios than their cap-weighted counterparts, while maintaining broad asset class exposure.

GET BACK TO BUYING LOW,  
SELLING HIGH
Consensus investment wisdom teaches us to buy low and sell high. But when valuations climb, traditional cap-weighted 

indexes and funds may cause investors to do the exact opposite. Weighting by earnings can help reduce P/E ratios so investors 

can get back to buying low and selling high—a practice that can not only reduce risk but may also lead to outperformance.

WisdomTree pioneered the concept of earnings weighting, offered the first family of earnings-weighted ETFs, and it offers 

the largest family of fundamentally weighted earnings and dividend ETFs all over the world.

Learn more about the power of earnings at WisdomTree.com.



ABOUT US

At WisdomTree, we do things differently. Our ETFs are 

built with proprietary methodologies, smart structures 

and/or uncommon access to provide investors with the 

potential for income, performance, diversification and 

more. We sponsor a family of distinct ETFs that span 

asset classes and countries around the world.

WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S.  
©2023 WisdomTree, Inc.

Glossary: 
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. 
Market cap: Share prices x the number of shares outstanding. Firms with the highest values receive the highest weights in approaches designed to weight firms by 
market cap. 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. Standard deviation (Volatility): measure of how widely an investment or investment strategy’s returns move relative to its average returns for an 
observed period. A higher value implies more “risk”, in that there is more of a chance the actual return observed is farther away from the average return.
Index definitions: 
S&P 500 Index: Market capitalization-weighted benchmark of 500 stocks selected by the Standard & Poor’s Index Committee, designed to represent the 
performance of the leading industries in the United States economy. S&P MidCap 400 Index: Provides investors with a benchmark for mid-sized companies. The 
index is designed to measure the performance of 400 mid-sized companies, reflecting the distinctive risk and return characteristics of this market segment. MSCI 
USA Small Cap Index: Market capitalization weighted index designed to measure the performance of the small cap segment of the US equity market.

Investors should carefully consider the investment objectives, risks, charges and expenses of the Funds before investing. U.S. investors only: To obtain 
a prospectus containing this and other important information, please call 866.909.9473, or visit WisdomTree.com/investments. Read the prospectus 
carefully before you invest. There are risks involved with investing, including the possible loss of principal. Past performance does not guarantee 
future results.
There are risks associated with investing, including possible loss of principal. Foreign investing involves currency, political and economic risk. Funds focusing on a 
single country or sector and/or funds that emphasize investments in smaller companies may experience greater price volatility. Investments in emerging markets, 
real estate, currency, fixed income and alternative investments include additional risks. Due to the investment strategy of certain Funds, they may make higher 
capital gain distributions than other ETFs. Please see prospectus for discussion of risks.


