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One of the most anticipated annual reports in the fund industry is the SPIVA U.S. Scorecard by S&P. It measures how acti
ve funds perform relative to their benchmarks.

The 2019 update came out this month. Even though a heck of a lot has changed since the end of the year, we can learn a
lot from the results.

Not a Ton of Surprises, Except for…

Many of the results come as no surprise to industry watchers.

Nearly 70% of intermediate investment-grade bond funds outperformed their benchmark index. This makes sense given
how investment-grade credit (commonly over-weighted in many core bond funds) sharply outperformed in 2019.

U.S. large-cap growth managers, many of whom over-weight the big tech companies, also had a strong showing—again
expected, as the tech sector was up 50%.

As for those with the weakest showings, the juggernaut won once again: 70% of large-cap core managers lagged the S&
P 500. It was the 12th consecutive year that the majority of funds in the category trailed the Index.

With that said, there are always a few surprises. Perhaps the biggest this year was that a jarring 97% of large value
funds lagged the benchmark in 2019—the worst showing of any style box in any year since at least 2001.

The poor performance of large value funds is not new. No U.S. equity style box has a worse average hit rate over the last
1-, 3-, 5- and 10-year periods. There are currently no time frames where even one out of every five active managers beat
the Index. It’s the only category with such consistently poor results.

Percent of Managers Outperformed by Benchmark

Value Does Not Have to Mean Junk

Large value’s struggle was not alone, as value funds of all sizes have underperformed. Over each trailing time frame and
in every market cap segment, growth managers have done better than their value counterparts.

The struggles of value investing have been written about ad nauseum in recent years; the compounded
underperformance by value funds relative to already-underperforming benchmarks has been less scrutinized. Why are so
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many funds trailing an index that is trailing on its own?

One potential reason is because few value managers are implementing quality within their approaches. Many value
strategies compare themselves to the Russell family of value indexes, where the only value metric utilized is the price-to-
book ratio (P/B). In our view, this is a flawed and outdated calculation that does not effectively capture the worth of many
of today’s business models.

The SPIVA report analyzes fund performance against S&P indexes, which in addition to P/B also uses price-to-earnings (P
/E) and price-to-sales (P/S) ratios. This is a step up, especially considering the initial profitability requirement of the
parent S&P 500 Index.

But we don’t view these simple valuation ratios as sufficient. Instead, we prefer to look at value through the lens of divide
nds, both in screening and weighting.

Why? Because there can be a lot of landmines in value investing—after all, there is usually a reason that inexpensive
companies are inexpensive—and dividends are an organic way to inject quality into a value strategy.

Restricting holdings to dividend payers and giving the largest weight to companies with the cash flow to support the
largest dividends further tilts the portfolio toward the highest-quality subset of value.

Consider our U.S. LargeCap Dividend Fund (DLN), a rules-based passive ETF.

A factor regression of DLN against both the S&P and Russell value indexes shows that, while all three have strong
exposure to the value factor, only DLN has even a positive exposure to profitability, while Russell and S&P both load
negative to the main proxy for quality.

Factor Regression for DLN vs. Value Indexes

For definitions of terms in the table, please visit out glossary.

Active Managers, the Easter Bunny and Santa Claus

Back to the SPIVA report. To paraphrase Led Zeppelin, if 2019 was the good times, 2020 has been the bad times, and we
have all certainly had our share.

This begs the timely question: What happens in down markets?

There is a common narrative that active managers may lag in bull markets but will do much better once the downturn
arrives. This theory has mixed results. Looking at 2008, 2011, 2015 and 2018 (the four worst years for U.S. markets since
the tech bubble), no more than 35% of all active U.S. equity managers outperformed in any of those years. There were
some highlights, including in the much-maligned large value category: active did relatively well in 2008 (keyword:
relatively), as PMs  wisely avoided the toxic banks; 75% of funds outperformed that year. But the other three down years
were essentially a coin flip for large value, with an average of just 46% of managers outperforming during these times.

Fast forward to today. The trend of mixed returns from active funds in down markets hasn’t changed in Q1 2020. Only

33% of large value managers beat the S&P 500 Value Index in Q1, with the average fund lagging by 1.7%.1 Case in point:
the largest actively managed large value mutual fund lagged the SP 500 Value Index by nearly 4% on the downside in

Q1.2

I believe Ben Johnson, director of global ETF research for Morningstar, said it best:

The idea that active managers as a group will on average outperform the market during bear markets belongs in
the same category as the Easter Bunny and Santa Claus…It’s something we all want to believe in, and to some

degree take comfort in, but ultimately, it’s fiction.3

If Not Active, What Does Well in Down Markets?

When considering what may outperform in a down market, framing the question of active versus passive misses the
point. Instead of focusing on a fund’s structure, investors should think about the underlying investment philosophy.

While active funds have a spotty record of doing well in downturns, one approach that has shown to consistently do well
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in these types of environments is dividends.

During the down years of 2008, 2011, 2015 and 2018, DLN outperformed the S&P 500 Value Index each year, with an
average outperformance at NAV of 4.6% per year. And once again proving its worth in real time, DLN outperformed at
NAV by 2.5% in Q1. It’s a small sample size, and outperformance does not imply positive results, but it’s also indicative
of the longer trend of top-quartile performance against large-cap value mutual funds, ETFs and benchmarks.

Returns in Q1 2020

For standardized performance of DLN, please click here.

We’ve been writing about the potential for a value outperformance cycle for quite some time, and if we do see a market
rebound after the Q1 drawdown, we would expect value to lead the charge. Further, there are now new tax loss harvestin
g opportunities in the category that have not been available in quite some time. Investors expecting a value resurgence
or those unhappy with their existing allocation may be wise to look at DLN—a 5-star Morningstar Overall Rated (as of
March 31, 2020) Fund that historically has been a consistent outperformer in a category that has shockingly few of them.
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1Lipper Analytical Services; BofA US Quantitative Strategy, 4/3/20.
2YCharts, as of 3/31/20.
3FundFire, “Active Managers Did Poorly Last Year. Can Volatility Save Them?”, 4/8/20.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

There are risks associated with investing, including possible loss of principal.  Funds focusing their investments on certain
sectors 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

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

Active  : Funds that attempt to outperform the market by selecting securities a portfolio manager believe to be the best.

Investment grade  : An investment grade is a rating that signifies a municipal or corporate bond presents a relatively
low risk of default.

Large-Capitalization (Large-Cap)  : A term used by the investment community to refer to companies with a market
capitalization value of more than $10 billion. Large cap is an abbreviation of the term “large market capitalization”.
Market capitalization is calculated by multiplying the number of a company’s shares outstanding by its stock price per
share.

Style  : Morningstar defines its style box along two axes—large, mid-cap and small, as well as value, blend and growth. If
two strategies are in the same style box, it does not mean that they hold the exact same portfolios, but it means that it
might be harder to generate significantly different returns, as compared to strategies in different style boxes.

Active manager  : Portfolio managers who run funds that attempt to outperform the market by selecting those securities
they believe to be the best.

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.

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.

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.

Price-to-book ratio  : Share price divided by book value per share. Lower numbers indicate an ability to access greater
amounts of earnings per dollar invested.

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.

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

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.

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

Cash flows  : a measure of how much cash a business generates after taking into account all the necessary expenses,
including net capital expenditures.

Factor  : Attributes that based on its fundamentals or share price behavior, are associated with higher return.

Bullish  : a position that benefits when asset prices rise.

Tech Bubble  : Market collapse between 1999-2001 that was led by technology stock.

Tax Loss Harvesting  : Selling securities at a loss to offset a capital gains tax liability. Tax gain/loss harvesting is typically
used to limit the recognition of short-term capital gains, which are normally taxed at higher federal income tax rates than
long-term capital gains.
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