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2021 closed with a bang. After a disappointing third quarter, developed market equities delivered their best
performance of the year in Q4. However, despite this positive outcome, markets remained wary, and defensively minded 
factors performed the best. In this installment of the WisdomTree Quarterly Equity Factor Review, we aim to shed some
light on how equity factors behaved in Q4 2021 and how this may have impacted investors’ portfolios.

In Q4, quality was the only factor that managed to outperform across all markets

In U.S. equities, more defensive factors, minimum volatility and quality fared better

In Europe, good performance was more widespread, but defensive factors still ruled, and cyclical ones suffered

2022 has already started with a sharp reversal away from mega-cap and growth and toward value and high-dividend
strategies. Looking forward to the year ahead, investors are starting to worry about:

Heightened volatility in the markets

The Federal Reserve’s hawkish turn and multiple expected hikes for 2022

Elevated inflation for the medium to long term

Research has shown that value or discounted stocks tend to do well in periods of high inflation and rate increases but
tend to suffer from higher volatility. On the other hand, high-quality stocks are usually known to withstand volatility well
and have high pricing power that allows them to defend their profitability in a high-inflation environment.

Performance in Focus: Defensive across the Board

In the last quarter of 2021, the equity rally started again. The MSCI World gained 7.77% over the quarter: the best
quarter of 2021 and the sixth quarter of positive performance since March 2020’s nadir. In that environment, the U.S. led
the way with +10% over the quarter.

In Q4 2021, we continued to observe geographical disparities in factor performance:

• Quality was the only factor that managed to outperform across all markets

• In U.S. equities, more defensive factors, minimum volatility and quality fared better

• In Europe, positive performance was more widespread, but defensive factors still ruled, and cyclical ones suffered

• Emerging markets lost 1.3% over the quarter; quality, min volatility and high dividend posted the strongest gains.

Figure 1: Equity Factor Outperformance in Q4 2021 across Regions

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#factor
https://wisdomtree.com/blog/glossary#quality
https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/blog/glossary#cyclical-sectors
https://wisdomtree.com/blog/glossary#mega-cap
https://wisdomtree.com/blog/glossary#growth
https://wisdomtree.com/blog/glossary#value
https://wisdomtree.com/blog/glossary#dividend
https://wisdomtree.com/blog/glossary#hawkish
https://wisdomtree.com/blog/glossary#rate-hike


 

Looking back at the whole year, it is clear that developed markets suffered from the many factor rotations. Value and
growth stocks fought for leadership all year long. This created a challenging environment for factor investing in general,
with most of them ending in the red. Only quality managed to outperform over the full year.

Figure 2: Year-to-Date Outperformance of Equity Factors 

In emerging markets, however, factors have been performing very strongly. Only growth ended up underperforming,
while size outperformed by 21% and high dividend and quality by 11%.

Factors and Volatility

In figure 3, we analyze the performance of equity factors depending on market volatility levels. To do so, we split the last
20 years into short periods of 20 business days and classify them in five buckets from the lowest quintile with the 20% less
volatile periods to the highest quintile with the 20% most volatile periods. We observe clear differences in behavior
between the different factors:

Min Volatility and High Dividend tend to behave defensively, outperforming in periods of high volatility and
underperforming in low-volatility periods.

Value, Size and Momentum tend to behave very cyclically, outperforming in periods of low volatility and
underperforming in high-volatility periods.

Quality stands out with an “all-weather” behavior, acting defensively and outperforming in periods of high
volatility but performing strongly and matching the market in low-volatility periods.

Figure 3: Outperformance of Equity Factors Depending on Volatility Levels
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For definitions of terms in the chart above, please visit the glossary.

Valuations Continue to Come Down on the Back of Improved Earnings

In Q4 2021, valuations started to increase again in most factors globally. Emerging markets are the outlier with a
decrease in valuations. Momentum came out of their recent rebalancing with significantly higher valuations through a
rotation toward more expensive higher-growth stocks.

Figure 4: Historical Evolution of Price-to-Earnings Ratios of Equity Factors

Looking forward to the year ahead, markets have already started to retreat in light of expectations of:

Heightened volatility in the markets

The Federal Reserve’s hawkish turn and multiple expected hikes for 2022

Elevated inflation for the medium to long term

This led to a sharp reversal. Mega-caps and the growth styles have been underperformers, while value-oriented and high-
dividend strategies outperformed. Surprisingly enough, in a down market, minimum volatility is not doing too well.
Minimum volatility’s historical dislike of  inflation and rate hikes may be at play here. Also, Netflix, a pandemic darling,
found its way into this Index, leading to a strong negative contribution.
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It is worth noting also that not all quality strategies are the same. While the MSCI factor definition of quality tends to
reward many of the technology companies that have been hit in the 2022 rotation, this is not the case for strategies
focusing on high-quality companies that are growing their dividend.

Figure 5: Equity Factor Outperformance in Early 2022

 

Research has shown that value or discounted stocks tend to do well in periods of high inflation and rate increases but
tend to suffer from higher volatility. On the other hand, as discussed above, high-quality stocks are usually known to
withstand volatility well and have high pricing power that allows them to defend profitability in a high inflation
environment.

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

Pierre Debru is an employee of WisdomTree UK Limited, a European subsidiary of WisdomTree Asset Management Inc.’s
parent company, WisdomTree Investments, Inc.

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.

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.

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.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

Cyclical sectors  : Consumer Discretionary, Energy, Industrials, Materials, Financials and Information Technology sectors.

Mega Cap  : Market Capitalization over $100 Billion.

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.

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.

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

Hawkish  : Description used when worries about inflation are the primary concerns in setting monetary policy decisions.

Rate Hike  : refers to an increase in the policy rate set by a central bank. In the U.S., this generally refers to the Federal
Funds Target Rate.

Size  : Characterized by smaller companies rather than larger companies by market capitalization. This term is also
related to the Size Factor, which associates smaller market-cap stocks with excess returns vs the market over time.

Momentum  : Characterized by assets with recent price increase trends over time. This term is also associated with the
Momentum Factor which associates these stock characteristics with excess return vs the market over time.

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.
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