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2022 proved to be a particularly challenging year for investors across the world. The S&P 500 closed 18.51% down
despite a relatively good fourth quarter. In that context, many investors could have found solace in the fact that their
investment at least outperformed the market. Unfortunately, this would not have been the case for many of them. As
highlighted semiannually by the SPIVA scorecard, the majority of active managers underperform their benchmark over
the medium to long term, and this is particularly true for U.S. equities. In the U.S., 9.97% of funds outperformed the S&P
500 after fees over the last 10 years, and 15.5% did so over the last five years.  So, what could explain such poor results,
and how could investors go about finding the diamond in the rough that will deliver this elusive outperformance?

Are Markets Too Efficient?

One often-mentioned explanation for the difficulties of active managers is the increasing efficiency of markets across the
world and in the U.S. in particular. However, academics have demonstrated once and again that systematically investing
in factor portfolios would have outperformed the market over the long term. Investing in high-dividend stocks, high-
quality stocks or cheap stocks in a systematic manner should, we believe, give  managers one of the keys to
outperforming the market. It is worth noting that academic research has shown that the historical outperformance
yielded by such factor investing strategies has not meaningfully decreased since their discoveries, even if markets have
become more efficient.  Of course, “systematic” is the keyword in this approach, and this is where active fund managers
may be struggling.

The WisdomTree U.S. Quality Dividend Growth Fund (DGRW) is a good example of how using this decade-long research
can help investors seeking to outperform the S&P 500. Our ETF has outperformed since its inception in May 2013 and in
many periods since then, as highlighted in figure 1 (5Y, 3Y, 2022). We believe one of the reasons for this success is that
the ETF’s investment process is rooted in this academic literature and focuses on a systematic selection of a diversified b
asket of highly profitable companies with solid dividend-paying credentials, leaning heavily into the quality and high-
dividend factors.

Figure 1: Historical Annualized Outperformance of DGRW vs. the S&P 500

Click here for the most current month-end and standardized performance.
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Of course, factors are not infallible, either. They do not outperform the market every single day or even every
single year. While they tend to outperform over the long term, they also tend to ebb and flow between periods
of relative underperformance and outperformance, depending on the cycle. But strategically, some factors
exhibit higher consistency than others. This is the case for quality, which tends to outperform the most
consistently with the lowest volatility, as shown in figure 2.

Figure 2: Historically, Quality Has Delivered the Most Consistent Outperformance over 10-Year Periods

Over rolling 10-year periods, we can see that the quality factor has exhibited outperformance most often (88% of
the time versus the market) and has the smallest “worst underperformance” number of all factors. It suggests
that quality is a true “all-weather” factor, and that is the reason why WisdomTree decided to build its “core”
equity exposure ETF around that specific factor with the success I just described.

Is There a Tech Curse in the U.S.?

Another often-mentioned explanation is that the U.S. market is increasingly concentrated in large-cap tech
stocks and active managers suffer from underinvestment in those stocks. This would imply that it is not possible
to outperform the S&P 500 without taking even bigger bets on tech stocks and, in particular, non-dividend-
paying tech stocks like Amazon, Tesla, Meta and Alphabet. Extending this premise further, it is possible to
wonder if only growth strategies have any chance to outperform in the U.S. Isn’t the incredible run of growth
versus value over the last 10 years proof of that?

DGRW is a great example to show that neither of those things is, in fact, fundamentally true.

First of all, the ETF focuses on dividend-paying, dividend-growing stocks, meaning that it does not invest
in companies that don’t pay a dividend. This means no investment in Amazon or the like. The average
weight of Information Technology in the ETF in the last three years was 24.2%: i.e., under-weight to the
27.1% of the S&P 500.

Furthermore, the ETF has been consistently positively exposed to the high dividend factor and negatively
exposed to the growth factor, as illustrated in figure 3.

Both of these facts did not stop the ETF from outperforming its benchmark over the medium to long term, as
illustrated in figure 1.

Figure 3: Factor Exposure of Returns in Excess of the S&P 500 over Time
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Do Highly Profitable Companies Rule the Market?

A final, intriguing explanation comes from a paper published in 2018 by Professor Hendrik Bessembinder  that
shows that only around 4% of stocks explain the totality of the excess wealth created by U.S. equities between
1926 to 2016. In other words, a handful of the most successful companies create most of the outperformance.
Looking back at which companies those are, we find Apple, Microsoft, General Electrics, IBM and so on. This,
again, would speak to an approach where the focus is on companies that are growing, profitable and high
quality, leaning into the main principles that WisdomTree uses with its quality dividend growth strategies.

What Is the Conclusion Then?

Whatever the reason for the failings of active managers when it comes to delivering consistent outperformance,
at WisdomTree, we believe a robust, research-driven, systematic investment process focusing on high-quality
stocks is the cornerstone of an equity portfolio and the key to building resilient portfolios that can help investors
build wealth over the long term and weather the inevitable storms along the way.

The ETF’s portfolio is constructed around 300 dividend payers with the best-combined rank of earnings growth, r
eturn on equity and return on assets within a universe of companies with sustainable dividend policies. Stocks
are also risk-tested using a proprietary risk screen (composite risk score), which uses quality and momentum
metrics to rank companies and screen out the riskiest companies and potential value traps. Each company is
then weighted based on its cash dividend paid (market capitalization x dividend yield), which introduces
valuation discipline into the portfolio. Those steps, in combination, deliver a thoughtfully blended exposure to
quality and high dividend. We believe the outperforming track record of the WisdomTree U.S. Quality Dividend 
Growth Fund over the last nine and a half years is a testament to that.

Looking forward to 2023, recession risk continues to hang over the market like the sword of Damocles. The Inter
national Monetary Fund (IMF) is warning of a recession in the U.S., a deep slowdown in Europe and a drawn-out
recession in the United Kingdom. While inflation has shown signs of easing, we expect central banks to remain h
awkish around the globe as inflation is still very meaningfully above targets. With markets facing many of the
same issues in 2023 that they faced in the second half of 2022, it looks like resilient investments that tilt to the
quality and high dividend factors that have done particularly well in 2022 could continue to benefit.

 

 

1 Source: S&P, SPIVA Report, as of 6/30/22.
2 Hendrik (Hank) Bessembinder, “Do Stocks Outperform Treasury Bills?” Journal of Financial Economics (JFE),
Forthcoming, 5/28/18. Available at SSRN: https://ssrn.com/abstract=2900447 or http://dx.doi.org/10.2139/ssrn.2900447
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Important Risks and Disc losu res Re lated to Th is Art ic leImportant Risks and Disc losu res Re lated to Th is Art ic le

Click here for a full list of DGRW’s Fund holdings. Holdings are subject to change and risk.

There are risks associated with investing, including the 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. Dividends are not guaranteed, and a company currently paying dividends may cease paying
dividends at any time. Please read the Fund’s prospectus for specific details regarding the Fund’s risk profile.

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

For definitions of terms in the charts above, please visit the glossary. 

For the top 10 holdings of DGRW please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/e
tfs/equity/dgrw

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.

Related Blogs

+ Next Summer’s CPI Reports May Be Lower than You Think

+ DGRW: Know What You (Don’t) Own

Related Funds

+ WisdomTree U.S. Quality Dividend Growth Fund

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

S&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the Standard and Poor’s Index
Committee designed to represent the performance of the leading industries in the United States economy.

SPIVA Scorecard  : S&P Indices versus Active (SPIVA) scorecards are semiannual reports published by S&P Dow Jones
Indices that compare the performance of active equity and fixed income mutual funds against their benchmarks over
different time horizons.

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

Baskets  : The composition of an ETF in terms one creation/redemption unit.

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.

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.

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.

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.

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.

Market Capitalization  : 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.

Dividend yield  : A financial ratio that shows how much a company pays out in dividends each year relative to its share
price.

Recession  : two consecutive quarters of negative GDP growth, characterized generally by a slowing economy and
higher unemploymen.

International Monetary Fund  : international organization for global monetary cooperation, secure financial stability,
facilitate international trade, promote high employment and sustainable economic growth around the world.

Inflation  : Characterized by rising price levels.

Central bank  : Refers to the the monetary authority of any country.

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