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In Part I of this blog series, we wrote that there are many ways of accessing value, and investors should be aware of those
definitions because they will impact a strategy’s exposures and returns. 

 

We showed how the earnings-weighted methodology of the WisdomTree U.S. Earnings 500 Index (WTEPS) implicitly tilts
toward the value factor and results in characteristics that have contributed positively to performance over the last
decade. In this post, we’ll show how the definition of value matters just as much when going down the market cap (size)
spectrum. 

 

Below, we can see that over the last 10 years, the least-expensive companies as measured by the price-to-earnings (P/E) r
atio have outperformed their respective broad Russell Midcap and Russell 2000 indexes. The magnitude of this
outperformance in the mid- and small-cap universe is significantly greater than in the large-cap universe because factor
exposures are magnified in less-efficient markets. During this period, there has also been a positive spread in the
performance of the lowest P/E quintile (undervalued constituents) and highest P/E quintile (overvalued constituents).
However, we can see that the value versions of these Russell indexes, which are built by over-weighting companies with
low price-to-book value (P/B) ratios, have lagged the broad indexes over the same period. 

 

The definition of value matters, and low P/B has lagged low P/E over the last 10 years. 

 

Trailing 10-Year Returns: Russell MidCap and 2000 Indexes 

Low P/E Outperformed But Value Indexes Lagged?

 

WisdomTree U.S. Earnings Family
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Since their inception in January 2007, the WisdomTree U.S. MidCap Earnings Index (WTMEI) and the WisdomTree Small
Cap Earnings Index (WTSEI) have outperformed 98% and 92%, respectively, of their peers in their Morningstar
Categories while tilting to the value factor. These Indexes are rebalanced annually by weighting constituents with
positive trailing 12-month core earnings in their respective universe by their proportionate share of total aggregate
earnings. Their methodology results in a lower aggregate valuation as measured by their P/E, higher profitability and
stronger characteristics than their Russell value benchmarks, whose methodology over-weights low P/B stocks. It is this
combination of factor exposures, value and quality, that has led WTMEI and WTSEI to outperform their broad and value
Russell benchmarks. 

 

 

Mid-Caps

 

Since its inception almost 12 years ago, WTMEI has outperformed the Russell Midcap Value Index by 2.29% annually.
Below, we highlight how the methodology of WisdomTree’s Index is responsible for the stronger performance by
showing performance attribution on P/E and P/B quintiles. The teal bar shows whether WTMEI is over- or under-weight
in a given quintile group, while the blue bar shows the contribution to alpha stemming from the given quintile group. As
expected, WTMEI is over-weight in the lowest P/E quintiles and significantly under-weight in the highest P/E quintile and
the group of negative earners. These allocations have been the main contributors to alpha, shown in the blue bars. In the
second chart, we can see that the difference in methodology between WTMEI and the Russell Midcap Value Index results
in significant active weight deviations from a P/B perspective. These deviations, under-weight lowest P/B, have been
contributors to alpha as the two lowest P/B quintiles have trailed the market since January of 2007.

 

P/E Quintile Attribution: WTMEI vs. Russell Midcap Value Index
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Small Caps

 

WTSEI has narrative similar to WTMEI’s, and the benefits of its methodology are very noticeable. Since its inception in
January 2007, WTSEI outperformed the Russell 2000 Value Index by 2.91% annually. From a P/E perspective, we can see
that WTSEI is significantly over-weight in the lowest P/E quintile, which has beaten the broad market, thus contributing
close to one-third of the alpha. At the same time, WTSEI has been significantly under-weight in the overvalued or highest
P/E quintile and companies with negative earnings, which has further contributed to alpha. Similarly, through a P/B lens,
we can see how the alpha is evenly distributed among the quintiles.

 

P/E Quintile Attribution: WTSEI vs. Russell 2000 Value Index
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It is academically-accepted that factor exposures are magnified when going down the market cap spectrum because
inefficiencies tend to persist. Therefore, it is important for investors to know how factors are defined and what type of
factor exposures result from their investment decisions. It is especially important to know what shade of value you’re
getting when going smaller.

 

 

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.

WisdomTree BLOG ARTICLE

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

https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2018/12/03/50-shades-of-value-smaller


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

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  : 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.

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.

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.

Russell Midcap Index  : The Russell Midcap Index measures the performance of the mid-cap value segment of the U.S.
equity universe. It includes those Russell Midcap Index companies with lower price-to-book ratios and lower forecasted
growth values.

Russell 2000 Index  : Measures the performance of the small-cap segment of the U.S. equity universe. The Russell 2000 is
a subset of the Russell 3000 Index representing approximately 10% of the total market capitalization of that index. It
includes approximately 2000 of the smallest securities based on a combination of their market cap and current index
membership.

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.

Quintile  : One of the class of values of a variate which divides the members of and batch or sample into equal-sized
subgroups of adjacent values or a probability distribution into distributions of equal probability.

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.

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.
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