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At WisdomTree, we believe that screening and weighting equity markets based on fundamentals such as dividends or
earnings can potentially help produce higher total and risk-adjusted returns over a complete market cycle. One of the
most important elements of a fundamentally weighted index is the annual rebalance process, where the index screens the
eligible universe and then weights those securities based on their fundamentals. In essence, the process takes a detailed
look at the relationship between the underlying fundamentals and price performance and tilts weight to lower-priced
segments of the market. One way to illustrate the benefits of this approach for our earnings-weighted family is to
compare the net buyback yield of the WisdomTree Earnings Index to a market cap-weighted peer universe. Below we
look at how the net buyback yield changes when you screen and weight U.S. equity markets by firms’ profitability instead
of market cap.   Earnings Weighting vs. Market Cap Weighting

 The WisdomTree Earnings
Index consistently had a higher net buyback ratio than did a market cap-weighted universe consisting of the 3,000 largest
securities by market cap. The WisdomTree Earnings Index averaged a net buyback yield of 2.2% over the period,
compared to just 1.1% for the market cap peer universe. We believe that having an annual profitability screen for
inclusion in the WisdomTree Earnings Index helps avoid speculative and unprofitable smaller-capitalization firms that
have a tendency to raise capital by periodically issuing new shares. The earnings-weighted approach that tilts weight to
more profitable firms can also be a reason the weighted average net buyback yield is higher. The chart below looks at
the net buyback yield on a universe of the lowest price-to-earnings (P/E) ratio stocks within the 3,000 largest stocks by
market cap and contrasts that with the net buyback yield on the highest P/E ratio stocks.   Net Buyback Yield by P/E
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Ratio  If corporate America
responds well to incentives, the higher-priced basket would issue more shares (given that their stocks are high priced and
issuing more of them would be an effective way to raise growth capital) and the lower-priced basket would issue fewer
shares or actually buy back shares to reduce their shares outstanding and thus power their earnings-per-share growth.
What we see in the data is the higher-priced universe buys back fewer share, and instead issues more shares (having more
companies with negative net buyback yields).   Why Earnings Weight Going back to the WisdomTree Earnings Index in
the first chart—weighting by Earnings Stream is essentially tilting weight from a market cap-weighted scheme to over-
weight those companies with below average P/E ratios and to under-weight those companies with high P/E ratios. The
Earnings Stream can be defined as earnings per share times shares outstanding or market cap x earnings yield (which is
equivalent to 1/PE ratio). Tilting weight to the higher-earnings-yield stocks by earnings weighting thus is one effective
way to tilt the net buyback yield balance in one’s favor. Companies reducing shares outstanding are essentially locking in
earnings-per-share growth by reducing their share count, while companies that are issuing more shares are creating a
higher hurdle to overcome to achieve earnings-per-share growth. There is a philosophical debate about the motivations
for all the buybacks we are seeing today as well as fears that companies are failing to reinvest for future growth (or that
they just see no growth opportunities, hence all the dividends and buybacks). One thing is clear to us from the data: the
lower-priced stocks issue fewer shares, and the more expensive stocks issue more shares (and have lower net buyback
yields). This can be especially true in the small-cap space, as we will discuss in a future blog post. The consistently
greater-than 2% net buyback yields seen on the WisdomTree Earnings Index over the last five years, combined with 2%
dividend yields on this basket today, provides critical valuation support and also helps explain why we think the earnings-
weighted approach can add value over time.        

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://wisdomtree.com/-/media/US-Media-Files/blog/wp-content/uploads/Net-Buyback-Yield-by-P-E-Ratio1,-d-,gif.ashx
https://wisdomtree.com/blog/glossary#earnings-stream
https://wisdomtree.com/blog/glossary#earnings-per-share
https://wisdomtree.com/blog/glossary#shares-outstanding
https://wisdomtree.com/blog/glossary#earnings-yield
https://wisdomtree.com/blog/glossary#dividend-yields
https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2016/05/20/the-fundamental-difference-through-a-lens-of-net-buybacks


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

Fundamentals  : Attributes related to a company’s actual operations and production as opposed to changes in share
price.

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

Risk-adjusted returns  : Returns measured in relation to their own variability. High returns with a high level of risk
indicate a lower probability that actual returns were close to average returns. High returns with a low level of risk would
be more desirable, as they indicate a higher probability that actual returns were close to average returns.

Rebalance  : An index is created by applying a certain set of selection and weighting rules at a certain frequency.
WisdomTree rebalances, or re-applies its rules based selection and weighting process on an annual basis.

Net Buyback Yield  : A company’s net share buyback is the difference between the capital raised by issuing new shares
and the money the company spent on buying back any outstanding shares. A positive net share buyback means that
more was spent on buying back existing shares than received from issuing new shares. Net buyback yield is the amount
of a company’s net buybacks divided by its market capitalization. Please note that net buyback yield does not represent
a dividend paid by the company.

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.

Earnings Stream®  : Earnings per share x the number of shares outstanding. For an index, these totals are added for all
constituents.

Earnings per share  : Total earnings divided by the number of shares outstanding. Measured as a percentage change as
of the annual Index screening date compared to the prior 12 months. Higher values indicate greater growth orientation.

Shares outstanding  : all the shares of a corporation or financial asset that have been authorized, issued and purchased
by investors.

Earnings yield  : The earnings per share for the most recent 12-month period divided by the current market price per
share. The earnings yield (which is the inverse of the P/E ratio) shows the percentage of each dollar invested in the stock
that was earned by the company.

Dividend yields  : Refers to the trailing 12-month dividend yield. Dividends over the prior 12 months are added together
and divided by the current share price. Higher values indicate more dividends are being generated per unit of share
price.
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