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I’ve recently read several articles from a variety of sources that caught my eye. The common thread of these articles was
that return factors—those that have shown a propensity to outperform the market over time—have been losing their
ability to outperform.

 

Most of these articles posit that as factors have gained in prominence in financial circles, the potential for future
outperformance has been arbitraged away. Since so much money has been funneled into smart beta exchange-traded
funds (ETFs) aimed at exploiting these exact factors, less of an edge will exist going forward. A bold claim, to be sure,
but does the data back it up?

 

Using data from Professor Kenneth French’s website, we can isolate several U.S. equity factors and compare them to the
market’s returns. We took the four most oft-cited factors—size, value, quality and momentum—and analyzed them over r
olling 10-year periods to view the effectiveness of these factors over the entirety of market cycles. Has there been a drop-
off in performance in recent years?

 

Rolling 10-Year Annualized Excess Return vs. S&P 500

 

Reduced Outperformance, but Not Eliminated Outperformance

 

Looking at the data, a few takeaways emerge:

 

It does appear that starting in 2011, the excess return for all four factors versus the S&P 500 has been coming
down, to varying degrees.
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The last decade for the size factor, which can see its relative performance ebb and flow over long stretches of time,
is one of the worst periods of relative performance since the tech bubble of the late 1990s.

Value is in the midst of its worst stretch of relative performance in history.

Momentum and quality have remained consistent outperformers, with quality of note for its stability of excess
returns. In fact, there has not been a rolling 10-year period where quality didn’t outperform the S&P 500 since
1990, with all annualized excess returns between .25% and 3.55%.

 

Admittedly, the last few years have seen somewhat of a reduced level of outperformance from these four factors—but
certainly not an elimination of outperformance. However, this is not the first time that this has happened, as a similar
trend took hold from 1986 to 1990. Further, it certainly looks that there are strong elements of cyclicality in size and
value, with both factors currently at or near multidecade lows.

 

Don’t Forget About Risk

 

Although outperformance is the goal, one important element that the previous analysis and many others don’t consider
is the amount of risk taken to achieve that excess performance. If we perform a similar analysis using risk-adjusted returns
with the rolling Sharpe ratio of each factor and compare it to that of the S&P 500, we can see which factors have
provided a superior return experience for investors.

 

Rolling 10-Year Excess Sharpe Ratio vs. S&P 500

 

Again we see that size and value go through relatively more volatile periods of superior risk-adjusted performances, with
greater consistency from quality and momentum (the latter two factors had higher Sharpe ratios than the S&P 500 90%
and 93% of the time, respectively).

 

One key difference between the two charts is that unlike the other three factors, quality is the only factor to have seen
stability in its excess risk-adjusted returns over the last six years. In fact, the value-additive ability of the quality factor
appears to have gradually increased from the early 1990s to today. While the S&P 500 has been a very difficult bogey to
beat over the last decade, the quality factor has displayed remarkable consistency in its outperformance on an absolute
and risk-adjusted basis, over significantly longer time frames than just the last 10 years.

 

Ramifications for Portfolio Construction

 

From a portfolio construction context, what does this tell us?
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If an investor was forced to pick only one factor in which he or she was exposed to over the long term, quality
would likely be the preferred choice. Intuitively speaking, this makes sense: it is rarely a bad idea to construct a
portfolio with quality companies at the core and building out from there.

Diversification across multiple factors, just like in all other parts of an investor’s portfolio, is ideal. Factors go in and
out of favor, and having exposure to more than one can lead to more favorable portfolio outcomes. WisdomTree
has found over its history that a multifactor outcome can be organically attained through a single-factor input such
as dividends or earnings, and recently we’ve launched a strategy that has a dedicated exposure to each of these
factors simultaneously.

There are many ways to gain exposure to these factors. Each of these factors may have a different definition for any
given investor as well as a preferred vehicle in which they access it. We’ve been helping our clients understand
what their portfolio factor exposures look like and consulting how to implement different strategies to achieve a
more desired outcome.

This analysis only covers U.S. equity markets, which are arguably the most efficient public equity markets in the
world. The adoption of smart beta and factor strategies has been much slower in international developed and
emerging markets, implying that the opportunities to outperform with a factor-based approach may still be
aplenty.

 

In later posts, I will show how investors can utilize strategies to capture the quality factor in their portfolios and analyze
the efficacy of return factors in international markets.

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

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.

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.

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.

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.

Rolling  : trading out of a security that is close to maturing and into the same or similar security with a later maturity
date.

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.

Sharpe ratio  : Measure of risk-adjusted return. Higher values indicate greater return per unit of risk, specifically standard
deviation, which is viewed as being desirable.
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