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EPS: The Answer to Our Industry’s Secret “Oops” 

 

The WisdomTree Earnings 500 ETF (EPS) was launched February 23, 2007, with a clearly defined thought process:
tracking an Index weighted by a fundamental factor such as earnings could be the way to go.

 

What was the impetus for the S&P 500 Index’s  market capitalization-weighted design—which gives the largest

companies the highest weights—when it took its current form in 1957?1 Was the index created in response to rigorous
academic study or was it, troublingly, an accident? You decide.

 

Malkiel’s Citations: Confirming the Accident of History

 

The efficient market hypothesis (EMH), a beaten-down concept that says that all known information is already baked into
asset prices, came along after the birth of the S&P 500. Say what?

 

The simpleton index had to be naive, because there were no computers, no WisdomTree-style fundamental equity
screens in 1957. Some guy probably needed to do a calculation based on his own slogging through hundreds of paper-
based annual reports, then sit down with a pen and paper to work out the arithmetic. Now, trillions of dollars of real
money tracks that index.    

 

Think about this: In 2003, legendary professor Burton Malkiel, author of the 1973 classic A Random Walk down Wall

Street, penned “The Efficient Market Hypothesis and Its Critics2.” The 47-page research paper cited 57 classic studies for
and against the EMH. The only pre-1957 reference was to anti-EMH Graham & Dodd, the founding fathers of deep value
investing.    

 

The S&P 500’s legend as a deeply thought-out index is an illusion, an accident, and today it stands as the benchmark
almost solely because it was the first index of its kind.

 

Jeremy Siegel & Ken French vs. S&P’s Summer Intern

 

Consider work by Wharton Professor Jeremy Siegel, who concluded that the 20% of stocks with the lowest price-to-earni
ngs (P/E) ratio returned 12.9% per year from 1957 to 2016, generating alpha of 249 basis points (bps) per annum over the

S&P.3 

 

And this:
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We navigated through Kenneth French’s data library 4 to analyze performance since 1957. Like Siegel’s study, French

breaks the market5 into five quintiles based on earnings yield. Companies with negative earnings are excluded and the
research encompasses all NYSE, AMEX and NASDAQ stocks for which French has data.

 

The highest earnings-to-price quintile (the least expensive, synonymous with the lowest P/E ratio quintile) returned
15.13% annually for 59 years, 463 bps more than the total market (see below). It did this with only a slightly higher standa
rd deviation (16.54% vs. 15.06%). 

 

Long-Term Performance, Portfolios Formed Using Earnings-to-Price Ratio 
December 31, 1957 to December 31, 2016

For definitions of terms in the chart, visit our glossary.

 

One dollar invested in the total market would have grown to $361, while the highest earnings-to-price quintile would
have multiplied more than 4,000-fold.

 

Meanwhile, the S&P 500 is still here, maybe courtesy of a class of ’57 interns.

 

A New Benchmark

 

We believe the WisdomTree Earnings 500 Index, with its more than 10-year track record, is the “new S&P 500,” because
its Earnings Stream methodology taps into concepts that make the Siegel and French studies compelling.

 

Rather than going the S&P 500 route and blindly buying stocks because they have large market capitalizations and could
be expensive, companies are instead weighted by their earnings. If all companies together earn $1 trillion and one of
them earns $30 billion, it is 3% of the Index—logical.

 

Rationally, this creates a tilt to lower P/E ratios and thus the value factor.

 

The WisdomTree Earnings 500 through the Years

 

Despite the S&P 500 Growth Index outperforming the S&P 500 Value Index by 337 bps from February 23, 2007, to March
31, 2017 (the life of EPS, the WisdomTree Earnings 500 Fund), our ETF actually managed to come within 13 bps of the
S&P 500 Index during that time horizon despite the considerable value factor headwind.

 

This is fascinating because EPS is designed to track the price and yield performance before fees and expenses of the Wis
domTree Earnings 500 Index, an Index that naturally tilts toward low P/E stocks, and yet EPS returned 162 bps more per
year than the S&P 500 Value Index since its launch in 2007.

 

Average Annual Returns of EPS
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Newman!

 

Remember the Jurassic Park scene with Seinfeld’s “Newman” sitting in the car, freaking out when the cup of water starts
shaking? You can feel the T-Rex.

 

A lot of vested interests depend on blind allegiance to the S&P 500 Index, but the clock is ticking on that historical
accident. WisdomTree has a live 10-year track record on a large-cap core Index that outperformed the S&P 500 Index—
and we believe in its potential to be here in year 15 and year 20 and so on. What happens if the value factor comes into
favor?

 

At one of these anniversaries the WisdomTree Earnings 500 Index may not be “smart” beta anymore; it may just be beta.
New beta. We think it’s time to replace what we see as our industry’s accident of history. 

 

In 2007 WisdomTree was a baby T-Rex cracking out of its shell. Now, the adult T-Rex is peering through the windshield.
Newman, run for the hills!  

 

 

 

 

1The S&P 500 Index began its live calculation March 4, 1957.
2Burton Malkiel, “The Efficient Market Hypothesis and Its Critics,” Journal of Economic Perspectives (17(1):59-82),
February 2003.
3Source: Wharton Professor Jeremy Siegel, Senior Strategy Advisor to WisdomTree, The future For Investors, originally
published in 2005; updated in 2016.

4http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/Data_Library/det_port_form_ep.html
5The “market” refers to all publicly listed U.S. equities with available pricing and necessary fundamental data.

 

 

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

There are risks associated with investing, including 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.  Please read the Fund’s prospectus for specific details regarding the Fund’s risk profile.

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
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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

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

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.

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.

Efficient Market Hypothesis  : Current share prices correctly reflect all available information about publicly traded firms
and continually incorporate the emergence of new information on a nearly instantaneous basis; there are no bubbles,
and firms are neither expensive nor inexpensive.

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.

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.

Basis point  : 1/100th of 1 percent.

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.

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.

Standard deviation  : measure of how widely an investment or investment strategy’s returns move relative to its average
returns for an observed period. A higher value implies more “risk”, in that there is more of a chance the actual return
observed is farther away from the average return.

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

Value Factor  : 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 time.

S&P 500 Growth Index  : A market capitalization-weighted benchmark designed to measure the growth segment of the
S&P 500 Index.

S&P 500 Value Index  : A market capitalization-weighted benchmark designed to measure the value segment of the S&P
500 Index.

Smart Beta  : A term for rules-based investment strategies that don’t use conventional market-cap weightings.
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