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The WisdomTree US Multifactor Index (WTUSMF), launched in June 2017, selects its 200-stock basket
based on four equally-weighted alpha signals: low correlation, momentum, quality and value. While 14
months is an admittedly short time-frame to analyse returns of factors proven to outperform over years
and decades, we will review which factors have “worked” thus far, and how the index is positioned from a
factor and fundamental characteristic perspective after its most recent quarterly rebalance.

To start, the WTUSMF has performed very well since it launched—out-performing the S&P 500 by 327
basis pointsl. Let’s look at what factors performed well over that period.

Technical and fundamental factor returns

Using S&P 500 constituents we can analyse the performance across the four factors on WisdomTree’s
methodology. The composite factor score for the purposes of stock selection within WTUSMF is an average
of four factors, with value and quality being driven by fundamentals, while momentum and correlation are
driven by technical factors or price. For further information on the factors included, please see our previous
blog: WisdomTree launches a US multifactor strategy.

The range between “good” and “bad” categories is ranked by the relative performance of the constituents.
This can be seen on figure 1. The good, okay, and bad categories, by design, each contain roughly a third
of the total market-cap of the S&P 500. Comparing the good baskets, the best performing factor in terms of
absolute return has been quality, returning 25.15%. The worst-performing factor has been low correlation,
with the good basket underperforming the bad basket by over 17%.

Figure 1: S&P 500 factor returns

Source: WisdomTree, FactSet. Returns from 29 June 2017 to 31 August 2018. You cannot invest directly in
an index. Returns are calculated on a gross basis with respect to US dividend tax withholdings. Within each
of the four factors (Low Correlation, Momentum, Quality & Value), the “Good”, “Ok” and “Bad” categories
comprise approximately one-third of the market capitalization of the S&P 500 Index, $8.5 trillion. Rankings
are determined based on the factor methodologies within the WisdomTree US Multifactor Index, with the
top one-third on the specific factor termed “good”, the middle one-third termed “okay”, and the bottom
one-third “bad.” Precise numbers of stocks within the respective Good, Okay and Bad categories by factor
are as follows: for Correlation: 265, 132, 104; for Momentum: 131, 129, 191; for Quality: 129, 184, 191; and
for Value: 208, 139, 158.
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We can make a few conclusions from these factor returns:

e Big companies historically outperforming: The run in the S&P 500 has been powered by a narrowing
segment of the market — i.e. the biggest companies in the index. Because these biggest companies
are more highly correlated with the returns of a market-cap weighted index, they tend to rank poorly
on our low correlation factor and are in the bad category.

¢ Momentum and quality late-cycle: Momentum and quality typically outperform late cycle, and we are
seeing that play out in real-time. The design of momentum for WTUSMF uniquely uses risk-adjusted
returns rather than absolute returns to tap into the long-term absolute return potential of the factor but
with an eye towards improving risk-adjusted returns.

e Quality and growth in-favour, value out: Seeing good value under-performing bad value (i.e. expensive
‘growth stocks’) also comes as no surprise as this has been a persistent trend for several years now
and is typical in the middle-to-latter part of a bull market. While many investors seem to be bracing
their portfolios for value mean-reversion, recent returns seem to indicate we are not quite there yet.

Low correlation: What it means for the tech giants

Two of the top contributors to returns of the S&P 500, particularly in 2018 have been Apple and Amazon.
Since inception, WTUSMF has been underweight Apple by 3.36% and Amazon by 2.33%, causing
these companies to be the two biggest detractors from relative performance to the S&P 5002. These
under-weights, in some ways, make the historical out-performance of the WTUSMF over this timeframe
even more impressive.

In the below table we show our factor scores, which rank companies between 0-100%, of Apple and
Amazon at each of our five live quarterly rebalances. At our most recent September rebalance, Apple was
included in WTUSMF for the third time, this time on the back of an improved Momentum score.

Both companies have tended to rank in the bottom third of our eligible 800 stock universe by Low
Correlation, meaning that their scores on the other three factors need to make up for that score to be
included. For example, at this September’s rebalance, Apple had scores in the top third on the other three
factors despite just an 18% score on low correlation.

Figure 2: Factor ranking percentiles of Amazon & Apple over time
Source: WisdomTree, FactSet. Data from 29 June 2017 to 31 August 2018.
Balanced factor exposures

While we believe different factors perform well during different times of the cycle, it is difficult to know
ex-ante what stage of the cycle we are in and equal weighting our four desired factors is a natural starting
point.

In the below table we show the index weights of WTUSMF and the S&P 500 (SPX) in the Good, Okay, and
Bad groups as of the WTUSMF rebalance screening date. As mentioned above the S&P 500 has roughly
one-third of its weight in each group. The WisdomTree Index has its weight evenly distributed across factors,
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with weights of roughly 52-56% in each good group, and just as importantly significant underweights in
the bad groups. What this tells us is that the Index is tapping into the material factor tilts without giving
too much influence to any single factor. While each factor tilt was improved by the rebalance, the biggest
changes came from the two technical factors, momentum and correlation, which we often see given the
fast-moving nature of these factor scores.

Factor quilt
_m
Good 52.0 49.4% : 50.0
WisdomTree US Multifactor TUSME
(Pre-Rebalance) WTUSIV Okay 32.3% 358% 27.9% 37.6%
Bad 15.7% 148% 19.2% 12.5%
Good 52.9% 52.4% 56.2% 54.3%
WisdomTree US Multifactor WTUSME
(Post-Rebalance) W L Okay 32 4% 34.5% 26.5% 36.2%
Bad 14.6% 13.1% 17.4% 9.4%
Good 33.4% 33.3% 32.4% 31.6%
S&P 500 SPX Okay 34.5% 34.9% 35.4% 33.2%
Bad 32.1% 31.8% 32.1% 35.2%

Source: WisdomTree, FactSet. Data as of 31 August 2018, the Index screening date for the WisdomTree
US Multifactor Index. You cannot invest directly in an index.

Historical performance is not an indication of future performance and any investments may go
down in value.

Lower pricelearnings and improved quality metrics

Another way our factor tilts manifest themselves is in the valuations of the WisdomTree US Multifactor Index
relative to the S&P 500. The value tilt is evident in the price-to-earnings (P/E) discount and higher Quality
from Return-On-Equity (ROE) and Return-On-Asset (ROA) improvements from the market. Another factor
that we tap into via our alternative weighting mechanism is size, which can be seen by our material
overweight to mid-caps.

Source: WisdomTree, FactSet. Data as of 31 August 2018, the Index screening date for the WisdomTree
US Multifactor Index. You cannot invest directly in an index.

Historical performance is not an indication of future performance and any investments may go
down in value.

Our quarterly rebalance plays a critical role in maintaining balanced factor exposures that may drive
long-term outperformance. Over this timeframe, momentum and quality have been the best performing
factors, with low correlation and value lagging. Given the cyclicality of factors and the challenges of factor
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timing, we believe our high factor tilt and higher active share approach is positioned to add relative value
across market environments.

1 Returns are calculated on a gross basis with respect to US dividend tax withholdings.
2 WisdomTree, FactSet. Data from 29 June 2017 to 31 August 2018.

Related blogs

+ WisdomTree US Multifactor Index: Taking on the competition

+ US Equities throw down the challenge in 2H18: could multifactor be the answer?
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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