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on February 1, 2007, wisdomTree launched its U.S. Earnings family of Indexes. Over the
course of this nearly 1ll-year Tive track record, many clients have asked us why we chose
to weight these Indexes by earnings.

what’s happening in U.S. equities today provides an environment for a better answer than
any we have been able to provide thus far. In nearly every conversation that we have the
investor community seems to agree on the following:

1. Equity Multiples Are Elevated and Rising: U.S. equitiesl have been

increasing, and at different times in the second half of 2017 they have continued to
hit and establish new record highs. One consequence of this has been that valuation
measures, such as price-to-earnings (P/E) ratios, have been increasing and currently
are hitting the higher end of their established historical ranges. while some may
counter that bonds, seen through the persistent Tow interest rate environment,
remain even more expensive than equities, it is becoming harder to argue that U.S.
valuations represent cheap values today, at least in a broad market sense.

2. The U.S. Economic Expansion Has Been Going on for a Long Period: we’ve had
100 months of economic expansion.? According to the National Bureau of Economic
Research, which has been tracking U.S. economic expansions and recessions since the
1850s, there have been only two periods representing longer economic expansions than
what we’re currently experiencing: February 1961 to December 1969 (106 months) and

March 1991 to March 2001 (120 months).3
The Human Mind Has a Tough Time with These Data Points

we hear a Tlot of people combining these two ideas and coming to very similar
conclusions:

1. The market has been going up for a long time, is at or near record highs and is
ripe for a correction due in part to a more expensive valuation.

2. The U.S. economic expansion has been going on for so long that many wonder when
the party will end.

Although it is a natural application of the heuristic of mean reversion to have these
thoughts, we find it important to remind people that neither valuation alone nor the
Tength of an economic expansion have been good predictors of future market corrections
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or 1impending economic recessions. The data on multiple fronts, especially earnings,
remains strong, and the signs of 1impending recession on the 1immediate horizon just
aren’t apparent, in our view.

where we’ve Found valuation to be More Important

while valuation alone hasn’t been the best predictor of future market corrections, we
have found it to be important over Tonger time frames in helping to set expectations for
real returns from equities. Over a variety of different long-term periods, work by
Professor Jeremy Siegel 1in his book The Future for Investors has indicated that the
after-inflation returns of equities have held a very close relationship to their earning
s yield-the reciprocal of the P/E ratio. In short:

e Higher earnings yields (or lower P/E ratios) have been associated with stronger real
returns.

e Lower earnings yields (or higher P/E ratios) have been associated with weaker real
returns.

so if, for instance, we’re Tooking at the S&P 500 Index with a trailing 12-month P/E
ratio of 22.2x as of oOctober 31, 2017, that is associated with a 4.5% earnings yield,
and it becomes more challenging to see real, after-inflation returns to U.S. equities

that are very different than this 4.5% level-at least if history is any guide.?
where wisdomTree’s U.S. Earnings Indexes Can Help

wisdomTree’s U.S. Earnings Indexes do two big-picture things at their annual rebalance:

e Include only profitable companies

e Weight companies by their core earnings

This process has tended to raise earnings yields (same thing said a different way: lower
P/E ratios) relative to market capitalization-weighted universes of similar stocks.
Below, we focus on the WisdomTree U.S. Earnings 500 Index, which is highly comparable to
the S&P 500 Index, and the WisdomTree U.S. Earnings Index, which is highly comparable to
the MSCI USA IMI Index of Targe-cap, mid-cap and small-cap stocks.

The WwisdomTree U.S. Earnings 500 Index Has Had a 16.1% Average P/E Ratio
Discount Relative to the S&P 500 Index over Its Live History
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conclusion: why Does WisdomTree Have a U.S. Earnings Family of Indexes?

The bottom-1ine answer: this methodology has provided a capability to raise the earnings
yield (or lower the P/E ratio), relative to a comparable market capitalization-weighted
universe of stocks. For those investors Tooking to put assets to work in an environment
where the markets are experiencing overall lower earnings yields (or higher P/E ratios),
this approach could be even more important when considering longer-run returns.

The current P/E ratios of these Indexes (at 18.7x for the WisdomTree U.S. Earnings Index
and 18.7x for the wisdomTree Earnings 500 Index), while elevated, represent discounts to

the market to help investors manage the valuation risks of rising multiples.’® The higher
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the market multiples go, the more important we believe this methodology will become.

lsource: Bloomberg. Refers to S&P 500 Index universe between 6/30/17 and 11/3/17.
2source: National Bureau of Economic Research (NBER), with expansion since June 2009.
3NBER.

4sources: wisdomTree, FactSet.

>sources: WisdomTree, FactSet, with data as of 11/3/17.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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. 1dinvestors 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 1investments 1in 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 1indicative 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 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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

Multiple expansion : Term for a rising P/E ratio, meaning that share prices are rising
faster than earnings are growing.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

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.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Correction : A drop of 10% or greater in an Index or stock from a recent high.

Heuristic : A term in behavioral finance referring to mental biases 1in investor

thinking developed from personal experience rather than specific data.

Mean reversion : The concept that a series of returns has a tendency to return to its
average level over longer periods, even if shorter periods can exhibit wide swings.

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 .

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.

MSCI USA IMI Index : The MSCI USA Investable Market Index (IMI) 1is an all-cap market-
capitalization weighted Index of US companies with an emphasis on dindex Tiquidity,
investability and replicability.

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.
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