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FOR U.S. SMALL CAPS?

Andrew Okrongly — Director, Model Portfolios
10/11/2022

we’ve recently highlighted the valuation opportunity in U.S. small-cap equities. Amidst
ongoing market volatility, U.S. small caps continue to be priced at a significant
discount to their mid- and large-cap counterparts.

It was partially this divergence 1in relative valuations that supported our Model
Portfolio Investment Committee’s decision to increase exposure to U.S. small caps in our
Strategic and Siegel WisdomTree Model Portfolios as part of the August month-end
rebalance.

Looking ahead, one potential fundamental tailwind for small-cap performance could be the
stronger dollar and a greater focus on domestic revenues.

small-Cap valuations Continue to Look Attractive

The current forward price-to-earnings (P/E) ratio of the Russell 1000 Index (a U.S.
large-cap proxy) sits at 17.0x, slightly above its 20-year historical median of 16.5x.

The picture is very different in small caps, where the forward P/E of 11.9x on the Russe

11 2000 Index (a U.S. small-cap proxy) represents a greater than 30% discount to its
Tong-term median of 17.2x.

It seems clear that fears of a near-term recession in the U.S. have had an outsized
impact on the valuations of small caps relative to the broader market. while some of
this repricing 1is T1ikely warranted, given small caps’ historical volatility and
sensitivity to economic growth, valuations relative to large caps are now less than two
standard deviations below their long-term (20-year) average.
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Sources: WisdomTree, FactSet, as of 8/31/22. You cannot Invest directly In an Index.
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Despite relative valuations that appear extreme, a comeback for U.S. small caps may
require some sort of fundamental catalyst. A broad improvement 1in the U.S. economic
picture may be one optimistic possibility. But absent that, what else could be on the
horizon?

Could Further Dollar Strength Spark a Turnaround for U.S. Small Caps?

The sharp appreciation of the U.S. dollar against international currencies has been a
dominant theme for markets this year. Historically, small-cap versus Tlarge-cap
performance has been mixed over Tonger periods of sustained USD strengthening.

However, the moves seen in EUR/USD, 3JPY/USD and other FX rates this year have had a
significant impact on corporate earnings and forward guidance—particularly for large-cap
multinationals with significant international revenues that need to be converted back to
usD.

Recent Examples of Foreign Exchange Headwinds for U.S. Multinationals

Dollar Strength and Downward S&P 500 Revisions
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Notable ExcerptsfromRecent Earnings Calls

“. foreign exchange.. is the fastest increasing headwind..the
interastrate differentials keep widening versusthe US. So we
anticipate that headwind could further expand.”

-Procter & Gamble Q42022 EarningsCall |7/29/22
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whereforeign exchange is negative high single-digit.s”
- James Quincy, Coca-Cola Co Chairman and CED at the

40% 0% s
Decl® Decll Decdd Deci5 Decd? Decds  Decdl Barclays Global Consumer Staples Conference | 9/8/22

-30%

o
i il 0%
10% \\/ J 5%
’\ \ 0% “iWe hada great quarter, but.. the dollar had an even strangsi
U _"ﬁ"';'-\f J J_'_ ' r: quarter, and we continuetoses the impact enfareign
‘ \r ,‘J JV P4 exchange and currency fluctuation on ourfinancials.”

Sources: Morgan stanlay Research, WisdomTree, as of 8/16/22. You cannot nvest directly In an Index.

where has this pain been most pronounced?
on aggregate, U.S. firms in the Technology, Materials and Consumer Staples sectors tend
to have the largest international operations, with Utilities, Real Estate and Financials

more focused domestically.
MSCI USA Index: Geographic Revenue Exposure by Sector

WISDOMTREF


https://wisdomtree.com/blog/glossary#currency
https://wisdomtree.com/blog/glossary#foreign-exchange

wWisdomTree BLOG ARTICLE

W International o United States
Technology 57% 43%
Materials 53% 47%
Consumer Staples 449, 56%
Communication Services 42% 5859
Energy 38% 62%
Consumer Discretionary 35% 5%
Inclustrials 32% 68%
Financials 219 T8%
Real Estate 16% 8494
tilities

Sources: WisdomTree, FactSet. Data as of 8/31/22. You cannot Invest directly In an Index. M5CI USA Index: designed to measure the
performance of large and mid-cap segments of the LS market.

An overlooked characteristic of U.S. small caps is that compared to larger companies,
they rely more heavily on domestic operations and revenues.

This makes sense intuitively and can also be seen in the underlying sector exposures of
small caps, which tilt away from industries with the greatest international focus and
toward industries with the greatest domestic focus.

Sector Allocation
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Sources: WisdomTree, FactSet. Data as of 8/31/22. You cannot Invest directly In an Indes.

For investors seeking a level of protection from a stronger greenback and uncertainties
abroad, U.S. small caps may help shield portfolios from these risks at attractive
current valuations.

The WisdomTree U.S. Smallcap Fund (EES) and WisdomTree U.S. SmallCap Dividend Fund (DES)

offer broad exposure to U.S. small caps with a greater focus on domestic revenues than
traditional market cap-weighted indexes.

Geographic Revenue Exposure

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF’


https://wisdomtree.com/~/link.aspx?_id=F549924E55E5465EA61A7109DA136355&_z=z
https://wisdomtree.com/~/link.aspx?_id=8E1DBC4B11224D90BCB2BCEE6FEC2806&_z=z
https://wisdomtree.com/blog/glossary#market-capitalization-weighting

wWisdomTree BLOG ARTICLE

m International W United States
Russell 1000 Index 38% 62%
Russell 2000 Index 22% T8%
WisdomTree .S SmallCap Fund (EES) 17% 83%
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15% B5%
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Sources: WisdomTree, FactSet. Data as of 8/31/22. You cannot Invest directly In an Index.

EES uses an earnings-weighted methodology to provide access to profitable small-cap U.S.
equities. By constructing an Index using each company’s Earnings Stream, the strategy
has an overall emphasis on quality and value factors.

on the other hand, DES takes a dividend-weighted approach that provides access to
dividend-paying companies in the small-cap U.S. universe. The Fund tracks an Index that
is constructed using each company’s Dividend Stream®, resulting in a tilt toward
dividends, quality and value factors.

Both strategies can provide a valuable alternative or complement to traditional market
cap-weighted beta. Current valuations for EES and DES offer significant discounts to the
broad market and the long-term averages for each strategy.

Fwd. P/E (ex. Negative Earners)

Index/Fund Current 10-Year Average c_. rrent

Discount
Russell 2000 Index 11.9 17.1 -31%
Russell 2000 Value Index 10.4 15.1 -31%
WisdomTree U.5. SmallCap Fund (EES) 124 339G
WisdomTree U.5. SmallCap Dividend Fund (DES) 10.7 16.1 -34%

Sources: WisdomTree, FactSet. Data as of 8/31/22. You cannot Invest directly Inan Index.

conclusion

U.S. small caps continue to be priced at a steep discount relative to Tlarger
counterparts, which we believe offers an attractive opportunity for long-term investors.

small caps also generate a greater proportion of their revenues domestically, making
them less exposed to a stronger dollar weighing on overseas earnings.

The historical track record of small caps versus Tlarge caps over Tonger periods of
sustained dollar strengthening is mixed. However, if multinationals continue to suffer
FX Tosses from a strengthening dollar, this fundamental characteristic could begin to
play a more meaningful role in near-term relative performance.

Important Risks Related to this Article

There are risks associated with investing, including the possible Toss of principal.
Funds focusing their investments on certain sectors and/or smaller companies increase
their vulnerability to any single economic or regulatory development. This may result in
greater share price volatility. Dividends are not guaranteed, and a company currently
paying dividends may cease paying dividends at any time. Please read the Fund’s
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prospectus for specific details regarding the Fund’s risk profile.

For the top 10 holdings of DES please visit the Fund's fund detail page at https://www.w
isdomtree.com/investments/etfs/equity/des
For the top 10 holdings of EES please visit the Fund's fund detail page at https://www.w
isdomtree.com/investments/etfs/equity/ees

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.

Related Blogs
+ Opportunities Abound in U.S. Small Caps

Related Funds

+ WisdomTree U.S. SmallcCap Dividend Fund
+ WisdomTree U.S. SmallCap Fund

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 its
affiliates, nor Foreside Fund Services, LLC, or its 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 qinternal 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 idinvestment 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

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.

small caps : new or relatively young companies that typically have a market
capitalization between $200 million to $2 billion.

Mid-Cap : Characterized by exposure to the next 20% of market capitalization (after the

top 70% have been removed) within the value, Blend or Growth style zones with the
majority of the fund’s weight.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer
to companies with a market capitalization value of more than $10 billion. Large cap is
an abbreviation of the term “large market capitalization”. Market capitalization is
calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

Tailwind : sSituation that will help growth in a sector/asset class because of some

development in another sector/asset class.

Forward P/E ratio : sShare price divided by compilation of analyst estimates for
earnings-per-share over the coming 12-month period. These are estimates that may be
subject to revision or prove to be incorrect over time.

Russell 1000 Index : A measure of the performance of the 1,000 Targest companies by
market capitalization in the Russell 3000 Index.

Russell 2000 Index : Measures the performance of the small-cap segment of the U.S.
equity universe. The Russell 2000 is a subset of the Russell 3000 Index representing
approximately 10% of the total market capitalization of that dindex. It -dincludes
approximately 2000 of the smallest securities based on a combination of their market cap
and current index membership.

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Standard deviation : measure of how widely an 1investment or dinvestment strategy’s
returns move relative to its average returns for an observed period. A higher value
implies more “risk”, 1in that there 1is more of a chance the actual return observed is
farther away from the average return.

currency : currency in which the underlying index returns are calculated. Euros: The
returns are calculated, and there is no currency conversion; resulting statistics result
purely from the returns of the equities. U.S. dollars: The returns are calculated and
then converted into U.S. dollars; resulting statistics are the result of a combination
of the euro’s performance against the U.S. dollar and the returns of the underlying

equities.

Foreign Exchange (FOREX, FX) : The exchange of one currency for another, or the

conversion of one currency into another currency.

Market capitalization-weighting : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights 1in approaches
designed to weight firms by market cap.
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Earnings-weighted : Earnings for all constituents in an index are added together, and
individual constituents are subsequently weighted by their proportional contribution to
that total.

Dividend weighted : Constituent securities represented within the Index in proportion
to their contribution to the dividend stream of the Index.

Dividend Stream : Refers to the regular dividends per share multiplied by the number of
shares outstanding.
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