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Small-cap valuations have a unique tendency to provoke debate. During highly uncertain

and declining earnings backdrops, the divisiveness over this topic ramps up.  

Differences in valuation techniques and market benchmarks are amplified in small caps

because of the high percentage of companies with negative earnings. Conclusions that are

drawn, and resulting actions that investors take, can make or break portfolios.

Investors may be rating small caps with historically optimistic valuations that will not

be justified. On the other hand, small caps often outperform in the aftermath of a

recession. So, investors allocating away from them based on valuations could be missing

out on significant upside.

Excluding or Including Negative EarnersExcluding or Including Negative Earners

This chart was recently shared by Jim Bianco on Twitter. His conclusion: “Small cap more

overvalued than anytime in history.”  

Small Cap (S&P 600) Forward P/E RatioSmall Cap (S&P 600) Forward P/E Ratio

Bank of America Research also recently wrote that after recent gains, small caps are

“near record highs.”1 
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While the thrust of these observations is similar—small caps are not cheap—the first

chart suggests a “run for the hills” type of bubble; the second shows valuations as rich

versus history, but not significantly more so than at other points in the past few

years.

The main difference between the two charts is how negative earners are treated.

The forward earnings expectations in Bianco Research’s chart include negative earners,

which pushes down the earnings denominator and pushes up the P/E ratio valuation. BofA’s

chart excludes negative earners.

Excluding negative earners reduces the heavy weight of technology (16%) and biotech

(10%) shares in the Russell 2000.

Both approaches are widely used and accepted. But grasping the context and result of the

differences is important when drawing conclusions.

Weights of Negative EarnersWeights of Negative Earners

There are also material differences in the weight of negative earners between the two

small-cap benchmarks, and how much weight is removed by looking at valuations excluding

negative earners.

Eligibility for S&P’s universe has a profitability criteria that requires “the sum of

the most recent four consecutive quarters’ Generally Accepted Accounting Principles (GAA

P) earnings (net income excluding discontinued operations) should be positive as should

the most recent quarter.”2 This profitability screen results in typically lower P/Es for

the S&P 600 than the Russell 2000—19 times versus 23 times forward earnings.3 

On average, the Russell 2000 has had about 10% of its weight in companies with negative

earnings expectations, compared to less than 4% weight for the S&P 600. Both have seen a

significant uptick in those negative earnings in recent months.

Percent Index WeightPercent Index Weight – –  Forward Negative EarnersForward Negative Earners
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Smoothed ValuationsSmoothed Valuations

During a recession that causes a significant uptick in the number of negative earners,

valuations can spike up, especially as investors begin to price in earnings improvements

before they are realized. Stock prices are a leading indicator of future earnings, with

heavy emphasis on earnings more than 12 months out.

While investors may emphasize forward earnings over trailing earnings to account for

future earnings drops, using forward earnings has its own weaknesses during periods of

significant uncertainty—particularly when analysts are slow to guide down forecasts.

One way to adjust for the earnings drop is to use an average of historical earnings or

sales in valuations.

We show seven different methods for how to assess broad market valuations of small caps.

The estimated P/E ratio confirms what Jim Bianco’s chart showed—all-time-high

valuations.

We can also use a “smoothed” P/E ratio—one that averages each constituent’s earnings

over the past three years. Using this approach, we see a P/E ratio for the S&P 600 Index

that is in the bottom quintile of its history. The Russell 2000 is in the 73rd

percentile versus its history on the same measure.

The chart below shows the historical valuations for the Russell 2000 and the S&P 600

back to 1999 using the smoothed P/E ratio.

Smoothed P/E RatioSmoothed P/E Ratio
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Valuations vs. Large CapsValuations vs. Large Caps

While different metrics for looking at small caps may suggest the valuation picture is

not as dire as implied by forward P/E ratios, it’s fair to question if valuations

properly account for the risk-return tradeoff of higher-risk small caps.

After all, small caps look to have a tougher recovery ahead than large caps that are

dominated by tech and health care companies that are continuing to prosper in a socially

distant world. 

But if we look at the historical relative valuations for the Russell 1000 versus the

Russell 2000 in the chart below, the Russell 1000 relative valuation is within 5% of its

historical maximum on three of the four measures. 

Investors may disagree on whether or not valuations of small caps are at a discount to

historical measures, but perhaps there is an agreeable common ground: large caps, the

main beneficiary of the Fed’s liquidity stimulus, are more richly valued than small

caps.

It’s this valuation comparison that should matter to asset allocators in the long run.

Russell 1000 vs. Russell 2000 Relative ValuationsRussell 1000 vs. Russell 2000 Relative Valuations
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Figure 6_russell 1000 vs russell 1000 valuation

 

 

 

 

1“Small cap P/E near all-time highs as EPS expectations plummet,” BofA Global Research,

6/8/20. 

2“S&P U.S. Indices Methodology,” S&P Dow Jones Indices, 12/17.

3Sources: WisdomTree, FactSet. Average of monthly valuations from 4/30/02–6/5/20.

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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

Small capsSmall caps  : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

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

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Tech BubbleTech Bubble  : Market collapse between 1999-2001 that was led by technology stock.

Russell 2000 IndexRussell 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 index. It includes

approximately 2000 of the smallest securities based on a combination of their market cap

and current index membership.

Generally Accepted Accounting Principles (GAAP)Generally Accepted Accounting Principles (GAAP)  : Principles of accounting utilized

in the U.S. that deal with different aspects and assumptions that are deemed acceptable

in calculating the earnings of a firm.

QuintileQuintile  : 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.

LiquidityLiquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.
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