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THIS SUMMER POSES A HEADWIND FOR
STOCKS WITH DISTANT EARNINGS

Jeff weniger — Head of Equity Strategy
04/16/2021

with all eyes on the year-long run-up in small caps, it may be wise to note how many
companies in the asset class are not turning a profit.

A particularly egregious violator: stocks in the Russell 2000 Growth Index. Companies
with negative earnings comprise 43% of its market capitalization. Its value counterpart
is not much better: 31% of the Russell 2000 Vvalue 1is 1in negative earners, while the
Russell 2000 itself has 38% with income statement red ink.

Many such stocks may not be prepared for a bullseye date: 3July 29, when the Q2 GDP
report is published.

Look, Americans are getting back to it. I personally have flights booked. Normal Tife.

Though many of us are working from home-and thus Togging zero commuting miles—just look
at the action on the roads. If you are like me, you even caught a traffic jam or two in
recent weeks. In January, the latest month for which we have data, the number of vehicle
miles traveled was 54.6% higher than in April 2020, the most “ghost town” traffic month
on record. In February, March and April, the volumes were most certainly even higher.
Figure 1: U.S. Monthly Per Capita Vehicle Miles Driven
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Sources: 5t. Louis Fed, BEA, U.S. Federal Highway Administration, 1/31/00-1/31/21

Stimulus money hit bank accounts in mid-March, so some of Americans’ new spending will
show up in the Q1 GDP data. But another Targe chunk will come out of wallets in Q2,
especially as it appears that herd immunity may be achieved by Tlate spring or early
summer.

which brings me to the run-up to July 29, the day of the first estimate of Q2 GDP.
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The Street consensus is for quarterly growth of 7.2% at a seasonally adjusted annual rat
e (SAAR)-a headier pace than the Q1 forecast of +4.8%. Should those growth rates come to
fruition, that amounts to year-over-year GDP growth of 11.7%.

In figure 2, notice how the 10-Year Treasury yield has spent the years after the global
financial crisis converging toward the real GDP growth rate.

Can the bond market let 3July 29 bring a double-digit year-over-year GDP jump without
Tetting benchmark Treasuries drift up? Sure, it will be a fleetingly high GDP growth
pace-one that will halve by Q3-but this still seems a risk to rate-sensitive equities.

Figure 2: 10-Year Treasury vs. U.S. GDP Growth
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Sources: Thomson Reuters Refinitiv, St. Louis Fed, as of 4/14/21, with forecasts to Q4 2022,

which ones?

Rising rates disproportionately hit the net present value of business ventures with the
most distant future cash flows. That describes many of the flashy “no profit now”
companies that populate the Russell 2000 Growth Index. Even when you exclude the 43% of
that Index’s total value that 1is comprised of companies with negative income, it still
trades at a forward P/E ratio of 25.8. That strikes me as a recipe for trouble as July
29 approaches and those firms’ “out year” cash flows get discounted at ever higher
rates.

Figure 3 shows three wisdomTree strategies in U.S. small cap, ranked along a return on e
guity (ROE)-based quality spectrum. They may be a way to get in front of an interest rat
e spike in reaction to or 1in anticipation of a red-hot Q2 GDP report.

something to think about in the next traffic jam.
Figure 3: small Caps Along a Quality Spectrum
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LowROE High ROE
Russel 2000 Russell 2000
Valte Russell 2000 Growh DES EES DGRS
Quality (ROE %) 1.3% 1.4% 1.9% 9.1% 10.8% 12.6%
% Negafive Eamings 31.1% 37.2% 42.6% 1.8% 6.8% 0.6%
Est. P/E Ratio 213 341 768 176 139 16
Est. PIE Ratio Ex-Negative 15.3 187 258 16.5 133 159

Source: WisdomTree, as of 3/31/21. The Fund metrics are derived from the Fund’s underlying securities compared and should nat be considered reflective of any Fund

performance. In addition, favorable index metrics may not translate to favorable fund performance.

For standardized performance of the Funds in the chart, please click their respective
tickers: DES, EES, DGRS.

Important Risks Related to this Article

There are risks associated with investing, including possible Toss of principal. Foreign
investing 1involves special risks, such as risk of loss from currency fluctuation or
political or economic uncertainty. Funds focusing their investments on certain sectors
and/or smaller companies 1increase 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 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
+ European Small Caps Are Revving Their Engines

+ Behold, the Global Small-Cap Renaissance
+ Beware of Zombies in U.S. Small Caps

Related Funds
+ WisdomTree U.S. MidCap Dividend Fund
+ WisdomTree U.S. MidCap Fund

+ WisdomTree U.S. LargeCap Fund

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 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 1its
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 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

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

Russell 2000 Growth Index : Measures the performance of the small-cap growth segment

of the U.S. equity universe. It includes those Russell 2000 Index companies with higher
price-to-book ratios and higher forecasted growth values.

Russell 2000 value Index : measures the performance of small-cap value segment of the
U.S. equity universe. It includes those Russell 2000 Index companies with Tlower price-
to-book ratios and lower forecasted growth values.

Gross domestic product (GDP) : The sum total of all goods and services produced
across an economy.

Monetary stimulus : refers to attempts to use monetary policy Tike Towering interest
rates or quantitative easing to stimulate the economy.

Seasonally Adjusted Annual Rate (SAAR) : A rate adjustment used for economic or

business data, such as sales numbers or employment figures, that attempts to remove
seasonal variations in the data.

10- Year Treasury : a debt obligation of the U.S. government with an original maturity
of ten years.

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.

Net present value : The difference between the present value of cash inflows and the
present value of cash outflows over a period of time. NPV is used in capital budgeting
and investment planning to analyze the profitability of a projected investment or
project.

Forward P/E ratio : Share 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.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much
profit a company generates with the money shareholders have invested.

Real interest rate : Interest rate accounting for the impact of inflation. From the
nominal interest rate, which does not account for the impact of inflation, the rate of
inflation is subtracted to get to the real interest rate.
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