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Ever since the election, investors have celebrated the anticipated tax reforms of Donald

Trump, sending U.S. markets higher, in particular small-cap companies that are deemed to

benefit from a two-pronged focus:

 

First, Trump wants to “Make America Great Again,” and small-cap companies have more

revenue from the U.S. 

 

Second, because these small-cap companies have more revenue from the U.S., they stand to

benefit disproportionately from tax cuts because they pay more U.S. taxes and they have

less ability to capitalize on opening offices in locations around the world with lower

tax rates. 

 

We published an initial sensitivity analysis to look at how various assumptions on tax r

ates might impact the earnings growth and ultimate market valuations across a market cap

-weighted index set of the S&P 500, S&P MidCap 400, and S&P SmallCap 600—along with

WisdomTree Indexes.

 

New Forward-Looking New Forward-Looking Price-to-Earnings (P/E) RatioPrice-to-Earnings (P/E) Ratio Analysis Analysis

 

We have continued to update our original analysis to also include domestic WisdomTree

Indexes. Instead of looking at trailing 12-month P/E ratios, which are biased higher due

to losses primarily in the energy sector, the analysis in this table is based on current

estimates for this year’s earnings, which we do not believe include any impact from tax

changes yet.1 Of course, analyst estimates tend to be optimistic, but this gives us one

way of looking at valuation not biased by losses in the energy sector. 

 

New Indexes Geared Toward Revenue Location: Well-Positioned for Tax ReformsNew Indexes Geared Toward Revenue Location: Well-Positioned for Tax Reforms

 

Moreover, WisdomTree recently simplified the methodology of two Indexes that had

screened based on revenue location—Indexes that were focused on the U.S. domestic

economy and U.S. multinationals but previously had a more complex weighting methodology

that incorporated the correlation of each stock to the U.S. dollar. While that

methodology had appeal to us, the primary purpose was more about creating baskets of

U.S.-focused stocks and U.S. multinationals. The new weighting methodology emphasizes a

valuation sensitivity in addition to the revenue location screen/factor.

 

In many ways, these Indexes are particularly relevant for today’s markets and tax

changes on the horizon. Many of the tax reform proposals are geared to impact stocks
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determined by whether they are U.S.-economy focused or more multinational based. Even

prior to the election, we thought revenue location was an important factor for long-run

trends based on changes in the U.S. dollar impacting global revenue differently than

U.S. revenue. But with tax reforms lowering U.S. effective tax rates, this will also be

an important factor in the short run, as it will be the critical factor in explaining

how much relative earnings growth results from corporate tax cuts that are planned. 

 

Lowering Tax Rates = Big Earnings Growth in Companies with More U.S. Revenue Lowering Tax Rates = Big Earnings Growth in Companies with More U.S. Revenue 

 

The more earnings (and taxes paid) that come from the U.S., the greater the earnings

growth should be from a tax cut, as by and large, the companies with revenue across the

world already have lower effective tax rates. 

 

Some highlights of this tax analysis:

 

Reasonable Valuations:Reasonable Valuations: On a forward-looking P/E basis, broad market indexes like

the S&P 500 actually appear reasonably priced, with P/E ratios that can be somewhere

around 16 to 17 times earnings with a tax rate between 15% and 25%. This tax cut,

along with good expected earnings growth this year, could meaningfully help

valuations. 

Small-Cap Benefits:Small-Cap Benefits: Small caps, because they have a higher percentage of revenue

already in the U.S., consistently saw better earnings growth under the tax cut

scenarios.

Earnings Weight Lowers P/E Ratios:Earnings Weight Lowers P/E Ratios: Yet for those worried about valuations,

WisdomTree’s earnings-weighted approach helps lower starting P/E ratios, even before

potential tax cuts. When people say the mid- and small-cap spaces look expensive, we

point to analysis from the table below that shows our mid- and small-cap earnings

Indexes are expected to have P/E ratios that range from 13.6 to 15.6 times earnings

with expected P/E ratios and further tax cuts.

New Domestic Economy Index Brings Greatest Earnings Growth from Tax Cut:New Domestic Economy Index Brings Greatest Earnings Growth from Tax Cut: The

newly positioned WisdomTree U.S. Domestic Economy Index had a weighted average of

97% of taxes paid coming from the U.S.—a full 27 percentage points more than the S&P

500, which had only 70% of taxes paid from the U.S. As a result, compared to all the

Indexes on here, this set of stocks had the greatest increase in earnings from a tax

cut—whether new rates are assumed to be 15% or 25%. Because this basket also

includes an earnings-weighted element, the P/E ratios are expected to be 13.5 to

15.1 times earnings under rates of 15% to 25%. This is a fairly reasonably priced

basket of U.S.-oriented stocks, in our view.

New Multinational Index Benefits Less:New Multinational Index Benefits Less: The Index with the least pickup in

earnings from a lower tax rate looks at companies where revenue is found abroad.

This Index had the lowest percentage of taxes paid to the U.S.—less than 50%. As a

result, the relative earnings growth compared to other indexes was significantly

lower—about one-third of the earnings growth of the U.S. Domestic Economy Index. Yet

due to the modified earnings-weighted approach of this index that also includes

tilts toward companies with more revenue abroad, the P/E ratio of this Index is

fairly similar to the S&P 500 P/E ratio, with a slight discount. These companies may

be the ones where we see higher dividend and buyback growth if they are allowed to

bring cash back from abroad at lower repatriation rates.

 

ConclusionConclusion

 

The analysis presented herein will be a work in progress for us. As more details about

Trump’s policy become clear, we plan to update this scenario analysis on better models
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to help clients understand where the market valuations might be impacted most by tax

reform. Our newly positioned Indexes, particularly the U.S. Domestic Economy Index,

could be quite interesting beneficiaries of changed policies. 

 

Summary of Potential Tax Cut Impact Across IndexesSummary of Potential Tax Cut Impact Across Indexes

For definitions of indexes in the chart, visit our glossary.

 

1Our precise calculations estimate an effective tax rate for each index and a new method

for calculating this starting effective tax rate when companies have losses resulting in

a lower starting effective tax rate and thus smaller improvement in earnings growth with

new tax policy scenarios. 

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

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.

Market capitalization-weightingMarket 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.

S&P 500 IndexS&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.

S&P MidCap 400 IndexS&P MidCap 400 Index  : provides investors with a benchmark for mid-sized companies.

The index covers over 7% of the U.S. equity market, and seeks to remain an accurate

measure of mid-sized companies, reflecting the risk and return characteristics of the

broader mid-cap universe on an on-going basis.

S&P SmallCap 600 IndexS&P SmallCap 600 Index  : Market capitalization-weighted measure of the performance of

small cap equities within the United States, with constituents required to demonstrate

profitability prior to gaining initial inclusion.

Price-to-earnings (P/E) ratioPrice-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.

CorrelationCorrelation  : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

Effective tax rateEffective tax rate  : The average tax rate at which a corporation’s pre-tax profits are

taxed, taking into account all forms of taxation paid by the company.

DividendDividend  : A portion of corporate profits paid out to shareholders.

BuybackBuyback  : When a company uses its own cash to purchase its own outstanding shares; may

positively impact the share price.
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