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Last week’s Behind the Markets podcast featured a conversation with Thomas Phillips,
adjunct professor 1in the Department of Finance and Risk Engineering at NYU’s Tandon
School of Engineering, and Adam Kobor, a director of 1investments at NYU’s Investment
office.

They are co-authors of a paper that caught our attention earlier this year called
“Ultra-Simple Shiller’s CAPE: How One Year’s Data Can Predict Equity Market Returns
Better Than Ten.”

Professor Jeremy Siegel has published on how earnings distortions in GAAP earnings can
Tead to misguided and overly pessimistic conclusions from the original sShiller CAPE
model framework.

one feature of the cyclically adjusted price-to-earnings measure Shiller created was to
use a 1l0-year average of earnings to smooth the business cycle, along with an inflation
adjustment, to arrive at a more normalized earnings measurement.

The paper by Kobor and Phillips tries a novel approach to smooth earnings by dropping
the worst quarter in a given year and normalizing (multiplying by four-thirds) the
remaining three quarters as one way to get cyclically adjusted earnings that do not rely
on Tooking back at 10 years of earnings.

Kabor and Phillips point out that during the financial crisis in 2009, the majority of
losses were in one quarter, and in 2020’s downturn, the first quarter was far below the
other three quarters and gives a more realistic adjustment for normalized earnings
during this pandemic.

In addition to smoothing earnings using this one-year approach, their model also
incorporates a price-to-sales ratio data point in addition to a price-to-earnings gauge.
Given the trends over the Tast 20 years of profit margins moving higher and earnings
growing faster than GDP, the price-to-sales component of the model gives a more
pessimistic reading for the future.

The net outlook from the model 1is for returns to be around 1.5%, with a 3% outlook
implied from the earnings metric and negative returns implied by the price-to-sales
component.

There was some discussion about whether the forces of market competition will ultimately
pressure profit margins for some of the large-cap technology names 1ike Facebook and
Amazon. Phillips concluded that this CAPE model valuation work would be supportive for v
alue strategies over growth strategies going forward, given the dispersion in valuation
multiples.
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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 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

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.

Cyclically Adjusted Price to Earnings (CAPE) Ratio : a valuation measure of the S&P

500 Index that is adjusted for inflation and takes into account cyclical fluctuations 1in
market earnings relative to Tonger term averages.

Price-to-sales (P/s) ratio : share price divided by per share revenue.

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.

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

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.

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.

value : characterized by lower price levels relative to fundamentals, such as earnings
or dividends. Prices are Tower because investors are less certain of the performance of
these fundamentals in the future. This term is also related to the value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Growth : characterized by higher price Tevels relative to fundamentals, such as

dividends or earnings. Price levels are higher because investors are willing to pay more
due to their expectations of future improvements in these fundamentals.
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