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A big story thus far in 2018 has been U.S. small-cap stocks, which have emerged as one

of the best performing major asset classes. Normally this would come as a surprise so

late in the economic cycle, but this year is different. 2018 may well produce the

fastest economic growth the country has seen in the last 10 years. It’s also been a year

when threats by the Trump administration have morphed into actual tariffs on imports. In

this environment, it makes sense that small caps should outperform large-company stocks,

as they typically are more insulated from a rising dollar and the complexity of global

supply chains.

 

But what has driven small-cap performance? And will current valuations give investors

pause before putting new money to work?

 

The answers may depend on which barometer one uses to evaluate the small-cap segment.

 

In the first six months of 2018, the Russell 2000 Index, for example, outpaced the S&P 5

00 Index by roughly 500 basis points (bps), returning 7.7%. When this happens, it’s

always good to drill down into one of the largest sectors in the Russell 2000, health

care, and examine how the biotech stocks performed. For much of the year, biotech, one

of the most speculative portions of the small-cap universe, represented 7% to 9% of the

weight of the Russell 2000 and was a major contributor to overall returns. Small-cap

biotechs, as measured by the Russell 2000 Biotech Index, returned 13.5% through June.

 

If small-cap biotechs continue to outperform, the Russell 2000 Index may be a difficult

benchmark to beat, because many of these constituents are “story stocks” trading on

hopes of future growth. If we drill down into those health care and biotech companies,

we notice that roughly 62% of them generate no profits, so betting on the Russell 2000

requires that investors assume this embedded speculative bet. For those looking for an

alternative, WisdomTree believes you can increase quality and reduce valuation risk by

limiting your small-cap exposure to only companies that generated profits in the prior

fiscal year. WisdomTree created an Index that does this.  The WisdomTree U.S. SmallCap E

arnings Index, which actually beat the Russell 2000, returning 7.9% through the first

half of the year. Yet, it did so without relying on small-cap biotechs to lead the

advance. On June 30, the WisdomTree Index was 7.5 percentage points under-weight health

care compared to the Russell 2000, and it concentrated just 1.3% of its weight in

biotech companies.

 

Put another way, during a six-month span when companies with very high price-to-earnings

(P/E) ratios or negative earnings posted some of the highest returns in the small-cap

space, the WisdomTree index still outperformed this “beta” benchmark, even though it

tilted index weights toward lower P/E stocks. This table, derived from WisdomTree’s inde

x attribution tool available on our website, illustrates this point.
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The table shows that during the first half of the year, 21.57% of the Russell 2000’s

weight was in companies that posted losses (Negative Earners). Yet, as a category, those

stocks returned 14.08% year-to-date through June 30. WisdomTree’s Index, weighted by

core earnings, had about 5% of its weight in constituents that either became

unprofitable during this period or had negative noncore earnings, and so was roughly 15

percentage points under-weight the best performing category for this period. By

contrast, WisdomTree was nearly 20 percentage points over-weight the stocks with the

lowest P/E ratios. As a category, this group of stocks returned 7.30% for WisdomTree—

generally in line with the market—but significantly better than the cheapest stocks in

the Russell 2000, which on average returned only 2% for the period.

 

In fact, by being over-weight the two quintiles with the lowest P/E stocks, the

WisdomTree Index generated 100 bps of excess return compared to the Russell 2000, more

than making up for the 66 bps drag in performance by being under-weight the Negative

Earners. Our research has shown that over longer holding periods, investors actually get

a greater reward by tilting toward profitable companies and away from the speculative

small caps that have no profits. So being permanently under-weight the Negative Earners

is an “embedded bet” we believe investors should be systemically making in the small-cap

segment. Avoiding them also helps lower the overall P/E ratio on the Index. On June 30,

for example, the Russell 2000 was trading at 25 times forward earnings, whereas the

WisdomTree U.S. SmallCap Earnings Index exhibited a forward P/E of 14.5. Perhaps most

importantly for investors, earnings weighting this starting universe of profitable

small-cap companies has the potential to create alpha compared to traditional cap-weight

ed indexes.
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Conclusion: Earnings Are Not a Small Matter with Small Caps

 

As we can see from this table, even after deducting for Fund fees and expenses, the Wisd

omTree U.S. SmallCap Earnings Fund (EES) which tracks the WisdomTree U.S. SmallCap

Earnings Index, has consistently outperformed both the Russell 2000 Index and its peer

group. It has done so over not just the last year, but over the last three years, the

last five years and the last 10 years. Over the 10-year time frame, it has generated

returns that have surpassed the Russell 2000 by approximately 300 bps on an annualized

basis. If we include mutual funds, the excess return of EES over its category stretched

to 400 bps per year. That ranked EES in the top 1% of the Small Blend Category monitored

by Morningstar over that period. And all this from an index fund!

 

Now that’s modern alpha.

 

All data as of June 30, 2018, and sourced from WisdomTree, FactSet.
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Important Risks Related to this Article

There are risks associated with investing, including possible loss 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. 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 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 INFORMATION

U.S. investors 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 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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DEFINITIONS

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

capitalization between $200 million to $2 billion.

Valuation  : 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.

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 index. It includes

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

and current index membership.

S&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.

Basis point : 1/100th of 1 percent.

Russell 2000 Biotech Index : Market capitalization-weighted measure of performance of

the smallest biotech companies in the Russell 3000 Index.

Valuation risk   : The risk of buying or over-weighting a particular stock that has

appreciated significantly in price relative to its dividends, earnings or any other

fundamental metric.

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.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a

benchmark. In general, a beta less than 1 indicates that the investment is less volatile

than the benchmark, while a beta more than 1 indicates that the investment is more

volatile than the benchmark.

Quintile  : 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.

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.

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.

Alpha  : Can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more

generally referred to as excess returns in general.

Market 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.
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