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We’ve previously touched on the trajectory of earnings growth and valuations for the S&P

500 and the S&P 600. 

While we suggest you go back and read that post, we will sum it up here—small-cap

earnings growth has been remarkable, but valuations imply that it has been low-quality e

arnings growth.  

In other words, small-cap earnings are likely to mean-revert to some lower, more

sustainable level.  

The below chart of S&P 600 earnings per share (EPS) and price levels gives an

illustration of this narrative. 

Since the end of 2019, S&P 600 price returns have been a respectable 21%—or 8.2%

annualized. This return hasn’t come close to matching 87% EPS growth, which has meant

the P/E ratio of the index has contracted from 20.2 times to 13.1 times. 

From the below chart, we continue to see robust analyst estimates for future earnings

growth. A bearish assessment would be that analysts are too optimistic in the face of

macroeconomic headwinds that should stymie earnings growth. 

Let’s review where small-cap earnings growth has been coming from and the latest trends

in those earnings. 

S&P 600

Sector Earnings Growth
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The traditional “Old Economy” sectors of Energy, Industrials and Materials have

experienced a torrid pace of earnings growth with little sign of slowing. These sectors’

earnings are highly volatile and sensitive to economic fluctuations—no better

exemplified than by the fact that the Energy sector has experienced aggregate negative

earnings twice over the past six years, and over 1,000% earnings growth since the end of

2019. 

“Old Economy” Sectors Earnings per Share (EPS)

S&P 600 Energy

 

S&P 600 Industrials

 

S&P 600 Materials
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The Consumer sectors—Discretionary in particular—have been major beneficiaries of a

healthy American consumer. Earnings growth in these sectors has continued nearly

unabated for much of the past two years, even in the face of headwinds like rising gas

prices and Covid variants. 

However, some downward revisions to forward earnings estimates can be seen from the last

several months, providing early evidence to those who believe we may have reached “peak

earnings” for this cycle. 

In recent weeks, earnings reports from large-cap retailers Target and Wal-Mart have sent

consumer stocks plummeting across the board as their announcements’ indicated consumers

are beginning to pull back in response to higher prices. 

Consumer Sectors EPS

S&P 600 Consumer Staples
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S&P 600 Consumer Discretionary

The earnings outlook for Financials has arguably been the direst of late. After a

roaring recovery in earnings expectations throughout much of the past few years,

earnings growth estimates seem to have rolled over. 

Financials and Real Estate EPS

S&P 600 Financials
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S&P 600 Real Estate

Technology and Health Care—specifically biotechnology—have had tremendous earnings

growth over the past few years.

These sectors—big allocations in small-cap growth indexes—also have significant earnings

growth expectations they must meet, lest they be punished by investors.

Those earnings growth expectations have been reduced in recent months, particularly for

Health Care. The latest forward earnings per share number is a 34% decline from peak

forward earnings estimates in November of last year as the market has readjusted

expectations of many high-growth stories.

Technology and Health Care
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S&P 600 Information Technology

S&P 600 Health Care

The Bottom Line 

Certain sectors—Energy and Industrials in particular—show no signs of slowing earnings

growth. Others, such as Financials and the Consumer sectors, are showing moderating

growth expectations. 

Nonetheless, small caps appear to be priced for a recession, at least far more so than

large caps. While this may or may not be a base-case scenario for many investors, it is

important to see what appears to be baked into market prices. 
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For long-term investors, with the time horizon to withstand the normal fluctuations of

the business cycle, the current 30% discount of small caps’ price-to-earnings ratio

relative to the historical median may provoke consideration for a small-cap allocation. 

Even if recession seems to be a foregone conclusion, consider these two points:

The Russell 2000 is currently 24% off its November 2021 peak. Small caps have

historically dropped 36% on average in a recession, meaning the market has already

priced in two-thirds of a typical recession1 

What has worked within small caps over the past year—dividends—may be the place to

allocate during this volatile market2 

In the last of three posts on small-cap valuations, we will examine how focusing on

dividend-payers in small caps—as well as mid-caps—has contributed to outperformance in

this turbulent market environment. 

Please read our latest Market Insight “Where is a Recession Being Priced In? U.S. Small 

Caps” for more on the small- and mid-cap dividend story.

 

 

1 Bank of America Research, “Small/Mid-Cap Valuations: For small caps, recession risks

now largely discounted,” 5/10/22. 

2 Dividends are not guaranteed and may fluctuate.

 

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.

Related Blogs

+ Is a Recession Being Priced In for U.S. Small Caps?

Related Funds

+ WisdomTree U.S. SmallCap Dividend Fund

+ WisdomTree U.S. SmallCap Quality Dividend Growth Fund

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

Growth  : Characterized by higher price levels 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.

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.

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.

S&P 600 Index    : The S&P 600 is an index of small-cap stocks managed by Standard and

Poor's. It tracks a broad range of small-sized companies that meet specific liquidity

and stability requirements.

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

capitalization between $200 million to $2 billion.

Earnings per share    : Total earnings divided by the number of shares outstanding.

Measured as a percentage change as of the annual Index screening date compared to the

prior 12 months. Higher values indicate greater growth orientation.

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.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

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.

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.
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