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On December 18, 2022, Jason Lemkin posted a blog piece titled “Right Back to Where We

Were 3 Years Ago.” It caught my attention because he was looking at an earlier version

of the following:

Figure 1: Cumulative Performance of Select Equity Indexes over Three Years Ended

December 30, 2022

This is a staggering illustration for those of us who have been following the

performance of Software-as-a-Service (SaaS) cloud computing companies. It is telling us,

quite clearly, that the impact of the “pandemic pull-forward” of demand for software

consumption is completely removed from the three-year performance number.

To us, it means that it is time to ask a simple question: Is the market giving us a “do-

over,” meaning that we can now access companies at something similar to “pre-pandemic”

levels, or is the jig up and the cloud business model doomed to fade away into the

sunset?

SaaS Companies Have Evolved Significantly since 2019

In figure 2, we wanted to look at valuation over the same period. Even if the share

price performances of the underlying companies have run up and then fallen back in most

cases—leading to the observed performance of the BVP Nasdaq Emerging Cloud Index—we have

not been seeing companies reporting widespread negative year-over-year revenue growth.

Instead, we’ve tended to see the revenue growth ranges shifting downward, with the media

n figure for the Index now closer to the 30% level. In contrast, it was higher than 40%
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for a period ending roughly one year ago.

If prices have dropped but sales have continued to grow, it’s possible to see that the

valuation opportunity at present is better than it was in December 2019, three years

ago. In figure 2, we see that the price-to-sales ratio was 7.0–8.0x during this period,

whereas presently, it is below 4.5x. We agree that these stocks should be less expensive

today in that the risk today is higher, and the cost of capital is also higher. We can’t

know with certainty if the current price levels perfectly encapsulate this risk, but it

is simply important to know that the risk does look like it is, to some effect, being

accounted for.

Figure 2: Historical Price-to-Sales Ratio since Live Inception of the BVP Nasdaq

Emerging Cloud Index

Now, in our opinion, within Software-as-a-Service companies, one must always marry

looking at valuation to looking at revenue growth. Many of these firms, as yet, do not

carry through positive net income to the bottom lines of their income statements, so if

one can look at a reasonable fundamental, sales seems to make the most sense at this

point in the development of the megatrend. We do view this as a megatrend, which means

the time horizon we are thinking about is not the next 12 months or couple of years, but

something that should unfold over a decade.

Figure 3 shows a notable evolution in that, in December 2021, companies currently held

(meaning those companies in the Index as of December 2022) in the BVP Nasdaq Emerging

Cloud Index were 2x as expensive on an enterprise-value-to-sales basis than the

companies in the Nasdaq 100.  Looking at the same multiple in December 2022, the Index

comprised of Software-as-a-Service stocks costs almost the same as the broad technology

benchmark.

Growth, on the other hand, has come down more slowly than valuation. Now, this is

“revenue growth,” not earnings growth or cash flow growth, but we note that companies

are still growing, and some are still delivering results ahead of Wall Street’s

expectations. If the Nasdaq 100 is growing something close to 10%, and the BVP Nasdaq

Emerging Cloud Index is growing something close to 30%, is this a worthwhile trade-off?

The Nasdaq Index predominantly represents proven, established businesses, with some of

the world’s most valuable companies, measured by their market capitalizations, getting

the top weights. The risk profiles of these groups of stocks should be quite different,

but if we are able to think not of the next 12 months but rather the next 10 years, does

the difference in risk potentially make sense?
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We do feel comfortable concluding there is a better chance of it making sense at the

present valuation trade-off than it did at the near-term market high observed in

November 2021, even if it’s impossible to know the future with certainty.

Figure 3: SaaS Companies Showcase Higher Growth at Similar Aggregate Multiple to

the Nasdaq 100 Index

 

Where the Rubber Meets the Road: What Do SaaS Companies Do?

In our opinion, no discussion of cloud computing or SaaS companies is complete without

at least giving some treatment to what the companies do. SaaS is just a business model—a

way to provide/consume software that competes with other ways to provide/consume

software. Do people prefer subscription models, or would they want to go back to a world

where they need to buy a DVD and physically hold and use their own copy? If the software

is necessary and valuable and the company can execute its strategy, we have confidence

in the long term. If, on the other hand, the software is discretionary and more “nice to

have” than needed, then there could be more risks. We see the following functional

groupings as a starting point:

Cybersecurity: Companies like CrowdStrike, SentinelOne, Cloudflare, Zscaler and

Darktrace focus on cybersecurity. Subscribing to cybersecurity protection makes

sense because we know that attackers are always evolving. Stagnant protection would

eventually lead to limited protection. Many SaaS cybersecurity firms are not

necessarily trading at single-digit price-to-sales multiples, but it’s also the case

that cybersecurity has received massive attention from investors in 2022, largely

due to the Russia/Ukraine conflict.

Software Development: Companies like Twilio, Atlassian and New Relic are involved

with running platforms useful to software development. Twilio and Atlassian have

faced challenges in their share price performance during their most recent quarterly

earnings reporting periods. However, we believe that the service they provide for

software development remains critical.
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Business Services:  A company like Bill.com is very interesting in that it is an

example of a service that helps small and mid-sized firms manage their expenses.

It’s a good case to remember because companies will tend to employ services like

this to create efficiencies and save costs and time. We couldn’t ever say this

company (or others like it) would be immune to recessionary pressures, but we find

it important to note that it also may not be the first subscription to cut, either.

Cloud computing and Software-as-a-Service companies do not have long histories of

operation where we can look back at their performance during the global financial crisis

of 2008–2009, and we’d have to assume that, if they were around in 2001 and 2002, their

performance as the “tech bubble” burst would have been significantly negative. To say

these companies are completely resilient to recession is not a thesis that was proven in

2022. However, we’d note that their revenues are still growing, so it’s not the case

either that these companies immediately reverted to negative revenue growth and

collapsing fundamentals. If people view this as a megatrend, as we do at WisdomTree, the

coming months could be a much more interesting entry point than anything we have seen

recently, even if near-term performance could still be challenging.

The WisdomTree Cloud Computing Fund (Ticker WCLD) is designed to track the price and

yield performance, before fees and expenses, of the BVP Nasdaq Emerging Cloud Index,

which is another reason why Jason Lemkin’s blog post on December 18, 2022, caught our

eye.

 

 

As of January 6, 2022, WCLD held 0.87%, 0.88%, 0.99%, 1.10%, 0%, 1.15%, 0.78%, 1.51% and

0.97% in CrowdStrike, SentinelOne, Cloudflare, Zscaler, Darktrace, Twilio, Atlassian,

New Relic and Bill.com, respectively. Click here for a full list of Fund holdings.

Holdings are subject to change.

Important Risks Related to this Article

There are risks associated with investing, including the possible loss of principal. The

Fund invests in cloud computing companies, which are heavily dependent on the internet

and utilizing a distributed network of servers over the internet. Cloud computing

companies may have limited product lines, markets, financial resources or personnel and

are subject to the risks of changes in business cycles, world economic growth,

technological progress and government regulation. These companies typically face intense

competition and potentially rapid product obsolescence. Additionally, many cloud

computing companies store sensitive consumer information and could be the target of

cybersecurity attacks and other types of theft, which could have a negative impact on

these companies and the Fund. Securities of cloud computing companies tend to be more

volatile than securities of companies that rely less heavily on technology and,

specifically, on the internet. Cloud computing companies can typically engage in

significant amounts of spending on research and development, and rapid changes to the

field could have a material adverse effect on a company’s operating results.  The

composition of the Index is heavily dependent on quantitative and qualitative

information and data from one or more third parties, and the Index may not perform as

intended.  Please read the Fund’s prospectus for specific details regarding the Fund’s

risk profile.

THE INFORMATION SET FORTH IN THE BVP NASDAQ EMERGING CLOUD INDEX IS NOT INTENDED TO BE,

AND SHALL NOT BE REGARDED OR CONSTRUED AS, A RECOMMENDATION FOR A TRANSACTION OR

INVESTMENT OR FINANCIAL, TAX, INVESTMENT OR OTHER ADVICE OF ANY KIND BY BESSEMER VENTURE

PARTNERS. BESSEMER VENTURE PARTNERS DOES NOT PROVIDE INVESTMENT ADVICE TO WISDOMTREE OR

THE FUND, IS NOT AN INVESTMENT ADVISER TO THE FUND AND IS NOT RESPONSIBLE FOR THE

PERFORMANCE OF THE FUND.  THE FUND IS NOT ISSUED, SPONSORED, ENDORSED OR PROMOTED BY

BESSEMER VENTURE PARTNERS. BESSEMER VENTURE PARTNERS MAKES NO WARRANTY OR REPRESENTATION

REGARDING THE QUALITY, ACCURACY OR COMPLETENESS OF THE BVP NASDAQ EMERGING CLOUD INDEX,

INDEX VALUES OR ANY INDEX RELATED DATA INCLUDED HEREIN, PROVIDED HEREWITH OR DERIVED
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THEREFROM AND ASSUMES NO LIABILITY IN CONNECTION WITH ITS USE. BESSEMER VENTURE PARTNERS

AND/OR POOLED INVESTMENT VEHICLES WHICH IT MANAGES, AND INDIVIDUALS AND ENTITIES

AFFILIATED WITH SUCH VEHICLES, MAY PURCHASE, SELL OR HOLD SECURITIES OF ISSUERS THAT ARE

CONSTITUENTS OF THE BVP NASDAQ EMERGING CLOUD INDEX FROM TIME TO TIME AND AT ANY TIME,

INCLUDING IN ADVANCE OF OR FOLLOWING AN ISSUER BEING ADDED TO OR REMOVED FROM THE BVP

NASDAQ EMERGING CLOUD INDEX.

Nasdaq® and the BVP Nasdaq Emerging Cloud Index are registered trademarks and service

marks of Nasdaq, Inc. (which with its affiliates is referred to as the “Corporations”)

and are licensed for use by WisdomTree. The Fund has not been passed on by the

Corporations as to its legality or suitability. The Fund is not issued, endorsed, sold

or promoted by the Corporations. THE CORPORATIONS MAKE NO WARRANTIES AND BEAR NO

LIABILITY WITH RESPECT TO THE FUND.

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.

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

Software-as-a-Service (SaaS)   : Software applications provided over a network

connectio.

Cloud-based businesses  : companies that provide cloud software and services to their

customers.

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.

BVP Nasdaq Emerging Cloud Index      : designed to track the performance of emerging

public companies primarily involved in providing cloud software to their customers.

Revenue  : Income that a company receives from its normal business activities, usually

from the sale of goods and services to customers.

Median : The median is the value within a dataset at which 50% of all observations occur

above and 50% occur below.

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

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Capital : Wealth available for a particular purpose, such as starting a company.

Net income   : A company’s total earnings (or profit), which are calculated by taking

revenues and adjusting for the cost of doing business, depreciation, interest, taxes and

other expenses.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

Megatrends  : A major movement, pattern or trend emerging in the macroenvironment; an

emerging force likely to have a significant impact on the kinds of products consumers

will wish to buy in the foreseeable future.

Market Capitalization   : 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.

Cloud computing   : computing capabilities deployed via internet connection in form of

applications, platform services, or infrastructure.

The Global Financial Crisis     : Refers to the period of extreme stress in global

financial markets and banking systems between mid 2007 and early 2009.

Tech Bubble : Market collapse between 1999-2001 that was led by technology stock.
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