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Typically, small-cap companies have higher growth rates and potential, are more
cyclically sensitive and tend to Tead Tlarge caps 1in performance during economic
expansions. Although global economic growth 1is below trend, Tleading indicators are
pointing to a rebound in many of the major developed markets. This optimism is evident
in the performance of the small-cap equity markets year-to-date. Investors have a
tendency to get overly enthused about growth prospects, which means that they tend to
overpay for this potential growth. As a result of the increasing optimism and recent
performance, we believe that valuation risk is one of the single greatest risks to
current portfolio allocations in the small-cap space today. Price-to-Dividend Ratio
Apart from the price-to-earnings ratio, another way to measure if investors are paying
too high a price for the underlying fundamentals is the price-to-dividend ratio . In the
chart below we will Took at the 10-year price-to-dividend ratio of different regional
indexes. o When price growth equals dividend growth, there is no change in the price-to-
dividend ratio-as dividends didn’t become any more or Tless expensive relative to the
price. e« When dividends grow faster than the price-there are greater amounts of
dividends per unit of price-the price-to-dividend ratio drops, which reflects the

markets getting cheaper. Price-to-bDividend Ratios
Index Current Price-to- 10-Year Percentage
Dividend (P/D) Ratio (PID) Average Difference
Large Cap
MSCI Emerging Markets 39.75 44.26 -10.19%
S&P 500 48 80 5292 -7.78%
MSCI EAFE 38.29 39.40 -2.81%
Small Cap
MSCI Japan Small Cap 59.41 7189 -17.36%
MSCl EM Small Cap 4814 54.11 -11.04%
WMSCI ACWI ex-US Small Cap 47.52 51.79 -8.25%
MSCI EAFE Small Cap 47.61 49.50 -3.83%
Russell 2000 8043 8141 -1.20%
MSCI Europe Small Cap 49.79 49.34 0.91%

Sources: Bloomberg, MECI, WisdomTree (0830/03-0830M3). "Current price-to-drvidend ratio” s as of 0330013,
Past performance is nof indicative of future results. You cannat invest directly in an index. Subject to change.

e Global small caps
Show Similar Price-to-Dividend Ratios as the S&P 500 Index - Typically, one might
expect small caps to trade at higher premiums than Targe caps as a result of their
higher growth expectations. Of course, there are regional differences, but we find it
interesting that the MSCI EM Small Cap, MSCI EAFE Small Cap and MSCI Europe Small cCap
indexes are all showing similar price-to-dividend ratios as the S& 500 Index.  Highest
Price-to-Dividend Ratio: Note that the Russell 2000 Index has a price-to-dividend
ratio of over 80x, which is more than 60% higher than that of the S&P 500. A1l foreign
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small-cap indexes are significantly Tower than the Russell 2000. . Japan Small cCaps
Display Highest Discount to Historical Average - Looking at the differences in the
indexes’ current price-to-dividend ratio compared to their 10-year average, Japan
currently is selling at a discount of more than 17%. we feel this is important to note
because the Japanese government has taken aggressive action to end deflation by adopting
a bold monetary policy and has signaled it will follow up with fiscal and structural
reforms. we believe these actions should continue to provide tailwind for Japanese Tlarge
and especially small caps as the full effects are being felt by the Tlocal economy. o
Emerging Market Small Caps Appear Attractive - Most economists expect emerging
markets to grow faster than developed markets over the next decade, so we find it
interesting that, as a region, they are currently priced at a discount. Also, emerging
markets have displayed the highest regional dividend growth over the past 10 years, with
Targe-cap dividends growing over 12% and small caps at almost 15% on an average annual

basis.! I believe this has the potential to continue in the long term if emerging market
growth expectations materialize. Conclusion Without question, we feel investors should
benefit by including exposure to global small caps in a diversified portfolio over the
Tong term. After such strong recent short-term performance, we believe a focus on a
fundamental rebalancing process becomes necessary to potentially manage valuation risk.
while market capitalization-weighted indexes by their definition and investment process
allocate the greatest weights to the firms with the largest market caps and the stocks
that have appreciated the most, WisdomTree Indexes focus on fundamentals-either
dividends or earnings-to determine their constituent weights. Wwe believe this gives
wisdomTree Indexes the potential to sell stocks that have become more expensive relative
to their underlying fundamentals and buy stocks that have become Tess expensive relative
to their underlying fundamentals. The cheapest part of the global small-cap market, when
Tooking at current ratios versus their 10-year averages, appears to be 3Japan, followed
by the emerging markets. I see both of these as attractive areas if one wants to

diversify one’s U.S. small-cap allocations. lSources: wisdomTree, MsSCI (09/30/03-
09/30/13).

Important Risks Related to this Article

Investments in emerging, offshore or frontier markets are generally less liquid and less
efficient than investments in developed markets and are subject to additional risks,
such as risks of adverse governmental regulation and intervention or political
developments. Diversification does not eliminate the risk of experiencing investment
losses. Investments focused 1in Japan are increasing the 1impact of -events and
developments associated with the region, which can adversely affect performance.
Investments focusing on certain sectors and/or smaller companies 1increase their
vulnerability to any single economic or regulatory development. This may result 1in
greater share price volatility.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#deflation
https://wisdomtree.com/blog/glossary#monetary-easing-policies
https://wisdomtree.com/blog/glossary#market-capitalization-weighting
https://wisdomtree.com/blog/glossary#fundamentals
https://wisdomtree.com/etfs/all-indexes.aspx
https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2013/11/18/look-to-japan-emerging-markets-for-cheapest-valuations-among-global-small-caps

wWisdomTree BLOG ARTICLE

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

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 Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

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.

Price-to-dividend ratio : Refers to the index price divided by the trailing 12-month
dividends.

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.

MSCI EM Small Cap Index : Includes small cap representation across 21 Emerging Markets
countries. The small cap segment tends to capture more Tocal economic and sector
characteristics relative to larger Emerging Markets capitalization segments.

MSCI EAFE small cap Index : A free float-adjusted market capitalization equity index
that captures small-cap representation across developed market countries around the
world, excluding the U.S. and Canada.

MSCI Europe small cCap Index : A free float-adjusted market capitalization-weighted

index designed to measure the performance of developed equity markets 1in Europe,
specifically focusing on the small-cap segment of these equity markets.

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 dindex. It idincludes
approximately 2000 of the smallest securities based on a combination of their market cap
and current index membership.

Deflation : The opposite of inflation, characterized by falling price levels.

Monetary easing policies : Actions undertaken by a central bank with the ultimate
desired effect of lowering interest rates and stimulating the economy.

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.

Fundamentals : Attributes related to a company’s actual operations and production as
opposed to changes in share price.
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