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Almost every day, our society is barraged by information about at least one of the FANG
(Facebook, Amazon, Netflix and Google) firms. Each one has the ability to influence the
daily 1lives of millions—-and possibly billions—of people. Not to mention, their equity
performance was strong in a year when the S&P 500 Index reached record highs.

Potential Flaw of Market Capitalization-wWeighted Indexes

It’s no secret that trillions of dollars are benchmarked to the S&P 500 Index—the most
widely followed equity index in the world. In that Index, share price x number of shares
outstanding = index weight. One of the reasons we’re hearing about the FANG stocks is
their superior share price performance, and we can quantify how this has connected to
increases in index weight.

Strong Performance => Increased S&P 500 Index Wweight
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Sources: WisdomTree, Bloomberg, with date range of 12/19/16 to 11/30/17 chosen to reflect the WisdomTree U.S. Eamings 500 Index reconstitution {12/19/16) and
the 2017 index screening date (11/30/17). You cannot invest directly in an index.

Now, so Tong as these stocks continue their trends of outperformance, we can’t say this
is a “bad” outcome. In fact, as momentum continued to drive the S&P 500 Index higher 1in
2017, holding greater and greater weights 1in these stocks has been positive. But many
investors don’t believe the S&P 500 Index will simply continue up and up and up-they
want to be ready for the correction they think is coming.

How WisdomTree’s Earnings Approach Differs from Market Capitalization weighting

The FANG stocks-with their wide recognition—give us an opportunity to contrast what has
happened using a market capitalization-weighted approach with what happens during an
earnings-weighted rebalance. These stocks have been constituents in the WisdomTree U.S.
Earnings 500 Index, which is where we now turn our focus.
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Broadly speaking, the wisdomTree U.S. Earnings 500 Index methodology seeks to delink the
Tevel of the share price (and subsequently the size of the firm’s market capitalization)
from the outcome of the index weighting decision. It does this by weighting each stock
based on its core earnings. Over the course of a given year:

e Firms whose share prices appreciate and outperform the overall WwisdomTree U.S.
Earnings 500 Index will tend to grow in weight through that year until the annual
rebalance, the data for which is screened each year on the Tlast trading day of
November. If the share prices of these firms have outperformed the growth of their
core earnings, they will see their weights DECREASED.

e Firms whose share prices drop or underperform the overall wisdomTree U.S. Earnings
500 Index will tend to decline 1in weight through that year until the annual
rebalance. If the share prices of these firms have underperformed the growth of
their core earnings, they will see their weights INCREASED.

one could Took at this as an inherent discipline that is driving the Index to “buy Tow
and sell high.” From a factor perspective, there could be an inherent “anti-momentum”
sensitivity being intuitively introduced, cutting the weight of top-performing companies
unless they’ve grown their core earnings even more than their share prices have
appreciated.

what Happened to the FANG Stocks in the wisdomTree U.S. Earnings 500 Index at
the 2017 Rebalance?

‘Weight of FANG Stocks in WisdomTree U.S. Earnings 500

Nexus of Performance & Changes in Core Earnings for
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e Tech Companies: Looking at the weights, we see that Facebook’s weight increased by
approximately 50%, and it is becoming a very influential firm in the wisdomTree U.S.
Earnings 500 Index with an exposure nearing 1.50%. Even though Google’s weight
dropped, at 2.05% it remains the most influential company of the four because of 1its
massive relative weight. while it might seem as though Information Technology should
have seen 1its weight drop as part of this methodology, given that it was the top-
performing sector, we find it interesting to point out that the weighted average
growth 1in core earnings for the sector saw almost exactly the same performance as
the WisdomTree U.S. Earnings 500 Index (about 35%). While Facebook’s weight grew and
Google’s shrank, the aggregate sector weight of Tech firms stayed about the same.
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e Discretionary cCompanies: Netflix saw 1its weight double, but it was only from
0.02% to 0.04%, so from a core earnings perspective it is relatively insignificant
against these others. Amazon, the company that may at some point have a trillion-
do1Tar market capitalization, saw its relative weight drop significantly on a core
earnings basis, as its massive investment programs and spending are not helpful 1in
increasing current core earnings. The Consumer Discretionary sector, unlike the Tech
sector, saw a decline in weight of nearly 1.0%.

what’s the “Right” Exposure to the FANG Stocks?

while we aren’t aware of an index methodology that can tell us the “right” exposure to
any stock today, we can say that the wisdomTree U.S. Earnings 500 Index has around half
the exposure to these firms, at approximately 3.8%, as the S&P 500 1Index, at
approximately 7.0%. we’d simply caution people at this stage that, although these firms
may continue to grind higher, owning more of what’s performed strongly is a strategy
that hasn’t worked at all times 1in history, and it has never ceased to surprise people
with the way in which it stops working.

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.
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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 its 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

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.

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.

Momentum : Characterized by assets with recent price increase trends over time. This

term 1is also associated with the Momentum Factor which associates these stock
characteristics with excess return vs the market over time.

Correction : A drop of 10% or greater in an Index or stock from a recent high.

Core Earnings : Income generated by the company’s daily operations rather than one-time

events or market fluctuations.
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