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U.S. equity markets1 performed strongly through much of 20132. And one of the most

impressive pockets of performance occurred in the small-cap size segment, with the

Russell 2000 Index up more than 36% compared to the S&P 500 Index, which was up slightly

less than 30%. WisdomTree’s SmallCap Earnings Index (WTSEI) was up even more over this

same period, with a return of more than 40%3. Decision Time  Due to the futility of

trying to time market tops and bottoms for individual stocks on a consistent basis, we

believe that there are benefits to undertaking disciplined practices that take some

weight away from particularly well-performing positions and reallocating toward areas

that may not have kept up. WTSEI as a Case Study   Mapping the Performance Picture

While the whole Index was up about 50%4 between annual rebalance screenings, we know that

this is an average and not every stock was up by this amount. If we think broadly in

terms of sector performance5: • Four Sectors Greater Than 50%: Consumer Discretionary

(57.5%), Industrials (55.1%), Information Technology (52.8%) and Telecommunication

Services (51.4%). • Two Sectors Less Than 30%: Energy (26.4%) & Utilities (19.3%). We

believe that performance dispersion such as this leads to potential opportunities for a

relative value rebalance to go to work.   How Chips Were Taken Off the Table Shifting

to a constituent level, it’s important to remember that WTSEI is unique within the U.S.

small-cap equity space in that it weights constituent firms by earnings. • Greater

Earnings = Road to Greater Weight:      The typical firm receiving increased weight in

WTSEI will have grown or at least maintained its earnings but have had lackluster price

performance. Conversely, the typical firm receiving lower weight will have had stronger

price performance but earnings growth that did not keep pace. • Losses Lead to 

Deletion: Every constituent of WTSEI must prove its cumulative profitability over the

four quarters prior to the November 30 screening. Lack of profits leads to lack of

representation.   The Chips Coming Off the Small-Cap Table       

 • Over 40% of 

Weight Returned Over 60%:    It was a great year in U.S. small caps, and WTSEI’s
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constituents were no exception. The overall Index returned nearly 50% between annual

screening dates. Prior to the November 30, 2013, screening, more than 40% of its weight

was in constituents that had returned better than 60%. • Subtracting from Winners and

Adding to Losers: Regardless of how strong a year it must be to have “losers” defined

as those returning less than 40%, we clearly see that weight is taken from those firms

with returns greater than 60% over the prior year and redistributed to firms with

returns below 40%. • Accounting for the “Drop-Down” Effect:     Some might correctly

point out the possibility for underperforming firms in the WisdomTree MidCap Earnings

Index (WTMEI) to decrease in their market capitalizations such that they can become

constituents of WTSEI. Approximately 11% of the weight of the new constituents of WTSEI

were part of WTMEI prior to the November 30, 2013, rebalance. While WTMEI returned over

40% in aggregate, the average performance for these particular firms was below 5%,

meaning that they were in fact some of WTMEI’s lower performers. Effectively Taking

the “Decision” Off the Table WTSEI’s relative value rebalance, the mechanics of which

are seen above, is helpful in that it attacks the market in a disciplined way each and

every year. This is especially important after the phenomenal performance of U.S. small

caps this year, in that we believe investors might tend to want to hold on to the

stronger performers. In sticking to the investment mantra “buy low, sell high,” a

relative value rebalance may aid in accomplishing this notably difficult action—a key

feature of how we think investors can become smarter with their beta exposures.   1Refers

to the Russell 3000 Index, S&P 500 Index, S&P MidCap 400 Index and Russell 2000 Index.

2Refers to the 12/31/2012 to 11/30/2013 period. 3Source: Bloomberg. 4Refers to the

11/30/2012 to 11/30/2013 period, specifically from the 2012 rebalance screen to the 2013

rebalance screen. 5Each of the following return figures is sourced from Bloomberg for the

11/30/2012 to 11/30/2013 period.

Important Risks Related to this Article

Investments focusing 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.

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)
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DEFINITIONS

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.

WisdomTree SmallCap Earnings Index (WTSEI)      : measures the performance of earnings-

generating companies within the small-capitalization segment of the U.S. Stock Market.

The index is comprised of the companies in the bottom 25% of the market capitalization

of the WisdomTree Earnings Index after the 500 largest companies have been removed.

Rebalance  : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based

selection and weighting process on an annual basis.

Relative value : The relationship between a particular attribute, e.g., a dividend, and

the firm’s share price compared to that of another firm.

WisdomTree MidCap Earnings Index     : Fundamentally-weighted index that measures the

performance of the top 75% of the market capitalization of the WisdomTree Earnings Index

after the 500 largest companies have been removed.

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.

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.
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