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Six months before the COVID-19 pandemic began in earnest and right before work-from-
home-related stocks really took off, wisdomTree Taunched the WisdomTree Cloud Computing
Fund (WCLD), which is designed to track the returns, after fees, of the BVP Nasdaq Emerg
ing Cloud Index. WCLD served as my +introduction to the dynamics of growth-oriented
companies early in their Tife cycles.

Traditional valuation measures T1ike the price-to-earnings (P/E) ratio are not useful
because many of the firms do not have positive earnings. Does the lack of positive
earnings make them poor investments? What I learned was..not necessarily.

A key 1issue for early-stage companies 1is finding “product-market fit.” ChatGPT achieved
the milestone of 100 million users in roughly one month —that is product-market fit. The
product is what you build, the market is all of the possible users you can conceive, and
the “fit” comes when it is crystal clear that they want and are using what you built in
large numbers.

Unfortunately, for most companies, achieving 100 million users 1in about a month is
completely unrealistic-the journey is often much slower. But the concept of generating
scale, meaning a continually -dincreasing base of users to a significant size, is
important.

At the same time, there is the consideration of profitability.
Think of what it might take to scale:

e Lots and lots of marketing (product awareness)

e Robust software (effective engineers)

e A sales team for bigger deals (salespeople)

e Better and better products (research and development)

Employees, sales, marketing and R& can be big expenses. Is it incorrect to funnel
revenues away from the bottom line and toward these things? Amazon, famously, did not
show positive net income for many years. While we can view that as a unique, special
case, it does clearly show that earnings do not always tell the entire story.

Free cash flow 1is an accounting term that represents the money a business generates
after accounting for 1its operating and capital expenditures. Free cash flow margin,
therefore, tells us the percentage of revenues Tleft over after accounting for these
things.

e A higher free cash flow margin tells us that a greater percentage of revenues is
left after accounting for key expenses.
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e A negative free cash flow margin tells us that operating and capital expenditures
are actually greater than revenues.

Let’s look at the distribution of different levels of sales growth and free cash flow
margin for wWCLD. In figure 1:

e Roughly 85%-86% of the weight of WCLD 1is between 0% and 40% free cash flow margin.
Almost 4% is below zero, and nearly 9% 1is above 40%.

e Similarly, about 85% of the weight of WCLD is between 0% and 40% year-over-year
sales growth. Less than 3% of weight was 1in companies with negative sales growth,
and a 1little more than 2% was in companies with above 40% sales growth.

Figure 1: Free cCash Flow Margin and Year-over-Year Sales Growth Distribution
within wCLD
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Sources: WisdomiTree, FactSet, as of the most recent company fundamentals avallable as of 12/31/23. Fundamentals data s based on company financlal disclosures that
occur quarterly and are the mast current avallableas of year-and 2023. The walght of stocks within WCLD Is avallable dally, and that is current as of January 5, 204,
Holdings aresubject to change.

In January 2021, wisdomTree launched the wisdomTree Cybersecurity Fund (WCBR). As 1is the

case with the constituents of WCLD, WCBR's focus is on companies that provide software
solutions. These businesses, based on their fundamentals and how they are run, lend
themselves to this type of analysis.

Figure 2 shows:

e WCBR has roughly 86% of its weight in firms with 0%-40% free cash flow margins. No
companies were negative, and slightly more than 12% of the weight was in firms with
free cash flow margins above 40%.

e WCBR has roughly 85% of its weight in firms with 0%-40% sales growth. There was 6%
of weight exposed to firms above 40% sales growth (actually one firm, Sentinelone)
and 6.71% of weight in firms with sales growth showing as negative (Varonis and Al0
Networks) .

Figure 2: Free Cash Flow Margin and Year-over-Year Sales Growth Distribution
within WCBR
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WCBR: Fund Weight in Companies with Different WCBR: Fund Weight in Companies with Different
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Sources: WisdomiTree, FactSet, as of the most recent company fundamentals avallable as of 12/31/23. Fundamentals data s based on company financlal disclosures that
occur quarterty and are the most current avallableas of year-end 2023, The welght of stockswithin WCER 15 avallable dally, and thatls cumentasof January 5, 2024,
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In a recent piece, Bessemer Venture Partners sought to shift the focus from viewing
things through the Tens of “the Rule of 40,” which combines sales growth and free cash
flow margins into what they termed a “Rule of X.”

The Growth Stock Rules

A simplified take for tech investors: if you add the free cash flow margin figure to the
year-over-year revenue growth figure, and you get a number that is 40% or higher, this
is relatively good, and if you are below 40%, this is clearly “not as good.”

with the standard Rule of 40 approach, free cash flow margin and year-over-year sales
growth are treated equally. Consider a case where one company 1is not growing sales at
all but has a 40% free cash flow margin, and compare that to a company with a 40% year-
over-year sales growth but a 0% free cash flow margin.

The extremes are illustrative. In software companies, growth is always crucial-even in
some of the more mature areas of the market, we continually Took at revenue growth,
subscription growth and all kinds of growth figures.

with the Rule of X, BVP postulates one cannot equally consider growth versus
profitability—growth is more important. The question is, then, how much more important
is growth 1in a relative sense? Their work 1indicates growth 1is roughly twice as
important. That means:

o Instead of “free cash flow margin”+ “year-over-year revenue growth”=
e One can do “free cash flow margin”+ “2*year-over-year revenue growth”=

We see that we are multiplying revenue growth by two while keeping the free cash flow
margin the same.

one thing that we did in figures 3 and 4 1is showcase, for WCLD and WCBR, what the “top
10 companies” Tooked Tike, both on a Rule of 40 basis and a Rule of X basis. This allows
people to draw out the differences between the two and actually see the higher-free-
cash-flow-margin, Tower-growth companies that did not qualify in the top 10 based on a
Rule of X calculation.

For figure 3:

e Qualys, Clearwater Analytics, ZoomInfo and Paycom represented the high-free-cash-
flow-margin-but-lower-growth companies that qualified in the top 10 of wCLD by the
Rule of 40 versus the Rule of X. ZzZoomInfo was the outlier, with a free cash flow
margin above 48% but a revenue growth figure below 10%.
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e Shifting the Rule of X shined a Tight on BILL, Sentinelone, Snowflake and Toast.
consider Sentinelone-the free cash flow margin was only 1.20%, but the revenue
growth was 42%. This was the fastest revenue growth registered by any company in
WCLD.

Figure 3: WCLD: Top 10 Companies by Rule of 40 and Rule of X

Company Name Weight | FCF Margin L Ruleof40 | RuleofX
Growth

CrowdStrike Holdings, Inc. Class A 2.24% 36.29% 35.31% 71.60% 106.92%
Zscaler, Inc. 2.05% 30.80% 39.70% 70.50% 110.20%
ServiceNow, Inc. 1.66% 40.87% 24.96% 65.82% 90.78%
Cloudflare Inc Class A 1.72% 31.05% 32.20% £3.26% 95.46%
AppFolio Inc Class A 1.31% 29.60% 32.27% 61.87% 94.14%
Qualys, Inc. 1.66% 47.62% 13.11% 60.73% 73.84%
Clearwater Analytics Holdings, Inc. Class A 1.52% 33.78% 23.66% 57.43% 81.09%
Zoominfo Technologies Inc 1.30% 48.31% 9.11% 57.42% 66.53%
monday.com Ltd. 1.46% 18.37% 38.20% 56.57% 94.77%
Paycom Software, Inc. 0.93% 34.77% 21.59% 56.36% 77.95%
BILL Holdings, Inc. 0.90% 21.45% 32.65% 54.10% 86.75%
SentinelOne, Inc. Class A 2.18% 1.20% 42.35% 43.55% 85.90%
Snowflake, Inc. Class A 1.71% 18.56% 31.80% 50.36% 82.16%
Toast, Inc. ClassA 1.08% 7.17% 37.23% 44.40% 81.64%

Sources: WisdomTree, FactSet, as of fundamentals avallable for 12/31/23. Welght rafers to Fund walght within WCLD. FCF rafers to freecash flow. Yo refers to
year-gver-year. Bold font Is meant to draw focus to companles that only qualified In the top 10on elther the Rule of 40 or the Rule of X but did not qualify Inthe
top 10 on both metrics. Fundamentals data Is basad on company financial disclosures that occur quarterty and are the most current avallable asof year-end
2023. The walght of stocks within WCLD is avallable dally, and that Is current as of January 5, 2024. Holdings are subjact to change.

For current Fund holdings, click here.
In figure 4:

e WCBR had three companies, Akamai, Splunk and cCheck Point, that had higher free cash
flow margins but Tower revenue growth. These firms made the top 10 1in the
traditional sense of the Rule of 40.

e Shifting to the Rule of X, those firms were replaced with Sentinelone, CyberArk and
okta. As was the case in wWCLD in figure 3, Sentinelone is the number one firm on a
sales growth basis.

o If you look at the weight in Sentinelone, you see 6.11%. This was the number two
holding in the strategy. We can note that revenue growth is a component of the
selection and weighting process for the wisdomTree Team8 Cybersecurity Index, which
WCBR is tracking after fees. Companies with a strong focus on cybersecurity plus
high revenue growth can see their way to greater weight. Free cash flow margin is
not a component of this Index’s methodology.

Figure 4: WCBR: Top 10 cCompanies by Rule of 40 and Rule of X
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YoY Sales

Company Name Weight | FCF Margin Ruleof 40 | Ruleof 'X'
Growth

CrowdStrike Holdings, Inc. Class A 6.44% 36.29% 35.31% T1.60% 106.92%
Zscaler, Inc. 5.70% 30.80% 39.70% 70.50% 110.20%
Cloudflare Inc Class A 5.32% 31.05% 32.20% 63.26% 95.46%
Qualys, Inc. 4.22% 47.62% 13.11% 60.73% 73.84%
Datadog Inc Class A 5.19% 30.20% 25.43% 55.63% 81.06%
Palo Alto Metworks, Inc. 4.97% 33.74% 20.13% 53.87% 74.00%
Akamai Technologies, Inc. 3.93% 40.79% 9.48% 50.26% 59.74%
Splunk Inc. 3.30% 33.07% 14.80% 47.87% 62.67%
Fortinet, Inc. 3.98% 31.73% 16.10% 47.84% 63.94%
Check Point Software Technologies Ltd. 4.00% 40.98% 3.24% 44.22% 47.46%
SentinelOne, Inc. Class A 6.11% 1.20% 42.35% 43,55% 85.90%
CyberArk Software Ltd. 4.52% 14.36% 25.26% 39.62% 64.88%
Okta, Inc. Class A 4.13% 21.40% 21.40% 42.81% 64.21%

Sources: WisdomTree, FactSet, as of fundamentals avallable for 12/31/23. Welght refers to Fund welghtwithin WCER. FCF refiers to free cash flow. Yo refersto
year-overyear. Bold font Is meant to draw focus to companles that only qualified Inthe top 10 on eftherthe Rule of 40 or the Rule of X but did not qualify Inthe
top 10 on both metrcs. Fundamentals data s based on company financlal disclosures that occur quarterly and are the most current avallable as of year-end
2023. Thawelght of stocks within WCBR 1s avallabla dally, and that Is current as of January s, 2024. Holdings aresubjact to change.

For current Fund holdings, click here.

conclusion: Pure-Play Companies That Are Growing Represent Interesting Thematic
Equity Exposures

when investors put all the pieces together and consider thematic equities, the first
thing they tend to focus on 1is the degree of purity exposure to the theme. Many
appreciate a shorter 1ist of companies that are differentiated and do not have high
overlaps with the larger benchmarks, be it the S&P 500 Information Technology Index or
the Nasdaq 100 Index, to name just two. Showcasing companies that have become public
more recently is also something that people tend to appreciate.

SentinelOne is an interesting one—it almost fits our “extreme” narrative of 0% free cash
flow margin and 40ish percent revenue growth. It is our opinion that thematic investors
tend to appreciate this type of firm that has a high future potential rather than a
company with more near-term profitability but less growth.

Important Risks Related to this Article

For current Fund holdings, please click the respective ticker: WCLD, WCBR. Holdings are
subject to risk and change.

WCLD: There are risks associated with 1investing, including the possible Toss of
principal. The Fund invests in cloud computing companies, which are heavily dependent on
the 1internet and utilizing a distributed network of servers over the internet. Cloud
computing companies may have Tlimited product 1ines, 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 7less heavily on technology and,
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specifically, on the 1internet. Cloud computing companies can typically engage 1in
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 1Index 1is 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.

WCBR: There are risks associated with 1investing, 1including the possible loss of
principal. The Fund invests in cybersecurity companies, which generate a meaningful part
of their revenue from security protocols that prevent intrusion and attacks to systems,
networks, applications, computers and mobile devices. Cybersecurity companies are
particularly vulnerable to rapid changes in technology, rapid obsolescence of products
and services, the loss of patent, copyright and trademark protections, government
regulation and competition, both domestically and internationally. Cybersecurity company
stocks, especially those which are internet-related, have experienced extreme price and
volume fluctuations in the past that have often been unrelated to their operating
performance. These companies may also be smaller and Tess experienced companies, with
Timited product or service 1lines, markets or financial resources and fewer experienced
management or marketing personnel. The Fund invests in the securities included 1in, or
representative of, its Index regardless of their investment merit, and the Fund does not
attempt to outperform its Index or take defensive positions in declining markets. The
composition of +the 1Index 1is 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.

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.

Related Funds

+ WisdomTree Cloud Computing Fund
+ WisdomTree Cybersecurity Fund

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 1indicative 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 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 idinvestment 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

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.

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.

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.

Free Cash Flow : A measure of how much cash is Tleft in the company after taking into
account all the necessary expenses, including net capital expenditures.

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



	GROWTH OR PROFITABILITY – WHAT IS MORE IMPORTANT FOR SOFTWARE FIRMS?

