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Last year, we touched on a Federal Reserve (Fed) financial stability report that
highlighted elevated corporate leverage as a vulnerability to the financial systenm.
Following that report, the Fed hiked rates in December and signaled further rate hikes
for 2019.

You can be excused for shrugging this off. If the economy were in trouble, why would the
Fed be raising rates?

But with the Fed officially putting further rate hikes on hold for 2019 and publicly
acknowledging some softness in the global economy, 7t may be time asset allocators
listen more closely to such misgivings.

Take, for 1instance, a statement on March 20 by Fed chairman 3Jerome Powell at a
conference on financial markets in Fernandina Beach, Florida: “Business debt has clearly

reached a level that should give businesses and investors reason to pause and reflect.”!

This statement does not reveal some new finding by Chairman Powell and the Fed. They
have been expressing this sentiment for some time now.

But perhaps the judgment may carry more weight now than it did just six or seven months
ago.

Greater Leverage, Greater Down Capture

Ssmall caps are one of the market segments we have been highlighting as the most at
threat to potentially dincreasing debt loads. To be clear, increasing debt is a normal
business-cycle process that takes place as borrowers and lenders get more confident in
their ability to repay and get repaid on loans. And corporate treasurers may have been
capitalizing on this era of low interest rates to readjust capital structures.

we also know that typically companies that have the highest debt burdens are more
acutely exposed to a deceleration 1in the economy. To measure this, we dissected the
interest-paying Russell 2000 1Index constituents by their -dinterest coverage ratios
(earnings before interest and taxes over interest expense).

Between August 31 and the bottom of Tast year’s sell-off on December 24-a period when
the Russell 2000 Index was down over 20%the most indebted quintile of companies based
on interest coverage ratios plus companies with negative coverage ratios were down
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27.81% and 31.78%, respectively.

That performance compares to those companies in the top quintile of coverage ratios that
returned -23.24%.

Russell 2000 performance by Interest Coverage Ratio Categories

Cumulative Returns During 2018 bDrawdown (8/31/18-12/24/18)
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Sources: WisdomTree, FactSet. Past performance is not indicative of future returns. You cannot invest directly in an index.

It appears that during the sell-off-when global macro conditions were signaling a
slowdown—investors responded by more aggressively dumping the shares of companies with
the greatest debt burdens relative to their higher-quality peers.

what could this performance mean for investors going forward?

while the Russell 2000 Index has about 13% of 1its weight in companies with negative
interest coverage ratios (sometimes referred to as “zombie companies”), we also think
small caps broadly can profit from a still-growing domestic economy with reduced
exposure to the headline risks of a trade war (think cChina targeting mega-caps like

App1e2).

In sum, for dnvestors T1looking for a way to reduce volatility within small-cap
allocations, we think now is the time to move up the quality spectrum.

Higher-leverage peers are 1likely to offer better returns during a strong market climb,
Tike the rebound to start this year, but we think the present Tater stage of the cycle
favors a tilt away from such companies.

wisdomTree Small-Cap Exposures
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wisdomTree offers three domestic small-cap Funds: the WisdomTree U.S. SmallCap Quality D

ividend Growth Fund (DGRS), the WisdomTree U.S. SmallCap Dividend Fund (DES) and the Wwis
domTree U.S. SmallCap Fund (EES

Each Fund offers higher interest coverage ratios than the Russell 2000 Index, mainly by
reducing exposure to negative earners through a fundamental screening process, and each
provided relative downside protection during last year’s sell-off.

Cumulative Returns During 2018 bDrawdown (8/31/18-12/24/18)
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Sources: WisdomTree, FactSet. Past performance is not indicative of future results.

Performance is historical and does not guarantee future results. Current performance may be lower or higher than
quoted. Investment retums and principal value of an investment will fluctuate so that an investor's shares, when
redeemed, may be worth more or less than their original cost. Performance data for the most recent month-end is
available at wisdomtree.com.

WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the Fund. Total
retumns are calculated using the daily 4:00 p.m. EST net asset value (NAV). Market price returns reflect the midpoint of the
bid/ask spread as of the close of trading on the exchange where Fund shares are listed. Market price returns do not represent
the retums you would receive if you traded shares at other times.

You cannot invest directly in an index. Index performance does not represent actual fund or portfolio performance. A fund or
portfolio may differ significantly from the securities included in the index. Index performance assumes reinvestment of dividends
but does not reflect any management fees, transaction costs or other expenses that would be incurred by a portfolio or fund, or
brokerage commissions on transactions in fund shares. Such fees, expenses and commissions could reduce returmns.

For standardized performance of DES, DGRS and EES, please click the respective ticker.

Iandrew Ackerman and Nick Timiraos, “Fed Chairman Powell warns of Economic Risks from
Rising Business Debt,” The wall Street Journal, 5/20/19.

2ps of 5/31/19, DES, DGRS and EES hold 0% of APPL

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Funds
focusing their investments on certain sectors and/or smaller companies increase their
vulnerability to any single economic or regulatory development. This may result 1in
greater share price volatility. Please read each Fund’s prospectus for specific details
regarding the Fund’s risk profile.

For the top 10 holdings of DES please visit the Fund's fund detail page at https://www.w
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isdomtree.com/investments/etfs/equity/des

For the top 10 holdings of DGS please visit the Fund's fund detail page at https://www.w
isdomtree.com/investments/etfs/equity/dgs

For the top 10 holdings of EES please visit the Fund's fund detail page at https://www.w
isdomtree.com/investments/etfs/equity/ees

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 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 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

Federal Reserve : The Federal Reserve System 1is the central banking system of the
United States.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; Tleverage can tend to make positive performance more positive
and negative performance more negative.

small caps : new or relatively young companies that typically have a market
capitalization between $200 million to $2 billion.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

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 -dincludes
approximately 2000 of the smallest securities based on a combination of their market cap
and current index membership.

Tevel.&nbsp.
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