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As investors grapple with the risk of a recession this year, we wanted to analyze how our Indexes performed in different
economic scenarios.

Equity markets are “forward-looking.” The risk of an impending recession is oft-discussed at the moment (early 2023),
and equities price this risk. By the time we receive an official confirmation of a recession, share prices could already be
starting to price in an economic recovery.

In this piece, we evaluate WisdomTree’s earnings strategies across the market cap size spectrum to showcase
outperformance (or underperformance) against benchmarks during specific parts of the given business cycle.

The most intriguing results are in the small-cap segment of the market, where a focus on profitability mattered whether
the business cycle was strongly positive or strongly negative. Let’s dig in.

Defining Stages of the Business Cycle

Just as equity markets are “forward-looking” in their focus, we look at an economic cycle indicator that is also forward-
looking. The National Bureau of Economic Research (NBER) takes time to define periods of economic expansion and con
traction—and they do so in hindsight; equity markets are not trading based on these characterizations.

Figure 1 looks at the behavior of the Organization of Economic Co-operation and Development (OECD) Composite
Leading Indicator from January 2007 to January 2023—the live history of WisdomTree’s earnings-weighted strategies.
This is a leading indicator, and it defines four distinct conditions:

Strongly Negative Signal: This would be defined by the color red and note periods where the forward-looking
economic data looks especially poor.

Negative Signal: This would be defined by the color orange and note periods where the forward-looking
economic data could be more mixed but tilts in aggregate more negative than positive.

Positive Signal: This would be defined by the color blue and note periods where forward-looking economic data
could be more mixed but tilts in aggregate more positive than negative.

Strongly Positive Signal: This would be defined by the color green and note periods where forward-looking
economic data could be viewed as strongly positive.

This framework helps characterize historical periods in terms of forward-looking economic data that equities respond to. 

Figure 1: The Organization for Economic Co-operation and Development (OECD) Composite Leading Indicator
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WisdomTree U.S. LargeCap Index vs. S&P 500 Index, as well as the Value and Growth Variants

Figure 2 compares the average outperformance of the specified Index against the S&P 500 Index benchmark over the
quarter following a given signal being observed. For instance, if a strongly positive signal is observed, we would then
look at the next three months of performance for the WisdomTree U.S. LargeCap Index against the S&P 500 Index.

A positive number tells us that, on average, the WisdomTree Index is outperforming.

Similarly, a negative number tells us that, on average, the WisdomTree Index is underperforming.

The WisdomTree U.S. LargeCap Index is designed to be 500 profitable large market-capitalization companies. Maybe
not every company in the S&P 500 Index is currently profitable, but it is the case that every company had to prove its
capability to be profitable prior to gaining initial inclusion.  

The low degree of difference between the S&P 500 Index and the WisdomTree U.S. LargeCap Index led to a low
difference in performance between these Indexes across the different types of environments defined by the leading
indicator. An earnings-weighted approach is going to have two sources of possible difference from a market-
capitalization benchmark:

1. Exclusion of unprofitable, more speculative companies.
2. Different weighting of companies included in both Indexes, as weighting by profits can look very different than

weighting by market capitalization.

It is harder for this type of approach to exhibit large differences versus the S&P 500 Index within a large market-
capitalization universe of 500 stocks.

Figure 2: Large-Cap Indexes vs. S&P 500 Index Benchmark over Different Parts of the Business Cycle
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WisdomTree U.S. MidCap Index vs. S&P MidCap 400 Index, as well as the Value and Growth Variants

Figure 3 shows the relative outperformance with a mid-cap universe of underlying benchmarks. The results, however,
look very different than what we saw in figure 2.

Once one dips below large caps in size, an earnings-weighted approach and a market capitalization-weighted
approach diverge more because, in mid-caps, there are more unprofitable, currently speculative companies.

Best Results during Expansions: We see, in the case of the WisdomTree U.S. MidCap Index, a rather largely
positive green bar. This is telling us that once the indicator is defining the period as “Strongly Positive,” the
average return of the WisdomTree U.S. MidCap Index versus the S&P MidCap 400 Index showed a difference of
0.94% in favor of the WisdomTree Index over the following quarter, or three months of time. The bulk of the
WisdomTree Index’s outperformance historically came during the “Strongly Positive” periods.

But Also Positive during Contractions: The red bar was also positive, and on average, the WisdomTree U.S.
MidCap Index outperformed the S&P MidCap 400 Index by 0.16% during three-month periods defined as
“Strongly Negative.”

A strategy that can outperform a benchmark during both strongly negative and strongly positive periods of the economic
cycle might be a coveted “all-weather” type of strategy, where one could then be less concerned about forward-looking
economic conditions as there could be confidence in the performance potential of the approach regardless of what
transpired.

Figure 3: Mid-Cap Indexes vs. S&P MidCap 400 Index Benchmark over Different Parts of the Business Cycle

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=35D75959CFF14FD9B9A38EB46DCF1AE2&_z=z
https://wisdomtree.com/~/link.aspx?_id=35D75959CFF14FD9B9A38EB46DCF1AE2&_z=z
https://wisdomtree.com/blog/glossary#sandp-midcap-400-index


WisdomTree U.S. SmallCap Index vs. Russell 2000 Index, as well as the Value and Growth Variants

In figure 4, we similarly evaluate small caps. These were the most interesting results of all.

The Russell 2000 Index is well-known as an extremely inclusive Index. Initial profitability is not a requirement for
constituent inclusion. The Russell 2000 Index typically has significant exposure, ranging from 20% to 30%, allocated
to companies that are unprofitable.

Additionally, market capitalizations can fluctuate quickly amidst small-cap stocks for many reasons. This leads to a
greater degree of difference when one is using earnings to weight stocks rather than market capitalization.

All-Weather Results: For the WisdomTree U.S. SmallCap Index, the red bar AND the green bar are in the range of
1.00%—the red a bit below, the green a bit above.

On average, the WisdomTree U.S. SmallCap Index outperformed the Russell 2000 Index over the three
months following BOTH a strongly positive and a strongly negative reading on the indicator. This is based
on roughly 16 years of live data and is a real Index track record, not a backtest or simulation.

Figure 4: Small-Cap Indexes vs. Russell 2000 Index Benchmark over Different Parts of the Business Cycle
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Bottom Line: Through the Lens of Economic Conditions, Small Caps Offer the Greatest Potential Differentiated
Performance against Benchmarks

Based on roughly 16 years of live performance, we see yet another example of the differentiation that can occur with a
thoughtful approach to small-cap stocks.

2022 was a reminder that “profitability was again important.” Investors shunned speculative stocks that were winning in
2020 and 2021. People who still have small-cap allocations should consider comparing their approach to the
WisdomTree U.S. SmallCap Index, as the evidence does suggest that over the last 16 years of returns, it was the “better
benchmark.”

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.

Related Blogs

+ Speculative Growth Companies Help Drive Exposures in Mid-Cap and Small-Cap Earnings Indexes

+ To Be Value or to Be Growth?—That Is the Question.

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)

 

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

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.

Recession  : two consecutive quarters of negative GDP growth, characterized generally by a slowing economy and
higher unemploymen.

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.

Business cycle  : The continuous lifecycle of the economy, which consists of periods of economic expansion, peaks,
contractions, and troughs befor.

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

Profitability metrics  : financial identities and ratios that assess how effectively a company is able generate revenue in
excess of its expenses.

National Bureau of Economic Research  : A private, nonpartisan organization that facilitates cutting-edge investigation
and analysis of major economic issues.

Expansion  : The phase of the business cycle where real gross domestic product (GDP) grows for two or more
consecutive quarters, moving from a trough to a peak.

Contraction  : A period when economic output declines.

Organization for Economic Cooperation and Developmnt (OECD)  : the organization for economic co-operation and
development aims to promote policies that will improve the economic and social well-being of people around the
world.

Earnings-weighted  : Earnings for all constituents in an index are added together, and individual constituents are
subsequently weighted by their proportional contribution to that total.

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.

Value  : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.

Growth  : Characterized by higher price levels relative to fundamentals, such as dividends or earnings. Price levels are
higher because investors are willing to pay more due to their expectations of future improvements in these fundamentals.

Speculative stocks  : Higher-risk, more aggressive stock with uncertain prospects

S&P MidCap 400 Index  : provides investors with a benchmark for mid-sized companies. The index covers over 7% of the
U.S. equity market, and seeks to remain an accurate measure of mid-sized companies, reflecting the risk and return
characteristics of the broader mid-cap universe on an on-going basis.

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.
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