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When we speak with investors, the question of valuation is probably the most popular point that tends to come up. This
is particularly true when we are discussing technology-oriented topics.

People appreciate paradigms—in a world where it is uncomfortable that we actually do not know what will happen, if
we can relate what might happen to a prior paradigm, this gives us greater comfort. The period of roughly 1995 to 2000
is getting some attention today, in that people see technology-oriented stocks rallying (just like during this period in the
1990s) and it is natural that, after a rally, there is a correction or crash (just like the one that began in 2000).

However, it’s important to recognize the limitations of any paradigm. In this case, we don’t know the length of the
runway, and we have to recognize that the companies driving the bulk of U.S. market returns are in fact generating
revenues and earnings and growing both of these important fundamentals. We are not talking as much about speculative
growth stories that might generate earnings at some point in the future when considering such names as Microsoft,
Alphabet, Amazon.com, Meta Platforms, Nvidia, etc.

So far, we saw speculative growth companies leading in 2020 and 2021, with the monetary and fiscal stimulus of the
COVID period, and then getting crushed in 2022, along with much of the tech sector. In 2023, the largest, most
profitable companies exhibited the best recovery, and this trend has continued through most of the first quarter of 2024.

We believe that it will be difficult for valuations in 2024 to beat the levels seen in 2021—when interest rates are at or near
zero across the developed world AND money is being deposited from governments directly into people’s accounts, it
becomes clear that a risk-taking mentality is being encouraged. This year is a much different environment.  

How We Think about Software Company Valuation

We might go so far as to say that, with software companies, valuation by itself tells the investor almost nothing. First,
those waiting for multiples to look more like to those in other sectors could be waiting a very long time, recognizing that
the software business model simply commands higher valuation multiples than many other areas of the market. Second,
while high valuations could function as somewhat of a risk gauge, indicating the potential for sharp corrections, these
corrections are usually caused by other catalysts. It is unusual to say that software company share prices are dropping
solely due to high valuations.

We have drawn inspiration for the following analysis from Janelle Teng, Vice President in the San Francisco office of
Bessemer Venture Partners (BVP). WisdomTree has a business relationship with BVP for our cloud computing strategy,
and Janelle puts out a fantastic sub stack called “Next Big Teng.”

In our opinion, if an investor can get a sense of valuation, profitability and growth, the combination of these three
elements helps to zero in on a better sense of true opportunities. In this piece, we will look at two distinct groups of
software stocks:

BVP Nasdaq Emerging Cloud Index: This index is tracked by the WisdomTree Cloud Computing Fund (WCLD),
before fees and expenses. It is an equal-weighted basket of companies that derive more than 50% of their revenues
from business-oriented software delivered through the cloud model. BVP analyzes the underlying cloud companies
two times a year to drive the additions and deletions to the index.
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WisdomTree Team8 Cybersecurity Index : This Index is tracked by the WisdomTree Cybersecurity Fund (WCBR),
before fees and expenses. Team8 analyses the cybersecurity offerings of companies to find those that have a
particular focus on where the future of the space is heading. Companies with a more diverse array of cybersecurity
offerings and faster revenue growth will tend to see the biggest weights.

The Trend of Valuation vs. Profitability

Within software, it is typical to look at statistics with a focus on the next 12 months, usually seen with letters “NTM.”

A popular measure of valuation is the enterprise value/NTM sales multiple. The enterprise value (EV) combines the
value of debt and equity, minus cash. NTM sales represents the forward-looking expectation of sales in the coming
year, recognizing that equity markets do not tend to move based on the past but rather on the expectations of the
future.

A popular measure of profitability is the NTM free cash flow (FCF) margin. FCF represents a company’s cash from
operations minus any capital expenditures, and the margin is seeking to compare this figure to the software
company’s revenues. After the growth at all costs behaviors that were seen to peak in 2021, there has been more of
a focus on profitability, and this ratio helps to visualize this trend.

Figures 1a and 1b tell us the following:

Figure 1a showcases the valuation of the BVP Nasdaq Emerging Cloud Index relative to its profitability. The near-
term peak valuation of this index on an EV/NTM sales multiple basis was observed in early 2021 and nearly
touched a level of 14.0 times. Currently, we are between 4.50 and 4.60 times—a big difference. There can certainly
be corrections, but we are not close to 2021 valuations measured on this basis. During these peak valuations, NTM
FCF margins were at roughly 7.5%, but currently, this profitability gauge is close to 15%, a level about twice as
high.

Figure 1b showcases the valuation of the WisdomTree Team8 Cybersecurity Index relative to its profitability. The
near-term peak valuation of this Index on an EV/NTM sales multiple basis was observed in late 2021 and slightly
eclipsed a level of 10.0 times. The current valuation seems to have recently run up to about 8.0 times before falling
back to 6.50. During these peak valuations, NTM FCF margins were at roughly 6.0%, but this profitability gauge is
now above 19%, a level about three times as high.

Figure 1a: Valuation vs. Profitability for the BVP Nasdaq Emerging Cloud Index

Figure 1b: Valuation vs. Profitability for WisdomTree Team8 Cybersecurity Index
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Are Investors Paying Up for Faster Growth and/or Higher Profitability?

Software companies can exhibit very large variations in growth, profitability and valuation. If investors were strongly
rational, high growth and high profitability would command a premium valuation—this should be more highly valued
than slower growth and lower profitability.

However, it’s important to test and monitor this thesis. We now turn our attention to figures 2a and 2b:

How rationally are investors treating the stocks in the BVP Nasdaq Emerging Cloud Index? (figure 2a): We
do see that companies with greater than 30% expected revenue growth and greater than 30% profit margins did in
fact exhibit the highest valuation multiples. Similarly, those companies with lower than 10% profit margins and
lower than 10% expected revenue growth did have the lowest valuations. The difference is pretty stark—the most
desirable stocks had a multiple getting close to 20.0 times whereas the least desirable had a multiple below 3.0.
Any time one is looking at the valuations of cloud computing companies, don’t forget to try to normalize it based
on how fast those companies are growing their revenues!

How rationally are investors treating the stocks in the WisdomTree Team8 Cybersecurity Index? (figure
2b): We saw roughly the same relationship here as we did with the cloud computing software companies. Investors
appear willing to push valuations much higher for those companies with the highest profit margins and the
strongest revenue growth. Important to any group-based analysis like this, we must note that the WisdomTree
Team8 Cybersecurity Index has fewer than 30 stocks, so some of the groupings might only represent a stock or
two.

Figure 2a: Normalizing Valuation on Revenue Growth and Profitability for the BVP Nasdaq Emerging Cloud Index
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Figure 2b: Normalizing Valuation on Revenue Growth and Profitability for the WisdomTree Team8 Cybersecurity
Index

Conclusion: Risk, Yes, but Not Bubble Territory

Software equities can be volatile, particularly when one is focused on thematic areas and companies that might have
only entered the public markets more recently. However, we believe that the larger correction was what we all
experienced during much of 2022, after the 2021 highs. Those looking at interest rates and thinking they may be more
likely to fall than to rise from here could see another catalyst for software company valuations.

We do note, however, that if one is thinking about valuations versus expected growth and profitability, both the BVP
Nasdaq Emerging Cloud Index and the WisdomTree Team8 Cybersecurity Index have exhibited improving profit
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margins—an important signal to see in 2024.

Important Risks Related to this Article

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

There are risks associated with investing, including the possible loss of principal. Please read the Fund’s prospectus for
specific details regarding the Fund’s risk profile.

WCLD: The Fund invests in cloud computing companies, which are heavily dependent on the internet and utilizing a
distributed network of servers over the internet. Cloud computing companies may have limited product lines, 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 less heavily on technology and, specifically, on the internet. Cloud computing companies can typically engage
in 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 Index is heavily dependent on quantitative and
qualitative information and data from one or more third parties and the Index may not perform as intended.  

WCBR: 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 less experienced companies, with limited product or service
lines, markets or financial resources and fewer experienced management or marketing personnel. The Fund invests in the
securities included in, 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 Index is heavily
dependent on quantitative and qualitative information and data from one or more third parties, and the Index may not
perform as intended. 

You cannot invest directly in an index. 

THE INFORMATION SET FORTH IN THE BVP NASDAQ EMERGING CLOUD INDEX IS NOT INTENDED TO BE, AND
SHALL NOT BE REGARDED OR CONSTRUED AS, A RECOMMENDATION FOR A TRANSACTION OR INVESTMENT
OR FINANCIAL, TAX, INVESTMENT OR OTHER ADVICE OF ANY KIND BY BESSEMER VENTURE PARTNERS.
BESSEMER VENTURE PARTNERS DOES NOT PROVIDE INVESTMENT ADVICE TO WISDOMTREE OR THE FUND, IS
NOT AN INVESTMENT ADVISER TO THE FUND AND IS NOT RESPONSIBLE FOR THE PERFORMANCE OF THE
FUND. THE FUND IS NOT ISSUED, SPONSORED, ENDORSED OR PROMOTED BY BESSEMER VENTURE PARTNERS.
BESSEMER VENTURE PARTNERS MAKES NO WARRANTY OR REPRESENTATION REGARDING THE QUALITY,
ACCURACY OR COMPLETENESS OF THE BVP NASDAQ EMERGING CLOUD INDEX, INDEX VALUES OR ANY INDEX
RELATED DATA INCLUDED HEREIN, PROVIDED HEREWITH OR DERIVED THEREFROM AND ASSUMES NO
LIABILITY IN CONNECTION WITH ITS USE. BESSEMER VENTURE PARTNERS AND/OR POOLED INVESTMENT
VEHICLES WHICH IT MANAGES, AND INDIVIDUALS AND ENTITIES AFFILIATED WITH SUCH VEHICLES, MAY
PURCHASE, SELL OR HOLD SECURITIES OF ISSUERS THAT ARE CONSTITUENTS OF THE BVP NASDAQ EMERGING
CLOUD INDEX FROM TIME TO TIME AND AT ANY TIME, INCLUDING IN ADVANCE OF OR FOLLOWING AN ISSUER
BEING ADDED TO OR REMOVED FROM THE BVP NASDAQ EMERGING CLOUD INDEX.

Nasdaq® and the BVP Nasdaq Emerging Cloud Index are registered trademarks and service marks of Nasdaq, Inc.
(which with its affiliates is referred to as the “Corporations”) and are licensed for use by WisdomTree. The Fund has not
been passed on by the Corporations as to its legality or suitability. The Fund is not issued, endorsed, sold or promoted
by the Corporations. THE CORPORATIONS MAKE NO WARRANTIES AND BEAR NO LIABILITY WITH RESPECT TO
THE FUND.

For the top 10 holdings of WCLD please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/e
tfs/megatrends/wcld

For the top 10 holdings of WCBR please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/e
tfs/megatrends/wcbr
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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

+ Growth or Profitability – What Is More Important for Software Firms?

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)

 

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 levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.

Fundamentals  : Attributes related to a company’s actual operations and production as opposed to changes in share
price.

BVP Nasdaq Emerging Cloud Index  : designed to track the performance of emerging public companies primarily
involved in providing cloud software to their customers.

Enterprise Value-to-Sales (EV/Sales)   : A financial valuation measure that compares the enterprise value (EV) of a
company to its annual sales. The EV/sales multiple gives investors a quantifiable metric of how to value a company
based on its sales while taking account of both the company's equity and debt.

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

Capital expenditures  : Spending by a company typically made to enhance longer-term productive capacity.
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