
CENTRAL BANK POLICY HAS
CATALYZED A VALUATION
OPPORTUNITY IN THE SOFTWARE
SPACE
Christopher Gannatti — Global Head of Research

08/15/2022

In 2020 and 2021, investors put record amounts of investments into thematic funds—another way to describe strategies
fairly far out on the growth end of the spectrum. While there is no way in which every thematic fund is the same, two
common aspects were noticeable:

1.Strategies focused on software were able to showcase very strong revenue growth metrics, often by providing
solutions that were more broadly used during the COVID-19 lockdown periods. Investors were attracted to these
growth metrics—and in many cases, the assets piled in.

2. As performance accelerated, so did valuations, at least as measured by enterprise value to trailing 12-month sale
s (EV-Sales). This tells us that even though sales were growing, investors were pushing up valuations because of
their excitement about future potential. Obviously, the environment in 2022 has changed.

The result—well, we see it in figure 1:

The WisdomTree Team8 Cybersecurity Index (WisdomTree Cybersecurity) and BVP Nasdaq Emerging Cloud Index
are distinct indexes aimed at capturing companies in two megatrends, both heavily focused on software. 

Looking at the EV-Sales metric, we can see the BVP Nasdaq Emerging Cloud Index has been through three phases.
From October 2018 to April 2020, valuation moved around but stayed below 10 times. Then, from April 2020, the
valuation ratio expanded toward a level of 12 to 14 times, more or less, until November 2021. Then, the ratio fell
off and seems to have stabilized at roughly 4 to 5 times, as of July 2022. It’s clear to see how these dates
correspond to different stages of the COVID-19 pandemic and then the announcements of shifts in central bank
policies. 

WisdomTree Cybersecurity, during its shorter live history, has behaved with high correlation to the BVP Nasdaq
Emerging Cloud Index. It is notable that ‘cloud security’ is an important part of cybersecurity today, and there is
overlap between these indexes. Today, one can consider if the fact that cybersecurity is essential to the strategy of
any company translates to a higher valuation multiple than what we’d see for the general cloud computing
company. 

Figure 1: Historical Evolution of the Enterprise Value to Trailing 12-Month Sales Ratio for Specified Indexes
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Conclusion—A Signal to Invest?

We wish the matter was as simple as, valuation is down a certain percentage, therefore, it has bottomed and it is a great
time to enter. Unfortunately, the indexes shown in figure 1 could drop further from here. We can note the revenue growth
of some select cloud computing companies, recognizing that the BVP Nasdaq Emerging Cloud Index saw the larger
overall drop in the EV-Sales ratio. 

Squarespace, Tenable, ServiceNow, Appfolio, 2U, Shopify and Zendesk reported quarterly results during the week

of July 25, 2022, on the early end of the quarterly earnings reporting cycle.1 

If we think in terms of ranges, SquareSpace and 2U saw revenue growth in the 0%–10% range, Shopify was between
10% and 20%, Zendesk, ServiceNow and Tenable were in the 20%–30% range and then Appfolio was the leader at

32% year-over-year revenue growth.2  

We are tending to see cloud computing companies guiding in the range of either stable or slightly lower growth for

2022.3 As yet, we have not seen revenue growth ‘disasters,’ but that doesn’t mean it couldn’t happen as companies
continue to report. 

Tobias Lutke, CEO of Shopify, wrote a letter posted to Shopify’s public site concerning their strategic decision to let go
about 10% of the company’s workforce.  Included was the chart that we show as figure 2, which we think is illustrative of
what we are seeing in a lot of the software space.

Shopify is focused on e-commerce, so the e-commerce adoption rate is critical to their business.

E-commerce is still on a significant growth trend, but it’s clear the slope is moderating back to the longer-term
trend after a very large spike. Many software companies might have been priced as though the ‘COVID spike’ in
growth was going to continue, and what we are seeing in 2022 is the need to moderate to a still growing but more
sustainable growth figure. In Shopify’s case, the big news in the week of July 25, 2022, was the need to lay off 10%
of staff in order to deal with this e-commerce moderation. 

Figure 2: U.S. e-commerce adoption growth rate
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We think that growth equals opportunity but recognize that it will be critical to see central banks transitioning from
aggressive tightening to slowing or pausing their tightening. A massive rally in software company share prices would be
difficult to see in the face of continued 75 basis point hikes. One way to manage this risk could be a longer investment
horizon, where the risks associated with any singular macroeconomic environment may be lessened. 

Those interested in cloud computing or cybersecurity can click to find out more about WisdomTree’s unique options
within the thematic equity space. 

 

 

1 Source: Bloomberg for the aggregation of quarterly earnings reporting dates. 
2 Sources: Respective Company investor relations website for each specified company where they post a press release
and presentation reporting the most recent results. 
3 Sources: Company investor relations websites, recognizing that not all companies provide guidance or provide it based
on the same exact metrics or time periods. 
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Christopher Gannatti is an employee of WisdomTree UK Limited, a European subsidiary of WisdomTree Asset
Management Inc.’s parent company, WisdomTree Investments, Inc.

As of August 9, 2022, WCLD held 1.33%, 1.50%, 1.47%, 1.49%, 1.48%, 0.97% and 1.05% of its weight in
Squarespace, Tenable, ServiceNow, Appfolio, 2U, Shopify and Zendesk, respectively.  

As of August 9, 2022, WCBR held 0%, 3.20%, 0%, 0%, 0%, 0% and 0% of its weight in Squarespace, Tenable,
ServiceNow, Appfolio, 2U, Shopify and Zendesk, respectively.  

 

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
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performance report to accompany this blog.

Related Funds

+ WisdomTree Cybersecurity Fund

+ WisdomTree Cloud Computing Fund

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

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.

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.

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.

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

Central bank  : Refers to the the monetary authority of any country.

Correlation  : Statistical measure of how two sets of returns move in relation to each other. Correlation coefficients range
from -1 to 1. A correlation of 1 means the two subjects of analysis move in lockstep with each other. A correlation of -1
means the two subjects of analysis have moved in exactly the opposite direction.

Share price  : Measured as the cumulative change in share price for the 12 months leading up to the Index screening
date. Higher values indicate greater growth orientation.

Basis point  : 1/100th of 1 percent.

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.
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