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Corporate tax reform was a focal point of Donald Trump’s campaign—and Trump says lowering corporate taxes will be
a priority in his first 100 days as president. Equity markets, of course, like cutting taxes—it naturally means more after-tax
earnings that can be reinvested or distributed to shareholders. 
In the first three weeks following the election, we can describe the returns simply: Small caps outperformed mid-caps,
which beat large caps. The spread from large caps to mid-caps to small caps was 3% versus 7.5% versus 11.9% based on

the S&P family of indexes, showing small caps won by almost 9 percentage points post-election in November.1 
Lower Tax Rates = Big Gains in Small Caps
A number of factors currently support small caps over large caps. Part of Trump’s “Make America Great Again”
campaign focused on the U.S. economy, and small caps are more leveraged to U.S. economic growth than large caps,
which typically have a broader global footprint. 
But there is also a tax cut argument related to favoring small caps over large caps. 
Small caps—being taxed more predominantly in the U.S. at higher rates than large caps with global earnings—should
see a relatively higher increase in earnings from a reduction in U.S. corporate taxes.
We did some modeling across a variety of indexes and sectors to see who could stand to benefit from this potential
corporate tax cut. To assess the impact of the U.S. corporate tax rate on a basket of stocks, we must determine two
things: each company’s effective tax rate and the percentage of taxes paid to the U.S.
Because the effective tax rate—defined as income tax expense divided by operating income—is fairly noisy, we compute
an effective tax rate from the three most recent annual statements. As we are dealing with indexes, we compute the
effective tax rate as the sum of income tax expense divided by the sum of operating earnings. In doing so, we create a
baseline for the current tax environment.
To determine the percentage of taxes paid in the U.S. for an index, we compare the sum of domestic income taxes paid
to the sum of total taxes paid. For consistency, we consider the three most recent annual statements. 
Once we have determined the aggregate effective tax rate and the percentage of taxes paid in the U.S., we can
approximate a new effective tax rate under different corporate tax rates. We approximate the new effective tax rate to be
the old effective rate minus the percentage of taxes paid in the U.S. times the change in the U.S. corporate tax rate.
A simple model shows this: The more earnings that come from the U.S., the greater the earnings growth would be from a
tax cut, as by and large the companies with revenue across the world already have lower effective tax rates. 
Looking across large, mid- and small caps, it is clear that as one goes down the size spectrum, there is more revenue that
comes from the U.S. 
•    We show approximately two-thirds revenue for large caps from the U.S., whereas U.S. small caps had almost 80%
revenue from the U.S.
•    Large caps historically had lower tax rates than small caps:

o   The effective tax rate for the S&P 500—based on the last three years of data to smooth out some noise in

profitability—was approximately 27.7%, whereas the effective tax rate for small caps was almost 32%.2  
o    We did simulations for what the new effective tax rate would be under both a 25% U.S. corporate tax rate as
well as a 15% corporate tax rate that Trump has suggested wanting to implement. 
o    For large caps, we estimated approximately 9.1% earnings growth that comes from reducing tax rates to 25%

and double that earnings growth (18.2%) with a lowering of corporate tax rates to 15%.3

o    For small caps, we estimated small-cap earnings growth of 11.6% with a reduction in tax rates to 25% and

again double that rate to 23.1% with a reduction in corporate taxes to 15%.4

o    We expected to find small caps benefiting from the lowering in corporate tax rates more than large caps, but
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the actual difference—at least for market cap-weighted broad-based benchmarks—was not that substantial and
would not necessarily explain the relative performance of small caps over large caps in November.

Summarizing this tax cut impact analysis more broadly: If Trump is able to lower corporate tax rates, especially to 15%,
the valuations of the market would improve meaningfully.

Looking across sectors—and sectors within large-, mid- and small-cap stocks—those with some of the best growth in
earnings are small-cap utilities and consumer discretionary stocks. Those are sectors that had the highest effective tax
rates (being most local to the U.S. economy), so a lowering of tax rates helps them the most. Financials also had a large
improvement, and small-cap financials the most among size segments. 
By contrast, technology stocks tend to have the most global revenue and thus consistently had the lowest net benefit. 

1Source: Bloomberg, 11/8/16–11/30/16.

2Sources: WisdomTree, FactSet, Standard & Poor’s, as of 11/30/16.

3Sources: WisdomTree, FactSet, Standard & Poor’s, as of 11/30/16.

4Sources: WisdomTree, FactSet, Standard & Poor’s, as of 11/30/16.

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.

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

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

Mid-Cap  : Characterized by exposure to the next 20% of market capitalization (after the top 70% have been removed)
within the Value, Blend or Growth style zones with the majority of the fund’s weight.

Large-Capitalization (Large-Cap)  : A term used by the investment community to refer to companies with a market
capitalization value of more than $10 billion. Large cap is an abbreviation of the term “large market capitalization”.
Market capitalization is calculated by multiplying the number of a company’s shares outstanding by its stock price per
share.

Spread  : Typically refers to a difference between a measure of yield for one asset class and a measure of yield for either a
different subset of that asset class or a different asset class entirely.

Leverage  : Total assets divided by equity. Higher numbers indicate greater borrowing to finance asset purchases;
leverage can tend to make positive performance more positive and negative performance more negative.

Effective tax rate  : The average tax rate at which a corporation’s pre-tax profits are taxed, taking into account all forms
of taxation paid by the company.

Operating income  : Profit after operating expenses and depreciation.

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.

Market capitalization-weighting  : 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.
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