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The COVID-19 pandemic period highlighted the contrast between speculative companies—in many cases, earlier in their
life cycles—and more established, longstanding companies. 

To us, a quintessential quality of a “speculative” stock is that it has no profits, and the path to profitability could be years
away. That doesn’t imply a negative view—people are likely familiar with the history of Amazon.com’s profitability (or
lack thereof) for many years. Rather, one must set expectations differently when dealing with stocks that are not yet
profitable. 

In 2020, speculative stocks with potential profitability years and years into the future performed remarkably well. We
believe this was driven by:

Extremely low cost of capital—If resources are easier to get, and money sitting in cash is earning basically nothing,
this encourages investors to take more risks and companies to spend more money. Some of that spending might
be good…and some of it might not.

Extremely high liquidity—many people received direct deposits from the government into their bank accounts.
Since they could not go out and spend it due to pandemic lockdowns, many of them used applications like
Robinhood to invest in different kinds of assets. It felt like there was almost a “lottery-like” methodology being
applied to markets and asset class behavior. 

Small-cap and mid-cap growth companies, in particular, did generally very well during this period, and it is helpful to
understand the general exposure of unprofitable companies that exist in major mid-cap and small-cap indexes and how
this exposure looks when broken down by sector. 

Similarly, 2022 was the opposite in many ways of 2020, where those same types of companies, driven higher by the
conditions imposed by the pandemic, responded poorly to the higher inflation and central bank tightening. 

Figures 1a and 1b clearly note that growth indexes led in small caps and mid-caps during 2020 but then subsequently
lagged in 2022. 

WisdomTree’s two strategies focused on profitable companies in mid-caps and small caps tilted more toward the value
style than the growth style, given requirements for profitability at inclusion and a weighting that rewards lower-valuation
stocks.  

Figure 1a: Growth Indexes Led in Mid-Caps and Small Caps during 2020
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For definitions of all terms in the charts, please visit our glossary.

During the tougher market condition of 2022, the value side of the ledger led the way.

Figure 1b: Value Strategies Tended toward Less Negative Returns Than Growth Strategies in 2022 

Quantifying the Opportunity Cost of Choosing Value or Growth in Mid- and Small Caps

Investing is about decisions at its core. Do you lean toward value, growth or strategies that straddle between the two to
mitigate the risk of choosing incorrectly?

Figure 2 showcases the return of the growth index and subtracts the return of the value index—a positive number means
“growth outperformance,” and a negative number means “growth underperformance.” 

In mid-caps, there was a difference in return of 19.03% in 2020, meaning that the S&P MidCap 400 Growth Index
outperformed the S&P MidCap 400 Value Index by this amount.
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T h e Russell MidCap Growth Index outperformed the Russell MidCap Value Index by more than 30.6%—
significantly more. 

The S&P family requires a demonstration of profitability on initial index inclusion, whereas Russell’s approach does
not focus on this in the same manner, leading Russell indexes to generally have more exposure to speculative
companies than S&P—and this benefited Russell’s growth indexes in 2020. 

It was similar within small caps. The S&P SmallCap 600 Growth Index outperformed the S&P SmallCap 600 Value
Index by 17.07%, while the Russell 2000 Growth Index outperformed the Russell 2000 Value Index by 30.00% over
the same 2020 period. Russell’s approach to growth investing benefited from higher returns and more speculative
company exposures in 2020. 

2022 saw the opposite. Across the board, growth underperformed value. However, the differences between S&P
and Russell were much smaller in 2022 than they were in 2020, meaning that S&P’s value indexes outperformed
S&P’s growth indexes by similar magnitudes as Russell’s value indexes outperformed Russell’s growth indexes. 

It seemed to have been better to choose a Russell growth index in those two unique years when speculative stocks
performed well, but in 2022, when value outperformed growth, it mattered less whether one selected a Russell or an S&P
variant—the key decision to make was “value” over “growth” for these indexes during 2022.

Figure 2: Russell Indexes Tended toward Greater Exposure to Speculative Companies in 2020 

Where Are the Unprofitable Mid-Cap Companies—Analysis of the Russell MidCap Index by Sector

Looking at the exposure of the Russell MidCap Index to companies with negative earnings, the first thing that jumps out
in figure 3 is that the exposure is not constant. From 1995 to 2023, we see three distinct spikes above 15%, which were
associated with 1) the bursting of the “tech bubble,” 2) the global financial crisis of 2008–2009 and 3) the period
immediately following the outbreak of COVID-19. 

Over time, it was also clear that even if different sectors rise and fall with respect to their exposure to unprofitable
companies, the Information Technology sector has tended toward the largest exposure to unprofitable companies over
the most sustained periods of time. 

Figure 3: Evolution of Weight in Unprofitable Companies in the Russell MidCap Index, Arrayed by Sector

 

Mid-cap indexes are one area of the market with more speculative and unprofitable technology companies. 

Figure 4 shows that the Russell MidCap Growth Index recently eclipsed 35% exposure to the Information Technology
sector. This is neither good nor bad—it simply tells us that if we desire more speculative mid-cap equity exposure, this
Index could be worth a look.
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Figure 4 also shows that not all “growth”-oriented indexes are created equally. The difference in Information Technology
sector weight between the Russell MidCap Growth and S&P MidCap 400 Growth Indexes is more than 10%. This is a
good reason to expect a widely different performance between these two Indexes. 

Mid-cap value indexes are quite different from their growth-oriented peers. Russell and S&P mid-caps have a much more
similar overall exposure to the Information Technology sector—and it was much lower. 

Earnings indexes are more value-like. We note further that the WisdomTree U.S. MidCap Index had an exposure to this
sector that made it appear much more similar to “value” than to “growth.” 

Figure 4: Information Technology Sector Exposure across Mid-Cap Indexes

And Now…Small Caps

We see in figure 5 the exposure of the Russell 2000 Index to companies with negative earnings. Similar to figure 1, the
exposure is not constant. It is generally higher than what we saw with the Russell MidCap Index, and we see peaks
around 1) the bursting of the tech bubble, 2) the global financial crisis of 2008–2009 and 3) the period directly after the
outbreak of COVID-19. 

What was also interesting about figure 5 was the overall contribution of the Health Care sector to the total exposure in
more speculative, currently unprofitable companies. “Biotech” tends to ebb and flow in terms of attention, and those
newer public companies partaking in speculative developments tend to find themselves in this Index. 

Figure 5: Evolution of Weight in Unprofitable Companies in the Russell 2000 Index, Arrayed by Sector
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The Russell 2000 Growth Index’s exposure to the Health Care sector is quite different from the other Indexes shown in
figure 6. While early 2023 doesn’t have it around 35%—the near-term high—it is much higher than all of the other
Indexes shown, even the S&P SmallCap 600 Growth Index. The S&P SmallCap 600 Growth Index’s exposure to the
Health Care sector is trending to levels that do not look largely different than the exposure in some of the value Indexes
shown. 

It’s quite clear that the WisdomTree U.S. SmallCap Index had exposure to the Health Care sector that looked much more
similar to the value index benchmarks than the growth index benchmarks. 

Figure 6: Health Care Sector Exposure across Small-Cap Indexes
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Bottom Line: Value Appears Less Exposed to Speculative Companies Than Growth

As we start 2023, one of the critical decisions investors are making is how to play the potential “pivot” in strategy at the
U.S. Federal Reserve—meaning that the market will adjust price levels as it receives more information about the future
path of the policy rate—which may very well stop being hiked in the coming meetings. 

If policy rate hikes stop before the market was otherwise expecting this action, it could relieve some pressure on more
speculative, growth-oriented stocks.

But over time, WisdomTree believes the importance of valuations will re-assert and the risk to elevated multiples will still
remain. 

An “earnings-weighted” approach—exemplified by the WisdomTree U.S. MidCap Index and WisdomTree U.S. SmallCap
Index—is not necessarily focused directly on “growth” or “value” in the methodology, but requiring companies to
demonstrate positive earnings on an ongoing basis does lead to less exposure to speculative firms. 

On a sector exposure basis—looking at Information Technology in mid-caps and Health Care in small caps shows that
these strategies have more in common with the value benchmarks than the growth ones, and this could help investors
build expectations about possible future behavior. 

The first month of 2023 saw speculative growth winning, so we are off to the races with anything but a dull year seeming
to be in store!

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

+ 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

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

Net profit  : A measure of profitability after accounting for all costs.

Weighted average cost of capital (WACC)   : The average rate that a business pays to finance its assets. It is calculated
by averaging the rate of all of the company's sources of capital (both debt and equity), weighted by the proportion of
each component.

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.

Liquidity  : The degree to which an asset or security can be bought or sold in the market without affecting the asset’s
price. Liquidity is characterized by a high level of trading activity. Assets that can be easily bought or sold are known as
liquid asset.

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

Inflation  : Characterized by rising price levels.

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.

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.

S&P MidCap 400 Growth Index  : Provides investors with a measure of the performance of the growth segment of the
S&P MidCap 400 Index.

S&P MidCap 400 Value Index  : Provides investors with a measure of the performance of the value segment of the S&P
MidCap 400 Index.

Russell Midcap Growth Index  : Measures the performance of the mid-cap growth segment of the U.S. equity universe. It
includes those Russell Midcap Index companies with higher price-to-book ratios and higher forecasted growth values.

Russell MidCap Value Index  : measures the performance of the mid-cap value segment of the U.S. equity universe. It
includes those Russell Midcap Index companies with lower price-to-book ratios and lower forecasted growth values.

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

S&P SmallCap 600 Growth Index  : A market capitalization-weighted measure of the performance of small-cap growth
equities within the United States, with constituents required to demonstrate profitability prior to gaining initial inclusion.

S&P SmallCap 600 Value Index  : A market capitalization-weighted measure of the performance of small-cap value
equities within the United States, with constituents required to demonstrate profitability prior to gaining initial inclusion.

Russell 2000 Growth Index  : Measures the performance of the small-cap growth segment of the U.S. equity universe. It
includes those Russell 2000 Index companies with higher price-to-book ratios and higher forecasted growth values.

Russell 2000 Value Index  : measures the performance of small-cap value segment of the U.S. equity universe. It
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includes those Russell 2000 Index companies with lower price-to-book ratios and lower forecasted growth values.

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.

Tech Bubble  : Market collapse between 1999-2001 that was led by technology stock.

The Global Financial Crisis  : Refers to the period of extreme stress in global financial markets and banking systems
between mid 2007 and early 2009.
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