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Corporate tax cuts were 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. 
Based on the initial market response to Trump’s victory, lowering tax rates looks to us like the most important factor
driving the market. 
Equity markets, of course, like it when taxes are cut. It naturally means more after-tax earnings that can be reinvested or
distributed to shareholders—and, importantly, an improvement in valuation ratios that many think look extended under
present circumstances. 
We published an initial sensitivity analysis to look at how various assumptions on tax rates might impact the earnings
growth and ultimate market valuations across a market cap-weighted index set of the S&P 500, S&P 400 and S&P 600—
and across the sectors in those indexes. We have updated our original analysis to also include domestic WisdomTree
Indexes; we also have updated our initial model for estimating the potential tax benefit that shows new results for the

cap-weighted index family.1

Lower Tax Rates = Big Earnings Growth and Market Moves in Small Caps 
To summarize the results, a simple model shows the following: the more earnings (and taxes paid) that come from the
U.S., the greater the earnings growth would be from a tax cut, because by and large, the companies with revenue across
the world already have lower effective tax rates. 
Indexes with a higher percentage of profitable companies—and thus companies that pay more U.S. taxes—potentially
stand to benefit more than indexes with more unprofitable companies.
The indexes with more revenue from the U.S. tend to be mid- and small-cap indexes.
Indexes Weighted by Profits Benefit More than Dividends
The WisdomTree Earnings Index family—which only includes profitable companies and weights companies based on
profits—shows a potential improvement in earnings that is higher than the WisdomTree Dividend Index family.
Why? 
We have examined the potential gains from lower tax rates across sectors, and the two sectors that stand out the least as
beneficiaries are the Energy sector and Real Estate sector.
Companies in the Real Estate and Energy sectors tend to make up a bigger percentage of the dividend Indexes than the
earnings Indexes.  
Real estate investment trusts (REITs)  already pay little taxes at their trust level if they distribute at least 90% of their

income.2 They thus also do not benefit as much from new policies. 
A number of energy companies, particularly large-cap energy companies, have a global revenue base and pay more
taxes overseas. They stand to benefit less from U.S. tax rate cuts and thus would see less meaningful increases in earnings
and improvements in valuations. They also have depressed earnings today, so, based on the changes we modeled, they
may not see much improvement from that side either. 
Looking across the WisdomTree Index family below, we’d highlight the following: 
• The broad market WisdomTree Earnings Index has about 10 percentage points more domestic taxes being paid than
the WisdomTree Dividend Index (73.9% vs. 63.3%). Under an assumption of 15% tax rates, this would translate to
potential earnings growth of 16.7% vs. 14.4%, or 2.3% higher with our model. 
• Showing how important the WisdomTree earnings-weighted approach can be for lowering valuations and how much
these can be improved with a reduction in corporate taxes—if Trump gets his desired 15% tax rate approved—a simple
model shows potential gains in reducing price-to-earnings (P/E) ratios from a touch under 16 for a broad market
earnings-weighted index or a large-cap earnings index to just 13.5 times earnings.

o Broad market index multiples at around 13 to 14 times earnings would be a very reasonable valuation for broad
market exposures. Of course, actual tax cuts may not be as simple as lowering the effective corporate tax rates we
are modeling here, but this analysis shows potential gains to be had and how markets may be reasonably priced,
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particularly with an earnings-weighted approach. 
o We also show the calculations at a reduction to 25%—a more conservative assumption, and even here the broad
market multiples, on an earnings-weighted basis, would fall below 15 times, a fairly reasonable starting valuation.

• An example of indexes that benefited slightly less from tax rate reductions: the WisdomTree High Dividend Index
currently has a meaningful position in energy stocks such as Exxon Mobil, and has a very high percentage of foreign
revenue and foreign taxes compared to U.S. indexes; it also has meaningful exposure to REITs. In terms of the total tax
exposure of the Index, it saw a 12.4% increase in earnings under an assumed 15% tax rate, compared to 14.4% for the
broader WisdomTree Dividend Index or 16.7% for the WisdomTree Earnings Index.
• An example of indexes that benefited more: small-cap indexes with more revenue from the U.S. stand to benefit at
greatest amounts across the WisdomTree Dividend and Earnings Index families. In contrast to the S&P 600, which would
still have a P/E ratio above 25 under a 15% corporate tax rate scenario, we’d point out the WisdomTree SmallCap
Dividend Index with a P/E ratio of 20.3, the WisdomTree U.S. SmallCap Quality Dividend Growth Index at 14.0 and the
WisdomTree SmallCap Earnings Index at 10.6 times are reasonably valued small-cap indexes. 
Summary of Potential Tax Cut Impact Across Indexes

Conclusion

The analysis presented herein will be an ongoing work in progress for us. As more details about Trump’s policies
become clear, we plan to update this scenario analysis with better models to help clients understand where the market
valuations might be affected most by tax reform. 

 

 

1Our precise calculations estimate an effective tax rate for each index and a new method for calculating this starting
effective tax rate when companies have losses resulting in a lower starting effective tax rate and thus a smaller
improvement in earnings growth with new tax policy scenarios. 
2See, for instance, Mark P. Cussen, “The Basics Of REIT Taxation,” Investopedia.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
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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

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.

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.

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

Dividend  : A portion of corporate profits paid out to shareholders.

Real estate investment trust (REIT)  : Investment structure containing a basket of different exposures to real estate, be
it directly in properties or in mortgages. Returns predominantly relate to changes in property values and income from
rental payments.

Price-to-earnings (P/E) ratio  : Share price divided by earnings per share. Lower numbers indicate an ability to access
greater amounts of earnings per dollar invested.
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