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The outperformance of higher-quality small caps relative to lower-quality companies has been well documented, notably
in AQR’s 2015 paper, “Size Matters, If You Control Your Junk.”

The intuition behind this anomaly is straightforward: Lower-quality small caps have less capacity to distribute earnings to
shareholders or invest for growth, are more likely to issue shares and, in a worst-case scenario, are more likely to go
bankrupt.

The table below shows the performance of 25 portfolios ranked by size and operating profitability (i.e., quality) from the 
Fama-French Data Library back to 1963. Among the small and smallest portfolios (top two rows), there is significant
underperformance for the lowest operating profitability portfolios relative to the other portfolios in their respective size
segments.

Fama-French U.S. 5 x 5 Portfolios: Size x Operating Profitability

Performance Across Cycles

This long-run outperformance is compelling, but it doesn’t capture which market regimes are most conducive to small-
quality outperformance.

According to Bank of America Research, high-quality small caps have outperformed low-quality small caps 100% of the
time in late-cycle and recession phases over each observation since 1990. Small value, on the other hand, has had its
most consistent outperformance in the early stages of an economic cycle.

Small-Cap Quintiles
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During the current coronavirus-induced recession, high-quality small caps have severely lagged low quality. The
outperformers in 2020 have been unprofitable tech and biotech stocks.

Companies with negative return on equity (ROE) have returned 13.03% this year, while the highest ROE quintile has
returned -4.91%—albeit still a positive spread of nearly 400 basis points (bps) between the most profitable and least
profitable firms when looking at the 1st Quintile versus 5th Quintile.

Russell 2000 Index

Increasing Market-Cap Weights of Negative Earners

The growing importance of negative earners in small-cap indexes has helped propel leverage ratios to all-time highs for
the Russell 2000. The highly speculative Pharmaceuticals,  Biotechnology, & Life Sciences Industry Group now occupies
13% of the Index, and 90% of the weight in this industry group is in negative-earnings companies—an all-time high.

Russell 2000 – Pharmaceuticals, Biotechnology, & Life Sciences Industry Group

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#return-on-equity-(roe
https://wisdomtree.com/blog/glossary#basis-point


As an increasing percentage of negative earnings growth companies occupy greater weight in the broad Russell 2000
Index benchmark, we advocate for investors to consider adding a quality filter to small-cap allocations.

Low interest rates tend to favor growth-oriented companies—where far out future profitability looks more attractive on
discounted cash flow valuations—but the outperformance of unprofitable growth companies seems to be at an
unsustainable extreme.

T h e WisdomTree U.S. SmallCap Quality Dividend Growth Index selects dividend-paying small caps with high
profitability and growth characteristics. This approach significantly mitigates the exposure to negative earners and
improves aggregate profitability characteristics.

Index Quality Characteristics

Cyclical Recovery

Equities’ recovery from their March lows has been extraordinary. But, as always, the recovery has been uneven. 

The winners have been some of the high-growth small caps alongside the FAANG mega caps. This stellar
outperformance from the largest companies has led the S&P 500 Index valuations to hit levels unseen since the tech
bubble.

The 2.6 price-to-sales ratio for the S&P 500 Index is its highest level since 2002. This compares to a ratio of 1.08x for the
Russell 2000 Index, which is far off its high of 1.34x last reached in mid-2018.

The WisdomTree U.S. SmallCap Quality Dividend Growth Index provides an even greater valuation discount, at just
0.90x sales.

For investors looking for multiple expansion during a cyclical recovery, small-cap quality looks far better positioned than
both large caps and the broad-based Russell 2000 Index.

Index Price to Sales Ratio
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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.

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

Quality  : Characterized by higher efficiency and profitability. Typical measures include earnings, return on equity, return
on assets, operating profitability as well as others. This term is also related to the Quality Factor, which associates these
stock characteristics with excess returns vs the market over tim.

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

Fama-French  : Refers to a factor-based model to describe stock returns developed by Eugene Fama and Kenneth
French. Their original three-factor model breaks down the components of stock returns to market risk, company size and
book to market ratio, or value.  &nbsp.

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.

Basis point  : 1/100th of 1 percent.

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.

Interest rates  : The rate at which interest is paid by a borrower for the use of money.

Mega Cap  : Market Capitalization over $100 Billion.

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.
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