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By now, many investors can probably recite most investment strategists’ expectations for 2021 in their sleep. The
common theme is an anticipated economic recovery.

Although forecasts are inherently limited, after a tumultuous 2020, this sanguine consensus is certainly encouraging. One
sector on many investors’ minds is U.S. small caps. However, we think there’s a prevalent risk that is dangerously
overlooked: historically high valuations and deteriorating fundamentals.

The Russell 2000 Index is currently trading at a P/E ratio of 496x earnings, a multiple so high it’s practically
meaningless. Its forward P/E multiple is more mundane by its own standard (clocking in at 53x estimated earnings),
but still nearly twice its historical average.

Moreover, the health of the small-cap market, as measured by Russell 2000,  has continued to deteriorate, all while
investors have become comfortable throwing money at it with little regard for price.

We think WisdomTree has a compelling alternative that can provide small-cap access without paying astronomical
valuations or sacrificing the quality of its underlying company exposures: the WisdomTree U.S. SmallCap Fund (EES).

It’s Simple: Profitability

Launched in 2007, EES uses an earnings-weighted methodology to access small-cap U.S. equities. It’s a key differentiator
from market cap-weighted alternatives. Selecting and weighting by a company’s contribution to the overall Earnings Stre

am® (using trailing 12-month earnings) gives the Fund an inherent emphasis: profitability.

The profitability focus is significant, and its value is evident. The weight of unprofitable companies in the Russell
2000 is nearing 40%, more than twice its average weight since EES’s inception in early 2007. This percentage has
also been above its average since mid-2017, signaling that while valuations have gone stratospheric, so has the junk that
investors are unknowingly paying for.

On the other hand, the weight of unprofitable companies in EES is sitting right at its long-term average of 6%. Moreover,
at the Fund’s annual rebalance, the earnings-weighted methodology systematically reduces the weight to unprofitable
companies so that valuations and junk don’t grow unabated.

But How Bad Is Bad?

Despite this, negative earnings are not always an irrefutable sign of a bad investment. For small companies, especially
those in their infancy or in nascent markets, it’s common to have negative earnings as the industry grows, operations
improve, and consumer recognition and demand for their product or service increases.

That means it’s prudent to examine another metric to discern the health of the small-cap market. We think interest cover
age ratios are informative and especially helpful in identifying “zombie companies.”

While there are varying definitions for zombies, the essence is the same: zombie companies barely generate enough cash
to service the interest on their debt, instead relying on loans from creditors and external sources to stay afloat.
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There’s cause for concern since the interest coverage ratio for the Russell 2000 is a measly 1.5x interest expense, meaning
operating earnings (measured by EBIT) are barely enough to service their debts. Furthermore, interest coverage has been
on a steady downtrend since about 2011, save for a few brief periods of improvement. The current multiplier is also more
than a full point less than its long-term average of 2.7x interest expense.

The underlying companies in EES have much more breathing room, another benefit of the emphasis on positive trailing e
arnings. Despite the pandemic’s afflictions in 2020, interest coverage has steadily recovered since economic activity
cratered, settling in at 3.6x interest expense as of January. This is still slightly below the long-term average of 4.2x
interest expense, but the upward trend is encouraging.

Interest Coverage Ratios

Back to the Basics

Now that we know what to be concerned by, we can recognize the attractive opportunities as well. Once again, the story
for EES is compelling.

P/E and forward P/E valuations are not even on the same planet, which is reassuring. But profitability measurements such
as return-on-equity (ROE) and return-on-assets (ROA) are intriguing as well. EES delivers 10x more ROE and 2% ROA,
compared to virtually none for the Russell 2000. That results in about half as much leverage  the broader index as well.

Time to Reassess Small-Cap Allocations

Small caps are in a precarious position. Market cap-weighted approaches are forcing investors to pay more than ever for
lower quality and inefficient companies.

We believe in the benefits of a long-term allocation to small caps, but what you own is more important than just owning
an allocation.

EES has historically delivered  healthy underlying companies with controlled valuations, and can be a beneficial way to
access an otherwise speculative market.

 

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

There are risks associated with investing, including possible loss of principal. Funds focusing their investments on certain
sectors and/or smaller companies increase their vulnerability to any single economic or regulatory development. This
may result in greater share price volatility. Please read the Fund’s prospectus for specific details regarding the Fund’s risk
profile.

It is the opinion of WisdomTree that all funds are managed differently and do not react the same to economic or market
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events. The investment objectives, strategies, policies or restrictions of other funds may differ, and more information can
be found in their respective prospectuses. Therefore, we generally do not believe it is possible to make direct fund-to-
fund comparisons in an effort to highlight the benefits of a fund versus another similarly managed fund. The information
included in this material is based upon data obtained from Facewhich is believed to be accurate. This material is not
considered an offer to sell or a solicitation to buy shares of any other funds mentioned herein.

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.

WisdomTree BLOG ARTICLE

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

https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2021/02/19/beware-of-zombies-in-us-small-caps


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.

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.

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.

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.

Forward P/E ratio  : Share price divided by compilation of analyst estimates for earnings-per-share over the coming 12-
month period. These are estimates that may be subject to revision or prove to be incorrect over time.

Earnings-weighted  : Earnings for all constituents in an index are added together, and individual constituents are
subsequently weighted by their proportional contribution to that total.

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.

Earnings Stream®  : Earnings per share x the number of shares outstanding. For an index, these totals are added for all
constituents.

Coverage ratio  : Also referred to as interest coverage ratio, which compares earnings before interest and taxes to
interest expense.

Zombie Companies  : A term used for companies that are operating in debt, near bankruptcy.

Earnings before interest and taxes (EBIT)  : A measure of a firm’s profit that includes all expenses except interest and
income tax expenses.

Trailing Earnings  : The amount of profit that a company produces during prior fiscal year.

Return on Equity (ROE)  : Measures a corporation’s profitability by revealing how much profit a company generates with
the money shareholders have invested.

Return on assets (ROA)  : Firm profits (after accounting for all expenses) divided by the firm’s total assets. Higher
numbers indicate greater profits relative to the level of assets utilized to generate them.

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.
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