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A big story thus far in 2018 has been U.S. small-cap stocks, which have emerged as one of the best
performing major asset classes. Normally this would come as a surprise so late in the economic cycle, but
this year is different. 2018 may well produce the fastest economic growth the country has seen in the last
10 years. It's also been a year when threats by the Trump administration have morphed into actual tariffs
on imports. In this environment, it makes sense that small caps should outperform large-company stocks,
as they typically are more insulated from a rising dollar and the complexity of global supply chains.

But what has driven small-cap performance? And will current valuations give investors pause before putting
new money to work?

The answers may depend on which barometer one uses to evaluate the small-cap segment.

In the first six months of 2018, the Russell 2000 Index, for example, outpaced the S&P 500 Index by roughly
500 basis points (bps), returning 7.7%. When this happens, it's always good to drill down into one of the
largest sectors in the Russell 2000, health care, and examine how the biotech stocks performed. For much
of the year, biotech, one of the most speculative portions of the small-cap universe, represented 7% to
9% of the weight of the Russell 2000 and was a major contributor to overall returns. Small-cap biotechs,
as measured by the Russell 2000 Biotech Index, returned 13.5% through June.

If small-cap biotechs continue to outperform, the Russell 2000 Index may be a difficult benchmark to
beat, because many of these constituents are “story stocks” trading on hopes of future growth. If we drill
down into those health care and biotech companies, we notice that roughly 62% of them generate no
profits, so betting on the Russell 2000 requires that investors assume this embedded speculative bet.
For those looking for an alternative, WisdomTree believes you can increase quality and reduce valuation
risk by limiting your small-cap exposure to only companies that generated profits in the prior fiscal year.
WisdomTree created an Index that does this. The WisdomTree U.S. SmallCap Earnings Index, which
actually beat the Russell 2000, returning 7.9% through the first half of the year. Yet, it did so without relying
on small-cap biotechs to lead the advance. On June 30, the WisdomTree Index was 7.5 percentage points
under-weight health care compared to the Russell 2000, and it concentrated just 1.3% of its weight in
biotech companies.

Put another way, during a six-month span when companies with very high price-to-earnings (P/E) ratios
or negative earnings posted some of the highest returns in the small-cap space, the WisdomTree index
still outperformed this “beta” benchmark, even though it tilted index weights toward lower P/E stocks. This
table, derived from WisdomTree’s index attribution tool available on our website, illustrates this point.
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The table shows that during the first half of the year, 21.57% of the Russell 2000’s weight was in
companies that posted losses (Negative Earners). Yet, as a category, those stocks returned 14.08%
year-to-date through June 30. WisdomTree’s Index, weighted by core earnings, had about 5% of its weight
in constituents that either became unprofitable during this period or had negative noncore earnings, and so
was roughly 15 percentage points under-weight the best performing category for this period. By contrast,
WisdomTree was nearly 20 percentage points over-weight the stocks with the lowest P/E ratios. As a
category, this group of stocks returned 7.30% for WisdomTree—generally in line with the market—but
significantly better than the cheapest stocks in the Russell 2000, which on average returned only 2% for
the period.

In fact, by being over-weight the two quintiles with the lowest P/E stocks, the WisdomTree Index generated
100 bps of excess return compared to the Russell 2000, more than making up for the 66 bps drag in
performance by being under-weight the Negative Earners. Our research has shown that over longer holding
periods, investors actually get a greater reward by tilting toward profitable companies and away from the
speculative small caps that have no profits. So being permanently under-weight the Negative Earners is an
“embedded bet” we believe investors should be systemically making in the small-cap segment. Avoiding
them also helps lower the overall P/E ratio on the Index. On June 30, for example, the Russell 2000 was
trading at 25 times forward earnings, whereas the WisdomTree U.S. SmallCap Earnings Index exhibited
a forward P/E of 14.5. Perhaps most importantly for investors, earnings weighting this starting universe
of profitable small-cap companies has the potential to create alpha compared to traditional cap-weighted
indexes.
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‘WisdomTree U.S.

SmallCap Earnings EES 0.38% 2/23/2007 18.9% 12.5% 12.9% 13.7% 9.4% 19.2% 12.5% 13.1% 13.7% 9.4%
Fund

Russell 2000 Index 17.6% 11.0% 12.5% 10.6% 8.1% 17.6% 11.0% 12.5% 10.6% 8.1%

Morningstar Small

15.5% 9.8% 11.4% 9.6% 7.2% 15.5% 9.8% 11.4% 9.6% 7.2%
Blend Category

Sources: Momingstar, WisdomTree, for the period 3/1/07-6/30/18. “Common period” refers to 3/1/07— 6/30/18 due to data availability. 2/23/07
represents the EES inception date. 197 investments included in peer group for Morningstar Small Blend Category. For the 1-, 5 and 10-year
periods, the Fund outperformed 88%, 84% and 99%, respectively, out of 778, 541 and 395 funds.

Performance is historical and does not guarantee future results. Current performance may be lower or higher than quoted. Investment
retums and principal value of an investment will fluctuate so that an investor's shares, when redeemed, may be worth more or less than
their original cost. Performance data for the most recent month-end is available at www.wisdomtree.com.

WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the Fund. Total retums are calculated
using the daily 4:00 p.m. EST net asset value (NAV). Market price returns reflect the midpoint of the bid/ask spread as of the close of trading on the
exchange where Fund shares are listed. Market price returns do not represent the returmns you would receive if you traded shares at other times. You
cannot invest directly in an index. Index performance does not represent actual fund or portfolio performance. A fund or portfolio may differ
significantly from the securities included in the index. Index performance assumes reinvestment of dividends but does not reflect any management
fees, transaction costs or other expenses that would be incurred by a portfolio or fund, or brokerage commissions on transactions in fund shares.
Such fees, expenses and commissions could reduce retums. WisdomTree, its affiliates and their independent providers are not liable for any
informational errors, incompleteness or delays or for any actions taken in reliance on information contained herein. Additional Index information is
available at www.wisdomtree.com.

@ 2018 Momingstar, Inc. All rights reserved. The information contained herein: (1) is proprietary to Momingstar and/or its content providers; (2) may
not be copied or distributed; and (3) is not warranted to be accurate, complete or timely. Neither Morningstar nor its content providers are
responsible for any damages or losses ansing from any use of this information. Past performance, rankings and ratings are no guarantee of future
results. The % of Peer Group Beaten is the fund's total-return percentile rank compared to all funds in the same Morningstar Category and is subject
to change each month.

Conclusion: Earnings Are Not a Small Matter with Small Caps

As we can see from this table, even after deducting for Fund fees and expenses, the WisdomTree

U.S. SmallCap Earnings Fund (EES) which tracks the WisdomTree U.S. SmallCap Earnings Index, has
consistently outperformed both the Russell 2000 Index and its peer group. It has done so over not just
the last year, but over the last three years, the last five years and the last 10 years. Over the 10-year time
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frame, it has generated returns that have surpassed the Russell 2000 by approximately 300 bps on an
annualized basis. If we include mutual funds, the excess return of EES over its category stretched to 400
bps per year. That ranked EES in the top 1% of the Small Blend Category monitored by Morningstar over
that period. And all this from an index fund!

Now that’'s modern alpha.

All data as of June 30, 2018, and sourced from WisdomTree, FactSet.
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Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Funds focusing their invest-
ments 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.
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