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WHERE IS A RECESSION BEING 
PRICED IN?  
U.S. Small Caps

With the S&P 500 Index flirting with bear-market territory, headlines are proclaiming a recession 
is being priced in.  

But at what probability?

High-yield credit spreads—commonly viewed as a leading indicator of economic slowdowns—
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EARNINGS GROWTH, RETURNS AND P/E MULTIPLES

At the trough of earnings expectations in July 2020, estimated earnings on the S&P 600 had dropped by 50% from 
the end of 2019. S&P 500 estimated earnings were far more resilient, down just 25%. 

While most investors are familiar with how select tech giants provided an earnings cushion for large-cap U.S. 
equities, fewer appreciate the sheer magnitude of the rebound in small-cap earnings. 

S&P 600 forward earnings estimates are now 87% higher than at the end of 2019, and far higher than the 32% 
growth for the S&P 500. 

Despite superior earnings growth, the S&P 600 return of 21% has lagged the 28% return of the S&P 500.
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Figure 3: Earnings Growth, Returns and P/E Multiples

Sources: WisdomTree, S&P, FactSet, 12/31/19–5/31/22. EPS is forward 12-month earnings per share. You cannot invest directly in an index. Past 
performance is not indicative of future returns. 

Strong earnings growth has pushed down the multiples of both indexes. The S&P 500 multiple of 17.9x is about 
10% above its 20-year median P/E multiple but well below its 20-year peak of 23x from July 2020.
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Sources: WisdomTree, S&P, FactSet, 6/28/02–5/31/22. Estimated price-to-earnings excludes negative earners. You cannot invest directly in an index.

The S&P 600 P/E ratio of 11.7x is a greater-than-30% discount to its 20-year historical median P/E of 17x. 

The last time small-cap earnings multiples were this depressed was at the bottom of the global financial crisis in 
early 2009. 

Figure 4: S&P 500

Figure 5: S&P 600
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SECTOR EARNINGS GROWTH

The combination of surging earnings and plunging valuation multiples implies that investors are skeptical that 
small caps can maintain current earnings. 

This chart, which includes S&P 600 forward 12-month EPS, indicates a potential tapering in earnings growth for 
the index but not yet negative growth.  

Figure 6: S&P 600
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Sources: WisdomTree, S&P, FactSet, 1/31/16–5/31/22. EPS is forward 12-month earnings per share. You cannot invest directly in an index. 

The traditional “Old Economy” sectors of Energy, Industrials and Materials have experienced a torrid pace of 
earnings growth. The earnings of these sectors are highly volatile and sensitive to economic fluctuations—no 
better exemplified than by the fact that the Energy sector has experienced aggregate negative earnings twice 
over the past six years, and over 1,000% earnings growth since the end of 2019.
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“OLD ECONOMY” SECTORS EARNINGS PER SHARE (EPS)

Figure 7: S&P 600 Energy

Figure 8: S&P 600 Industrials
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Figure 9: S&P 600 Materials
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Sources: WisdomTree, S&P, FactSet, 1/31/16–5/31/22. EPS is forward 12-month earnings per share. You cannot invest directly in an index. 

The Consumer sectors—Discretionary in particular—have been major beneficiaries of a healthy American 
consumer. Earnings growth in these sectors has continued nearly unabated for much of the past two years, even 
in the face of headwinds like rising gas prices and Covid-19 variants. 

However, some downward revisions to forward earnings estimates can be seen from the last several months, 
providing early evidence for those who believe we may have reached “peak earnings” for this cycle. 

In recent weeks, earnings reports from large-cap retailers Target and Wal-Mart have sent consumer stocks 
plummeting across the board as their announcements’ indicated consumers are beginning to pull back in 
response to higher prices. 
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CONSUMER SECTORS EPS

Figure 10: S&P 600 Consumer Staples

Figure 11: S&P 600 Consumer Discretionary
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The earnings outlook for Financials has arguably been the most dire of late. After a roaring recovery in earnings 
expectations throughout much of the past few years, earnings growth estimates seem to have rolled over. 
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FINANCIALS AND REAL ESTATE EPS

Figure 12: S&P 600 Financials

Figure 13: S&P 600 Real Estate
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Technology and Health Care—specifically biotechnology—have had tremendous earnings growth over the past 
few years. 

These sectors—big allocations in small-cap growth indexes—also have significant earnings growth expectations 
to meet, lest they be punished by investors. 

Those earnings growth expectations have been reduced in recent months, particularly for Health Care. The latest 
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THE BOTTOM LINE 

Certain sectors—Energy and Industrials, in particular—show no signs of slowing earnings growth. Others, such as 
Financials and the Consumer sectors, are showing moderating growth expectations. 

Nonetheless, small caps appear to be priced for a recession, at least far more so than large caps. While this may or 
may not be a base case scenario for many investors, it is important to see what appears to be baked into market 
prices. 

For long-term investors, with the time horizon to withstand the normal fluctuations of the business cycle, the 30% 
discount of small caps relative to the historical median may provoke consideration for a small-cap allocation. 

Even if recession seems to be a foregone conclusion consider these two points:

+	 The Russell 2000 is currently off 24% from its November 2021 peak. Small caps have historically dropped 36% 
on average in a recession, meaning the market has already priced in two-thirds of a typical recession2

+	 What has worked within small caps over the past year—dividends—may be the place to allocate during this 
volatile market

DIVIDENDS FOR SLOW/NEGATIVE GROWTH BACKDROP 

While we have been focusing our attention on the valuations and earnings trends of small caps, a similar picture 
can be extended for mid-caps.  

Many investors do not often think of dividends when it comes to mid- and small-cap companies. This can be a 
costly oversight.

Consider this:

+	 A simple market cap-weighted strategy that bought all Russell 2000 dividend payers would have outperformed 
the Russell 2000 by 12.9% over the 12 months ended in April (excluding fees and expenses, if applicable)

+	 A simple market cap-weighted strategy that bought all Russell Midcap dividend payers would have outperformed 
the Russell Midcap by 8.5% over the 12 months ended in April (excluding fees and expenses, if applicable)

2	 Bank of America Research, “Small/Mid-Cap Valuations: For small caps, recession risks now largely discounted,” 5/10/22.
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Figure 16: Trailing 12-Month Returns, as of 4/29/22
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Sources: WisdomTree, FactSet, Russell, 4/30/21–4/29/22. You cannot invest directly in an index. Past performance is not indicative of future returns. 

The WisdomTree U.S. MidCap Dividend Index, benchmark to the WisdomTree U.S. MidCap Dividend Fund (DON), 
and the WisdomTree U.S. SmallCap Dividend Index, benchmark to the WisdomTree U.S. SmallCap Dividend Fund 
(DES), have each benefited from investors’ return to focusing on dividend cash flows over the last 12 months. 

Relative to the Russell Midcap Index and the Russell 2000 Index, each WisdomTree Dividend Index has significant 
under-weight allocations to Information Technology and Health Care—two growth-heavy sectors with very little 
in dividend payments outside of the large caps. 

The WisdomTree Indexes had over-weight allocations in the higher dividend sectors like Financials, Real Estate, 
Materials and Utilities.

Over the 12 months ended April 2022:

+	 The WisdomTree U.S. MidCap Dividend Index outperformed the Russell Midcap Index by 8.84%

+	 The WisdomTree U.S. SmallCap Dividend Index outperformed the Russell 2000 Index by 13.01%
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Figure 17: Mid-Cap Index 1-Year Sector Attribution

Category
Attribution Components Average Category Weight Category Performance

Allocation Stock  
Selection Interaction Total  

Attribution
Index  

Weight
Benchmark 

Weight +/- Wgt WT Index  
Return

Benchmark 
Return

Communication Services 0.39% 1.91% -0.48% 1.83% 2.93% 3.99% -1.06% 3.45% -35.46%

Health Care 0.69% 2.13% -1.47% 1.35% 1.90% 11.58% -9.69% 4.94% -14.11%

Materials 0.63% 0.33% 0.20% 1.16% 9.74% 5.61% 4.13% 14.98% 8.74%
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As we’ve mentioned, market prices suggest the pace of earnings growth will slow (or turn negative). WisdomTree’s 
Dividend Indexes—despite their recent outperformance—have even greater discounts in their P/E ratios than the 
market cap-weighted Russell indexes.

Figure 21: Mid-Cap Estimated Price-to-Earnings Ratios

Figure 22: Small-Cap Estimated Price-to-Earnings Ratios
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Glossary:
Basis point (bp): 1/100th of 1%. Bear market: A sustained downturn in market prices, increasing the chances of negative portfolio returns. Cash 
flows: A measure of how much cash a business generates after taking into account all necessary expenses, including net capital expenditures. 
Dividends: A portion of corporate profits paid out to shareholders. Earnings growth: Earnings growth is the annual compound annual growth rate 
of earnings from investments. Earnings:


