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European equities have really been out of favor. Flows to European stocks dried up in 2017 and 2018 as the S&P 500 Ind
ex was the best (only) game in town, powered by the large-cap technology companies that Europe frankly lacks.

 

But new leadership at the European Central Bank (ECB) is motivating a fresh look at the policy tools available for the
central bank, and WisdomTree believes European markets will find support over the coming 12 to 18 months.

 

What is the best exposure to Europe for a more bullish view?

 

In a previous blog post, we highlighted how European multi-nationals in the WisdomTree Europe Hedged Equity Fund (
HEDJ) neutralize exposure to the euro  while also under-weighting banks, which have been stung by slow economic
growth and negative interest rates.

 

The European Barbell

 

For those who desire exposure to firms that are oriented to the local economy, we recommend a WisdomTree European
Barbell: 50% exposure to European small-caps through the WisdomTree Europe SmallCap Dividend Fund (DFE),
combined with 50% in HEDJ.

 

Over the last seven years (the start of which coincides with the repositioning of HEDJ to focus on euro-traded
companies), small-cap European companies have outperformed large-caps, as represented by the MSCI Europe Index,
by approximately 500 basis points (bps) per year—a dramatic spread. The beginning of this period also coincides with
Mario Draghi’s famous speech in which he said that the ECB would do “whatever it takes” to support the eurozone,
which helped ignite risk assets higher.

 

DFE exhibits higher beta and risk levels than HEDJ, because small-caps are more closely tied into the local and cyclical
part of Europe’s economy. However, the 50/50 barbell with HEDJ interestingly had lower overall volatility than the
broad MSCI Europe Index and a .92 beta to MSCI Europe but 470 basis points of average annual outperformance.
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For standardized performance of each Fund mentioned in the table, please click their respective tickers: HEDJ, DFE.

 

Small-Cap Attribution

 

With growth in Europe having been slow over the last seven years, why did small-caps outperform large-caps by so much
—particularly during a time when small-caps had dreadful performance in the U.S.?

 

Going back 10 years in Europe, small-caps had more technology exposure than large-caps—about 3x as much, on
average. Technology contributed over 100 of the 500 bps of DFE’s outperformance relative to the MSCI Europe Index.

 

Less exposure to large-cap banks also led to dramatic stock selection outperformance in the Financials sector for DFE
relative to MSCI Europe.

 

More exposure to Industrials as well as the better performance of those stocks was another key contributing factor—
demonstrating how cyclical improvement can help this basket in the future.

 

 

Attractive Fundamentals
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While the historical returns of the WisdomTree European Barbell present a very compelling case for the past seven years,
what about its future prospects?

 

 

Historical outperformance did not lead to extended multiples, causing fear of mean reversion.

 

Due to WisdomTree’s dividend-weighted, relative value rebalancing process, the WisdomTree European Barbell
maintains a strong value tilt and advantage at the present time.

 

We emphasize the current 12–13x price-to-earnings (P/E) ratios of both HEDJ and DFE, compared to 15.5x for MSCI
Europe.

 

Even better, these discounts do not come with a sacrifice in overall portfolio quality metrics—the WisdomTree European
Barbell exhibits both a higher return on equity (ROE) and return on assets (ROA) compared to the MSCI Europe Index.

 

Summarizing the case:

 

 

HEDJ’s focus on multinationals and global companies makes it well positioned for a bottoming of global growth
conditions as China stimulates its economy, and as other central banks loosen monetary policy and have globally
coordinated lower rates.

DFE compliments HEDJ nicely with the more cyclical, local European economy exposure of small-caps, higher
betas to growth of Europe, as well as overall attractive fundamental characteristics and past return profiles.

 

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 the possible loss of principal. Foreign investing involves special risks,
such as risk of loss from currency fluctuation or political or economic uncertainty. Funds focusing their investments on
certain sectors and/or smaller companies increase their vulnerability to any single economic or regulatory development.
Investments in currency involve additional special risks, such as credit risk and interest rate fluctuations. Derivative
investments can be volatile, and these investments may be less liquid than other securities, and more sensitive to the
effect of varied economic conditions. As these Funds can have a high concentration in some issuers, the Funds can be
adversely impacted by changes affecting those issuers. Due to the investment strategy of these Funds they may make
higher capital gain distributions than other ETFs. Please read each Fund’s prospectus for specific details regarding the
Fund’s risk profile.
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For the top 10 holdings of DFE please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/etfs
/equity/dfe

For the top 10 holdings of HEDJ please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/et
fs/equity/hedj

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

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.

Bullish  : a position that benefits when asset prices rise.

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

MSCI Europe Index  : A free float-adjusted market capitalization-weighted index designed to measure the performance
of developed equity markets in Europe.

Basis point  : 1/100th of 1 percent.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a benchmark. In general, a beta less than 1
indicates that the investment is less volatile than the benchmark, while a beta more than 1 indicates that the investment
is more volatile than the benchmark.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

Fundamentals  : Attributes related to a company’s actual operations and production as opposed to changes in share
price.

Mean reversion  : The concept that a series of returns has a tendency to return to its average level over longer periods,
even if shorter periods can exhibit wide swings.

Dividend weighted  : Constituent securities represented within the Index in proportion to their contribution to the
dividend stream of the Index.

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.

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.
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