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Over the past eight years of the U.S. bull market in equities, it has not paid to diversify outside of the more richly valued
U.S. markets. But recently, the international markets have been outperforming, and sentiment has been improving. The
European economies are a number of years behind the U.S. in their economic recovery, and the markets have the
potential to catch up with the U.S.

 

One-Two Punch: Valuation & Growth

 

As of May 25, from a valuation perspective, a forward price-to-earnings (P/E) ratio of 16 and a current dividend yield of
3.3% for the MSCI Europe Index start to support a compelling investment story when compared to the S&P 500 Index
P/E at 19 and a yield of 2.0%. This valuation is further enhanced by looking at the relative opportunities compared to
traditional fixed income instruments. In the U.S., the 10-Year Treasury yield  of around 2.25% is now slightly ahead of the
dividend yields of U.S. equities. In Europe, the average premium of equities over bonds is roughly twice as high as the
U.S. equity premium. For example, Germany’s earnings yield (inverse of P/E ratio) is 5.1% while the 10-year bund yield is
.36%, resulting in an equity premium of 4.7%. A similar story exists for France, with an equity premium of 4.3%. The U.S.
has an equity premium of 2.4%, about 230 basis points (bps) below that of Germany and 190 bps below France. What

this means is that equity investors in Europe are paid a relatively higher premium than equity investors in the U.S.1

 

While we are excited about the prospects for European equities, we must be cognizant that not all of Europe’s economic
and political issues are behind us. One investment strategy that balances the valuation opportunity of Europe but screens
for quality and growth characteristics may help increase the odds of successful outcomes. 

 

The Quality Tilt: Under-weight Leverage 

 

Much has been said about the remarkable recovery of the financial sector since the 2007–2008 financial crisis. The U.S.
financial sector, that is. A recent special report in The Economist focused on the relative weakness of European banks and
the challenges that continue to lay ahead for the industry, not least of which is the European Central Bank’s (ECB) easy m

oney policies from which the rest of the European economy stands to benefit.2  

 

With that in mind, investors should consider that the MSCI Europe Index currently has a 21% weight to the Financials
sector. Compare that to the WisdomTree Europe Quality Dividend Growth Fund (EUDG), which is under-weight in

Financials by 17.6%.3 The Energy, Materials and Utilities sectors are also significant under-weights. 

 

On the other hand, Consumer Discretionary, Industrials and Consumer Staples are the more significant over-weights. 

 

Understanding EUDG’s Exposures relative to the MSCI Europe Index
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Quality and Growth Screens

 

The index that EUDG tracks selects companies for inclusion based on a 50-50 split that weights quality, represented by re
turn on equity (ROE) and return on assets (ROA), and growth, based on expected earnings growth forecasts. This quality f
actor was constructed to incorporate profitable companies, as measured by ROE, that are not overly levered as
measured by ROA. Financial institutions have a high degree of leverage, and are therefore given a limited weighting in
EUDG. The similarly levered Energy sector, another industry with a high degree of uncertainty due to the direction of
crude oil prices, is under-weight 6.8%.

 

The top sectors in which EUDG is currently over-weight—Consumer Discretionary and Industrials—are more cyclical sect
ors that could benefit from improved European and global economic growth. 

 

Avoiding the “Sick Man of Europe” 

 

EUDG has benefited year-to-date from being under-weight in France, the United Kingdom and Italy, three countries that
still have big question marks lingering over long-term economic growth prospects. 

 

Europe has long been a market of haves and have-nots. Northern Europe versus Southern Europe. Continental Europe
versus the U.K. Avoiding the losers of the European economic recovery may be just as important as picking the winners. 

 

But What about Growth? 

 

Investors comparing the U.S. bull market to the current European experience may be thinking, “What has performed
better than growth?” This is an important consideration, one that EUDG addresses with its tilt toward the growth factor
bundled within a quality tilt. Rather than investing in growth stocks that are not tilted toward some measure of value,
such as consistent dividend payments, EUDG tilts toward companies with high earnings growth forecasts, with
expectations of also returning the highest dividend growth.  
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When we look at the valuations underlying EUDG’s index, we see P/E ratios that sell at a small premium —
approximately 1 to 3 P/E multiple points higher compared to the MSCI Europe Index or the FTSE Developed Europe All 
Cap Index, and the dividend yields tend to be about 20 to 70 bps lower. But the key differentiator is quality
characteristics. Bloomberg ROE estimates show 22.0% for the WisdomTree Europe Quality Dividend Growth Index
versus 8.8% for both the MSCI and FTSE European indexes. ROE is a key variable that leads to better investment returns
over long periods of time, and it’s a variable Warren Buffett often describes as one of his main focal points for acquiring
companies. With ROE advantages likely occurring in the quality dividend growth index, and with P/E multiples being
very similar, we’d say quality offers an attractive relative opportunity set over the longer-run.

 

 

 

1Source: Bloomberg, 5/25/17.
2Source: “American Banks Have Recovered Well; Many European Ones Much Less So,” The Economist, 5/6/17.
3Source: Bloomberg, 5/10/17.
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There are risks associated with investing, including possible loss of principal. Foreign investing involves special risks, such
as risk of loss from currency fluctuation or political or economic uncertainty.  This Fund focuses its investments in Europe,
thereby increasing the impact of events and developments associated with the region which can adversely affect
performance.  Dividends are not guaranteed and a company currently paying dividends may cease paying dividends at
any time.  Investments in currency involve additional special risks, such as credit risk and interest rate fluctuations.  As this
Fund can have a high concentration in some issuers, the Fund can be adversely impacted by changes affecting those
issuers.  The Fund invests in the securities included in, or representative of, its Index regardless of their investment merit
and the Fund does not attempt to outperform its Index or take defensive positions in declining markets.  Please read the
Fund’s prospectus for specific details regarding the Fund’s risk profile.

 

Investments focusing 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.

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

Bullish  : a position that benefits when asset prices rise.

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.

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.

Dividend yield  : A financial ratio that shows how much a company pays out in dividends each year relative to its share
price.

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

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.

10-year government bond yield  : Yields on the 10 year government debt security.

Equity premium  : the excess return that investors may receive over the risk free rate as compensation for taking on the
relatively higher risk associated with equit.

Earnings yield  : The earnings per share for the most recent 12-month period divided by the current market price per
share. The earnings yield (which is the inverse of the P/E ratio) shows the percentage of each dollar invested in the stock
that was earned by the company.

German 10-year bund  : a debt instrument issued by the German government with an original maturity of 10 years.

Basis point  : 1/100th of 1 percent.

Easy money policies  : Policies that have the goal of stimulating economic activity.

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.

Quality Factor  : Excess returns achieved by companies exhibiting higher quality or profitability vs the market. Typically
measured using operating profitability, return on equity and/or return on assets.&nbsp.

Cyclical sectors  : Consumer Discretionary, Energy, Industrials, Materials, Financials and Information Technology sectors.

Dividend  : A portion of corporate profits paid out to shareholders.

FTSE Developed Europe All Cap Index  : a market- capitalization index representing the performance of companies in
developed European markets, including UK.

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.
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