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Despite the surprise outcome of the recent British parliamentary election, investors contemplating what could have been
during a spring of political risk events should feel relatively comfortable about where we are as we head into the
summer. With the specter of the French election, the major European political risk event for the year, firmly in the
rearview mirror without an extreme-left- or right-leaning president, investors should be able to look past headlines and
focus on the fundamentals of European equities. We are far from the only ones coming to this conclusion, as a recent

cover of Barron’s even said to “Buy Europe” in the headline.1

 

Operating Leverage: Top-Line Growth to Bottom-Line Profits

 

One reason to look outside the United States is based on developed markets outside of the U.S. exhibiting higher
operating leverage—which means that growth in sales translates to earnings in a bigger fashion.

 

Operating Leverage Has Favored the Eurozone Relative to the U.S.

 

These charts show how changes in median sales growth transferred through the income statements of the index
constituents—in aggregate—into bottom-line earnings. In the eurozone, the median earnings growth to sales
growth ratio was much higher than what we saw in the U.S. over this 22-year period. 

 

Margins Have Favored the U.S., but Margin Growth May Favor the Eurozone

 

Trailing 12-Month Net Margin (4/30/1995–3/31/2017)
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Margin Reversion to Mean?

 

The U.S. has certainly experienced very strong profit margins relative to other regions for the better part of a decade. But
there are questions about how sustainable these levels are—or whether they can meaningfully improve from current
levels. If the eurozone can begin to grow its profit margins faster than the U.S., that’s something that would tend to favor
allocating to eurozone equities over U.S. equities. 

 

The Great Debate: How Should One Access Eurozone Equities Today?

 

The results of the French presidential election were quite helpful to improve sentiment and the perception of risk in
Europe. Money has flowed and is likely to continue to flow in that direction, but where it goes will tend to be influenced
by one’s opinion on a few big questions, including the two that follow.

 

To Take or Not to Take Exposure to the Euro/Dollar Exchange Rate?

 

To hedge or not to hedge? While the most common refrain that we hear from most investors is having little to no
expertise in currency, it is extremely tempting to try to time when you do (or don’t) want to have exposure to the euro
versus the U.S. dollar. Today, because many perceive former euro risk to be tied to the French presidential election,
many think that they should be “unhedged” and that the success of any eurozone investment must be “gift-wrapped”
with an appreciating euro. 

 

Our view is that too much bullishness on the euro near-term may be misplaced. Greece hasn’t been figured out.
Italian banks haven’t been figured out. The risks of Brexit’s ramifications should be even more apparent after the
hung Parliament result of last week’s election. The European Central Bank (ECB) is still printing money
aggressively, the deposit rate is still -0.40% and ECB President Mario Draghi continued his dovish stance in
comments after last week’s ECB monetary policy meeting. 

Without any clear view on the direction of the currency, we believe the true neutral position in the currency is to

start from a hedged position and only add in the euro if one is bullish on its potential for appreciation.2
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Is Europe a Play on Global Growth or Internal Growth?

 

Some of the eurozone’s largest companies derive a great deal of revenue from external regions, such as emerging
markets. Others are much more internally focused. A refrain that we tend to hear along this line is that the pessimism on
the eurozone itself was too extreme, there can be a recovery and the actual results may not be as negative as what was
initially thought. 

 

Our view is that a market capitalization-weighted index, like the MSCI EMU Index, is not providing exposure to
domestic Europe, as it will include large weights in large exporters. The WisdomTree Europe Domestic Economy
Index was designed so that every constituent must derive more than 50% of revenue from inside of Europe, making
the true exposure reflect what is happening inside of Europe as opposed to globally. The WisdomTree Europe
Hedged SmallCap Equity Index is also quite domestic in its focus, although it lacks the same revenue screening
requirement. Small-cap stocks are inherently domestic. 

 

Europe Should Be a Strategic Allocation

 

Recently, we have seen political turmoil rear its head in both the U.S. and in Brazil, and in the past few years we’ve
learned to continue to expect the unexpected. In our opinion, the long-term fundamental and valuation case for Europe
is strong, but political and geopolitical surprises always have the potential to cloud the short-term picture. Whether it is
from a currency-hedged starting point to focus on the valuation of stocks while neutralizing the impact of currency or the
more local domestic-focused position, WisdomTree offers unique tools to access a recovery in European markets. 

 

 

1Source: Vito J. Racanelli, “Europe on Sale: Time to Buy Foreign Stocks,” Barron’s, 5/13/17.

2Source: Bloomberg, as of 5/19/17.

Important Risks Re lated to th is Art ic le   

Investments focused in Europe increase the impact of events and developments associated with the region, which can
adversely affect performance.

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

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

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.

Eurozone (EZ)  : Consists of the following 18 countries that have adopted the euro as their currency: Austria, Belgium,
Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal,
Slovakia, Slovenia and Spain (source: European Central Bank, 2014).

Margins  : Focused on issues impacting the overall economic landscape as opposed to those only impacting individual
companies.

Hedge  : Making an investment to reduce the risk of adverse price movements in an asset. Normally, a hedge consists of
taking an offsetting position in a related security, such as a futures contract.

Unhedged  : Strategy that includes the performance of both the underlying asset as well as the currency in which it is
denominated. The performance of the currency can either help or hurt the total return experienced.

Bullish  : a position that benefits when asset prices rise.

Deposit Rate  : The rate parties receive for deposits at the central bank.

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.

MSCI EMU Index  : A free float-adjusted market capitalization-weighted index designed to measure the performance of
the markets in the European Monetary Union.
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