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Historically, one way to view the attractiveness of equities is to compare them to another major asset class: bonds. One
model for gauging equity valuations—dubbed the “Fed Model”—compares the earnings yield (E/P ratio, or the inverse
of the P/E ratio) to a long-term bond yield. There are clearly different risks associated with equities and bonds, but
essentially one is judging the relative value of one security against another. In the table below, I will look at the current

earnings yield, bond yield and the spread for the world’s 15 largest countries by market capitalization1 to get a sense of
relative valuation. • A higher earnings yield indicates a lower valuation because investors are essentially getting more
earnings per share, so countries that exhibit a higher earnings yield are more attractively priced compared to their own
history. • The same can be said about countries that have a higher earnings yield to bond yield spread; these countries
are currently selling at lower relative valuations compared to their own history in terms of asset classes. Figure 1:
Earnings Yields vs. Bond Yields 

 For definitions of indexes in
the chart, please visit our Glossary. • South Korea Had Highest Earnings Yield – With an earnings yield over 10%,
South Korea had the highest earning yield and the highest spread of all the countries listed above. It is also impressive
that the current spread is almost three times larger than its own 10-year historical median spread. The equities are
currently selling at lower valuations (higher earnings yield), and the bonds at higher valuations (lower yield), compared to
their own history. For those looking to accentuate a focus on the earnings yield as a potential indicator of a valuation
opportunity for South Korean firms, an earnings-weighted approach could be of particular interest when considering
different ways to build an Index of these stocks. • Japan Offers Attractive Spread – After so many years of deflation
and bear markets, it is not surprising that Japanese citizens’ stockpiles of cash have driven government bond yields to
such low levels, but I feel the sentiment is starting to change. Japanese households cannot be expected to shift into
equities overnight, but as inflation expectations increase, they should start to view the much higher earnings yield offered
by equities as a viable option. One possible incentive beside valuations are the newly created Nippon Individual Savings
Accounts (NISA) , which allow Japanese citizens to invest up to 1 million yen per year for at least five years, free of capital
gains and dividend taxes. These accounts were designed to encourage risk taking, so government bonds are not eligible
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for purchase in these accounts. At the end of the day, we believe that equities are attractive due to their potential
earnings growth, and with the depreciation of the Japanese yen, this explosive earnings growth is particularly evident
amongst exporters. • Germany and the United Kingdom Round Out Five – Two of the largest European economies,
Germany and the United Kingdom, currently have a higher earnings yield than most of their global peers. Compared to
the United States, each has an earnings yield advantage of over 1%, and their current spread is 2% and 1%, respectively,
higher than the U.S. With both countries being among the top economies for the European region, it is interesting they
also have some of the lowest current valuations compared to U.S. and global peers. We feel this further confirms that
there is opportunity in Europe. And for those looking to maintain diversification, it is important to recognize that many
German and British firms are global in nature—meaning their revenues come from all different regions of the world.
Continued Rotation Back into Equities Since the financial crisis, global interest rates around the world have remained
low, ultimately driving down bond yields. Now that growth has stabilized and expectations are beginning to increase,
investors are looking for options outside of fixed income to potentially participate in this growth. Unlike fixed income,
which by definition offers a fixed payment of interest over time and no growth potential, equities have the potential to
see earnings or dividends grow over time. I would point investors looking for equity exposure to countries with higher
earnings yields compared to their historical medians and also toward countries with high earnings yield spreads.  
1Excluding China.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or economic uncertainty.
Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates rise. In
addition, when interest rates fall, income may decline. Fixed income investments are also subject to credit risk, the risk
that the issuer of a bond will fail to pay interest and principal in a timely manner or that negative perceptions of the
issuer’s ability to make such payments will cause the price of that bond to decline.

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.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2013/11/27/equities-identifying-the-best-opportunities-on-earnings-yield-basis


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

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.

Bond yield  : Refers to the interest received from a bond and is usually expressed annually as a percentage based on its
current market value.

Relative value  : The relationship between a particular attribute, e.g., a dividend, and the firm’s share price compared to
that of another firm.

Spread  : Typically refers to a difference between a measure of yield for one asset class and a measure of yield for either a
different subset of that asset class or a different asset class entirely.

Market Capitalization  : 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.

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.

Earnings per share  : Total earnings divided by the number of shares outstanding. Measured as a percentage change as
of the annual Index screening date compared to the prior 12 months. Higher values indicate greater growth orientation.

Deflation  : The opposite of inflation, characterized by falling price levels.

NISA  : Nippon Individual Savings Account. Nippon is the Japanese word for Japan.
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