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Across the U.S., Europe, Japan and emerging markets, Financials have been the weakest-

performing sector so far this year. On March 10, 2016, Mario Draghi and the European

Central Bank (ECB) announced a fresh round of measures to help stimulate the European

economy: a cut to -0.40% for deposits held at the ECB; a reduction to 0% for the main

refinancing operations rate; an increase of €20 billion per month of quantitative easing

(QE); a broadening of bond eligibility to now include investment-grade, non-financial

corporate debt; and a new series of four targeted longer-term refinancing operations

(TLTRO II). While the impact of these policies on specific segments of the economy will

likely be uneven, European Financials have led the way lower, falling by nearly 25% year

to date before rebounding.1 In this piece, we focus on the challenges facing European

banks and introduce some tools we believe may help investors navigate uncertainty in the

current market environment.   Regulatory Reform Throughout history, banks have operated

within the uncomfortable intersection of monetary policy, politics and the real economy.

While this complicated balancing act will likely not change anytime soon, European

regulators have taken a variety of approaches in an effort to bring reform to the

banking system. Increased authority and oversight, enhanced capital adequacy

requirements and a desire by shareholders for banks to simplify their operations have

led to an arguably more stable financial system. Unfortunately, while many of these

programs may represent steps in the right direction, banking (particularly in Europe)

remains extremely complex. Additionally, while efforts have been made to apply a

singular set of rules and standards, a large degree of variation exists among banks of

different sizes and geographies. Therefore, during times of market stress, the worst is

assumed until rumors can be thoroughly disproven. To start 2016, new “bail-in”

provisions have been put into effect in the eurozone. Under these measures, private

sector creditors will be forced to absorb losses during bank failures before government

funds are made available. While these policies may serve as an important step in

limiting “too big to fail,” some questions remain about their operations during periods

of crisis.   Half-Empty vs. Half-Full While the European Central Bank (ECB) has been

among the most aggressive adopters of unconventional monetary policy, it remains

dependent on member banks to transmit its stimulus efforts to the real economy. On one

hand, access to credit via loans to small and medium-sized enterprises (SMEs), the

backbone of business in Europe, has increased while borrowing costs have declined. The

volume of new bank loans of less than €250,000 rose to €32 billion, up 16% year over

year.2 However, with a less-developed securitization market in Europe, concerns about the

impact of legacy nonperforming loans on bank capital adequacy ratios have given some

investors pause. In response, many analysts wonder if banks will be able to consistently

earn in excess of their cost of equity. Complicating matters further, these concerns are

not limited to small, regional players on the periphery. Given the propensity for large

banks to originate loans across the monetary union (often at higher rates), mega-cap

financials like Deutsche Bank, UniCredit and BNP Paribas have seen borrowing costs climb

as equity markets fell in recent weeks.3 While regulators appear confident in public that

the recovery remains on track, the uncertainty is clearly causing some investors to
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derisk their portfolios and ask questions later.   Financials vs. Nonfinancials MSCI

Europe ex Financials Index vs. MSCI Europe Financials Index         

 For definitions of

indexes in the chart, visit our glossary. Since the beginning of the year, financial

stocks in Europe have underperformed nonfinancial stocks by 10 percentage points. While

some may view the relative weakness of bank stocks as a buying opportunity, others may

be looking for ways to reduce exposure to European banks while maintaining exposure to

European or developed world equities.   Two Ways to Lighten Up on European     

Financials Many investors may know that the WisdomTree Europe Hedged Equity Fund’s

(HEDJ) underlying Index, the WisdomTree Europe Hedged Equity Index, which requires that

companies derive at least 50% of their revenue outside of Europe, tilts its constituents

toward European exporters. But by doing so, the rules-based Index typically under-

weights the Financials sector compared to traditional cap-weighted “beta” exposure to

eurozone stocks. As of March 10, 2016, this WisdomTree Index was under-weight European

Financials by 12 percentage points, while over-weighting companies in the Consumer

Staples, Industrials and Consumer Discretionary sectors.4 This is one of the reasons why,

for the first ten weeks of 2016, the WisdomTree Europe Hedged Equity Index outperformed

the MSCI EMU 100% Hedged to USD Index, which has a 21% weight in European Financials.5  

Year-to-Date Returns  WisdomTree Europe Hedged Equity Index vs. MSCI EMU 100%       

Hedged to USD Index 

For definitions of indexes in the chart, visit our glossary.   International

Applications For investors looking for a way to eliminate exposure to financial stocks

in the developed world outside the U.S., WisdomTree has also created the WisdomTree

International Dividend ex-Financials Index. This index strategy is designed to provide

exposure to high-yielding stocks outside the Financials sector in the developed world

outside the United States. Learn more about the WisdomTree International Dividend ex-

Financials Fund (DOO), which track this Index.         1Source: Bloomberg, as of 3/10/16.

2Source: ECB, 12/16. 3Source: Bloomberg, as of 2/15/16. 4Source: WisdomTree, as of

3/10/16. 5Sources: MSCI, Bloomberg, as of 3/9/16.

Important Risks Related to this Article

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
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political or economic uncertainty. Funds focusing their investments on certain sectors

may be more vulnerable to any single economic or regulatory development. This may result

in greater share price volatility.

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 effects

of varied economic conditions. As HEDJ can have a high concentration in some issuers,

the Fund can be adversely impacted by changes affecting those issuers. Due to the

investment strategy of this Fund, it may make higher capital gain distributions than

other ETFs. Please read each Fund’s prospectus for specific details regarding each

Fund’s risk profile.

 

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

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Investment grade   : An investment grade is a rating that signifies a municipal or

corporate bond presents a relatively low risk of default.

Corporate debt : Bonds a company issues in order to raise money.

Monetary policy   : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

Bail in   : an agreement whereby a portion of the debt due to some creditors is waived

during a period of financial stress.

Monetary stimulus   : refers to attempts to use monetary policy like lowering interest

rates or quantitative easing to stimulate the economy.

Credit : A contractual agreement in which a borrower receives something of value now and

agrees to repay the lender at some date in the future.

Small and medium-sized enterprises (SMEs)      : are non-subsidiary, independent firms

which employ fewer than a given number of employees. This number varies across

countries.

Non-performing loan   : A loan that is in default or close to being in default. Many

loans become non-performing after being in default for 90 days, but this can depend on

the contract terms.

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.

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.

MSCI EMU 100% Hedged to USD Index : represents a close estimation of the performance

that can be achieved by hedging the currency exposure of its parent index, the MSCI EMU

Index, to USD, the “home” currency for the hedged index. The index is 100% hedged to USD

by selling the EUR forward at the one-month forward rate. The parent index is composed

of large and mid-cap stocks across 10 Developed Market countries.
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