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Lately it has seemed easy to find reasons to avoid investing in European assets:

 

There have been many important dates in the Brexit process. The dates seem to come

and go, and no one has any clarity on exactly what will happen.

Last year, a populist government was formed in Italy—a country that has issued so

much debt that actually paying it back seems dubious.

Various political events—whether elections in Germany or riots in France—have

showcased an undercurrent of tension and potential for future instability.

 

While this list isn’t exhaustive, it hints at factors that affect investors when they

initially think about Europe.

 

Context Point One: Performance

 

Before my hands hit the keyboard, I know U.S. equities have outperformed European and

most global equities for a significant period of time.

 

However, within European equities, we have seen a divergence between European exporters

and the broader market. If investors succumb to thinking about these and other risks, it

may lead to less demand for the euro against other currencies, encouraging depreciation.

That could encourage further outperformance of these exporters.

 

For example:

 

European equities have started 2019 with outperformance over U.S. equities.

2018 was a rough period for risky assets globally, but European exporters

outperformed the broad market by more than 1.0%.

Since the launch of our Europe Hedged Equity strategy in July 2012, we’d bet that

many investors wouldn’t realize how close the performance of European exporters was

to U.S. equities.

 

Figure 1: European Exporters Have Outperformed over the Longer Term
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Context Point Two: Valuation

 

Looking at performance alone (and forgetting about things like the U.S. government

shutdown), it’s easy to make the case to invest in U.S. equities and harder to make a

case to invest in European equities. Of course, this would tend to mean that European

equities would be trading at far less expensive valuations than U.S. equities.

 

Bottom line: The most critical question to consider is whether the discounted valuation

of European equities eases concerns over the aforementioned risks.

 

After the last quarter of 2018, forward P/E ratios of the S&P 500 Index, the

WisdomTree Europe Hedged Equity Index and the MSCI EMU Index have all come down.

After a bit of recovery in January 2019, we see a range from 12.3x to 15.0x.

The difference between the forward P/E ratios of the MSCI EMU Index (12.3x) and the

WisdomTree Europe Hedged Equity Index (13.0x) comes down to the export tilt, which

leads to an under-weight in the Financials and Energy sectors. The Financials sector

within Europe is actually a single-digit forward P/E ratio sector as of this

writing.

 

Figure 2: Valuation Gap for European Equities Has Widened Relative to U.S.          

Equities
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Context Point Three: Exporters vs. Domestically Focused Firms

 

Memories are short. People may not remember the details of what happened in 2017. We can

settle for reminding investors that economic data in Europe was strong—and growing—and

the euro appreciated by 14% against the U.S. dollar.

 

The irony: At a time when everyone was demanding European investments and demanding

euros, it would actually have been more challenging than at present to make a case for

the outperformance of European exporters that are high-quality, global businesses

domiciled in Europe.

 

2018 was a transition in the euro-to-U.S. dollar exchange rate from the 1.23 to 1.25

range to the 1.13 to 1.15 range, where we remain today.

We can see from figure 3 that the export-oriented approach delivers outperformance

over the domestic company-focused approach to European equities when the euro is

trending toward weakness rather than strength. In 2017, a year of euro strength,

exporters were up 27.5% and the domestic companies were up 34.8%. In 2018, a year of

euro weakness (and, admittedly, risk-off sentiment), exporters were down 16%,

whereas the domestically oriented companies were down 24.2%.1 

 

Figure 3: A Weaker Euro Has Catalyzed Exporter Outperformance
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Conclusion: From Great Challenge Comes Great Opportunity

 

It’s easy to find flaws when making the case for European equities over U.S. equities

today. There is political risk in the U.S. and in Europe, but economic and earnings

growth in the U.S. tends to be enough (at least at present) to paper over some of the

risk. In Europe, there is currently nothing that can do that. At the same time, these

risks create valuation opportunities. If investors have time horizons extending three,

five or seven years into the future, it could make sense to be thinking of Europe from a

global allocation perspective.

 

 

1Returns represent the WisdomTree Europe Hedged Equity Index and the WisdomTree Europe Do

mestic Economy Index, measured in US dollars, due to a lack of the WisdomTree Europe Dom

estic Economy Index calculated in hedged terms.

 

For the top 10 holdings of HEDJ please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/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
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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

Brexit  : an abbreviation of “British exit” that mirrors the term Grexit. It refers to

the possibility that Britain will withdraw from the European Unio.

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.

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.

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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