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An oft-repeated concern we hear from our clients is that as we enter the eighth year of

a bull market cycle, U.S. equity markets have become expensive. When we think about

consulting on portfolios for our clients, finding ways to reduce overall valuations is

always near the top of our list of priorities. Right now, one way investors can reduce

equity portfolio valuations is by increasing allocations to overseas stocks. 

 

While recent months have seen flows go into emerging market and Japanese exchange-traded

funds (ETFs), investors largely seem to be neglecting European stocks. This trend has

continued from 2016, when European equities were among the most unloved asset classes,

with over $23 billion in outflows for the year.1 

 

Performance of European Stocks Has Been Better Than Expected

 

However, outflows from European stocks may not have been justified by their performance.

T h e WisdomTree Europe Hedged Equity Index, which focuses only on dividend-

paying exporters, very quietly had a strong 2016. The index returned 9.99%, in perhaps

the most overlooked year of near double-digit returns imaginable. This performance may

be a surprise to many given the level of outflows from Europe ETFs over the last year.

 

In a way, the Index’s 2016 performance indicated a longer-term trend. The WisdomTree

Europe Hedged Equity Index was launched in July 2012. Since then, the Index has returned

a cumulative 79.7%—nearly as much as the S&P 500’s 84.4%.2 Given client concerns about

valuations in the U.S. markets (as each of the four major U.S. equity indexes have

reached new all-time highs in the past few weeks), one may think that this sustained run

of strong performance from the WisdomTree Index would also lead it to have lofty current

valuations. However, this is far from the case.

 

Valuation Opportunities Emerging in Europe, but Not Everywhere

 

Since its inception, the WisdomTree Europe Hedged Equity Index has traded at an average

of a 4% discount to the S&P 500.3 As of January 31, 2017, with the S&P 500 trading at a

21.6x price-to-earnings (P/E) ratio, the WisdomTree Europe Hedged Equity Index is only

trading at a 16.7x P/E ratio, a 23% discount. This valuation gap is close to the largest

it has been since the Index has existed.

 

P/E Ratio vs. S&P 500 Index
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Interestingly, the attractive valuations shown by the WisdomTree Index are not shared by

all European equities. In fact, over the same time period, the MSCI Europe Index has

historically traded at a level similar to the WisdomTree Index, averaging a 3% discount

to the S&P 500. As of this writing, the MSCI Europe Index is at 21.6x earnings, the same

level as the S&P 500, and actually at a premium to its historical relative average. 

 

What Is Causing This Discount: Better Underlying Earnings Growth

 

To be included in the WisdomTree Europe Hedged Equity Index, a company must derive at

least 50% of its revenue from outside of Europe. Being over-weight in the more export-

oriented sectors and under-weight in the domestically focused ones compared to most cap-

weighted indexes brings tilts toward the Consumer Discretionary, Industrials, Technology

and Consumer Staples sectors, while the two largest under-weighted sectors were

Financials and Energy.

 

Over the past five years, there has been a divergence in European equity earnings

growth. While each of the four largest over-weighted sectors for the WisdomTree Index

have had relatively good growth in their earnings, Energy and Financials have seen their

earnings contract over the past five years. 

 

Thus, even though the price level of the WisdomTree Index has risen, the relative

positioning of the Index has supported earnings growth and resulting valuations.

 

Returns Following Largest Valuation Gaps Have Been Promising

 

As mentioned earlier, the current 23% discount to the S&P 500 is one of the largest in

the short history of the WisdomTree Europe Hedged Equity Index. In fact, a discount of

this size has only happened in three months before, all in the past eight months (last

June, July and November). While this certainly doesn’t leave us with a tremendous amount

of history to analyze, the returns that followed each of these occasions have been very

encouraging. 

 

Since the valuation gap hit its all-time low of 25% last June, the WisdomTree Europe

Hedged Equity Index has returned 15.6%, outpacing the returns on the relatively more

expensive S&P 500 (which returned 9.9%) and MSCI Europe Index (which was up 7.2%).

Similarly, the WisdomTree Index’s returns since July and November have been strong as

well, having returned 9.1% and 6.7%, respectively.4 For standardized returns of the Wisdo
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mTree Europe Hedged Equity Index, click here.

 

Rebalancing Process Places Fundamentals above All Else

 

A key tenet of WisdomTree’s investment philosophy is the annual rebalancing, which

introduces a value discipline into the investment process. This is done by increasing

weights to companies that have improving fundamentals such as dividends or earnings

(even if their stock price falls) and reducing exposure to those with eroding

fundamentals. 

 

This process typically leads to a reduction in P/E ratio for the Indexes, so it is not

extraordinary to see a WisdomTree Index trading at a discount to a comparable cap-

weighted index. However, the current discount being offered by the WisdomTree Europe

Hedged Equity Index relative to the S&P 500 is uncharacteristically wide—and in the few

precedents we can refer to, the subsequent performance has been impressive. Investors

looking to help reduce the valuations in their own portfolios may be wise to take note

of this rare opportunity they are currently being presented.

 

 

1Bloomberg.

2Bloomberg, as of 1/31/17.

3FactSet.

4Bloomberg, as of 1/31/17.

 

Important Risks Related to this Article

Investments focused in Europe increase the impact of events and developments associated

with the region, which can adversely affect performance.

Hedging can help returns when a foreign currency depreciates against the U.S. dollar,

but can hurt when the foreign currency appreciates against the U.S. dollar.

 

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.

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

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.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

MSCI Europe Index    : A free float-adjusted market capitalization-weighted index

designed to measure the performance of developed equity markets in Europe.

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.

Rebalance  : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based

selection and weighting process on an annual basis.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.
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