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CAN EUROPE’S DISMAL DECADE TURN
AROUND?

Jeremy Schwartz — Global Chief Investment officer
10/22/2019

European stock markets are currently having their worst 10-year stretch for relative

returns compared with the u.S. stock market in 40 to 50 years.l Despite continued Brexit

uncertainty weighing on sentiment, dinvestors might want to start paying attention to
European equities again.

Ever since the financial crisis, the U.S.’s role in global capital markets has become
increasingly dominant, with European equities compounding returns over 600 basis points
(bps) per year Tess than the S&P 500 Index’s returns over the most recent decade.
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Source: WisdomTree, as of 10/8/1%, beginning 1/1/98. Past performance is not indlicative of future results. You cannort invest directly in an index.

Anecdotally, we often hear that Europe’s inability to keep pace with the U.S. over the
past decade is caused by over-weight positions in banks, which have struggled in the
post-crisis environment, and the absence of firms comparable to the U.S. tech giants.

I examined this narrative by running an attribution report of the performance
differential for the MSCI USA Index compared with the MSCI Europe Index over the Tast
decade.

The attribution analysis was done in Tlocal currency terms for European markets because

if it had been measured in U.S. dollars, Europe’s underperformance would have been even
worse!

e The top contributing sector to Europe’s underperformance was Information Technology.
Europe had less than 4% weight on average in the Information Technology sector over
the Tast decade, compared with almost 20% in the MSCI USA 1Index. The U.S.
Information Technology sector returned 17% per year this last decade, 11 percentage
points ahead of the European markets as a whole. This explains over a quarter of the

total gap in average annual returns and illustrates the differences in composition
between each region’s equity market.

e The Financials sector was the next biggest contributor. while Europe had more weight
in financials, European financials lagged U.S. financials by almost 1,000 bps per
year for a decade. This toxic combination accounted for another quarter of the
annual returns gap.
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e Not all of the big U.S. tech firms are classified in the Information Technology
sector, however. Amazon 1is classified as a Consumer Discretionary company, while

Facebook and Google? are in the Communication sector. When you look at these two
additional sectors, they explain another quarter of the relative return gap between
the U.S. and Europe.

e In short, the Information Technology and Financials sectors made up approximately
75% of the outperformance of the U.S. market, while the other 25% is attributed to
the secular outperformance of U.S. stocks versus European stocks in basically every
sector outside Energy.

MSCI USA Index vs. MSCI Europe Index (8/31/09-8/31/19)

Sector Attribution
Attribution Components Average .Cate gory Category

Weights Performance

Category MSCI MSCI
===

Weight Return
Information Technology 063%  0.27%  0.85% 175%  1854%  373%  14.81%  17.41%  11.02%
Financials 0.49% 1.88% 1.67% 13.45% 2011% -5.66% 9.88% 0.88%
Comm. Services -0.13% 0.86% 0.77% 7.26% 6.94% 0.32% 16.31% 4.40%
Conzumer Discrationary 0.14%  048% 0.04% 0.66% 9.94%  B.38%  156%  18.12%  12.32%
Health Cars 0.05% 0 46% 0.01% 0.52% 13.85% 12.47% 1.38% 14.41%: 10.99%
Industrials -0.04% 0.40% -0.05% 0.32% 9.86% 11.60% -1.73% 13.88% 10.39%
Utilities 0.06% 0.36%  -0.14%  0.28%  319%  443%  -1.23%  1198%  4.48%

Fezal Estate 2.85E-05 0.09% 0.05% 0.14% 2.40% 1.16% 1.24% 15.62% 7.95%
Matzriale SOE05  031%  -019%  012%  3.27%  B11%  -485%  10.14%  676%
Energy 0.04% 0.06% 0.03% 0.12% 2.08% 9.27% -0.18% 331% 5.07%
Consumer Staples -0.16% 0.06% -0.03% -0.14% 9. 16% 13.81% -4 65% 12.45% 12.04%
Total 1.09%  5.23%  0.10%  6.22% 13.45%  7.24%

Sources: WisdomTree, MSCI, FactSet as of 8/31/2019. Past performance is not indicative of future results. You cannot invest

directly in an index. Subject to change.

Many value-minded investors may see this raw gap in relative returns and get attracted
to the potential for mean reversion.

In the 30 years prior to 1999, European markets had outperformed U.S. markets, even when

measured at the peak of the U.S. tech bubble.3 Sso, who is to say the uU.S. will always
outperform Tooking forward?

The higher returns in the U.S. were fully supported by underlying fundamental earnings
trends: European earnings contracted 23% cumulatively over the last decade while U.S.
earnings grew over 40%. The average annual growth rate differentials in these earnings
metrics 1is close to 6%, which 1is essentially the same difference 1in relative
outperformance between each equity market.

Earnings: S&P 500 Index vs. MSCI Europe Index (rebased to $100 as of 12/31/08)
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Sources: WisdomTres, MSCI, FactSet as of 10/8/19. Past performance is not indicative of future results. You cannot invest

directly in an index.

whether European markets are destined to mean revert and outperform the U.S. boils down
to expectations for relative earnings growth.

Some considerations:

e European banks have been under enormous pressure. Structural forces are weighing on
net interest margins, a key measure of bank profitability and lending activity, and
there is a Tlot of excess capacity 1in European banks, but Tow valuations make
consolidation very hard.

e Germany 1is being dragged down by a manufacturing sTowdown that corresponds to
weakness 1in global auto sales, global capital goods expenditures and especially
weakness 1in China.

e There also remains uncertainty around Brexit and how the United Kingdom will Teave
the European Union that casts another shadow over European markets.

A1l this uncertainty makes allocations to European equity markets quite hard, but also
potentially quite rewarding when the earnings outlook and sentiment -inflects more
positively.

The most immediate catalyst could be a resolution of global trade tensions, which has
hurt China, emerging markets and ultimately Europe as well.

Further, a change in fiscal spending from countries with surpluses such as Germany could
be a positive surprise that many may consider only a remote possibility today.

European investment strategies to consider:
e The wisdomTree Europe SmallcCap Dividend Fund (DFE) has high sensitivity to the local

economy in Europe, and we’d expect any impulse from more positive growth dynamics to
support small caps over large caps.

e WisdomTree also believes there’s reason for taking less risk when investing abroad
by using a currency-neutral approach, and the WisdomTree Europe Hedged Equity Fund
(HEDJ), mitigates exposure to fluctuations in the euro. Unless one has a
particularly bullish view on the euro itself, a blend of 50% HEDJ for large caps and
50% DFE for small caps may be an attractive combination that we have discussed
before.
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e Consider Towering exposure to financials. The wWisdomTree Europe Quality Dividend
Growth Fund (EUDG) 1includes profitability screens (return on equity and return on

assets) as well as long-term earnings growth expectations, resulting in very Tlittle
exposure to European banks that were battered over the last decade. Combining EUDG
with small caps is another 50/50 combination that can provide diversified factor
exposures to value, quality and size.

Unless otherwise stated, all data is from Bloomberg, WisdomTree and FactSet as
of October 8, 2019.

Isources: mMscI and wisdomTree research, as of 10/8/19.

Zplease note that Amazon, Facebook and Google are not held in any of the exchange-traded
funds mentioned in this post and are not eligible for inclusion, either.

3gased on wisdomTree and MSCI Index research, as of 10/8/19.

Important Risks Related to this Article

Diversification does not eliminate the risk of experiencing investment Tlosses. There are
risks associated with dinvesting, 1including the possible Tloss of principal. Foreign
investing 1involves special risks, such as risk of loss from currency fluctuation or
political or economic uncertainty. These Funds focus their 1investments 1in Europe,
thereby increasing the +impact of events and developments associated with the region
which can adversely affect performance. Dividends are not guaranteed, and a company
currently paying dividends may cease paying dividends at any time. Investments in
currency involve additional special risks, such as credit risk and 1interest rate
fluctuations. As these Funds can have a high concentration in some 1issuers, the Funds
can be adversely impacted by changes affecting those issuers. The Funds invest in the
securities included in, or representative of, its Index regardless of their investment
merit and the Funds do not attempt to outperform its Index or take defensive positions
in declining markets. Please read each Fund’s prospectus for specific details regarding
the Fund’s risk profile.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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 oOutlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors 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 1investments 1in 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 1indicative 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 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)
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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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