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Europe’s economy experienced six straight quarters of negative economic growth—or

contraction—before returning to a positive growth rate—or expansion—in the second

quarter of 2013. The recovery in Europe has been supported by accommodative monetary

policy, low inflation and a moderation in fiscal austerity. Consumer spending has

improved and manufacturing surveys are pointing toward expansion. This stabilization of

the European economy is encouraging, and many have begun to look for investment

opportunities emanating from this nascent recovery. Early Stages of Economic andEarly Stages of Economic and

Earnings RecoveryEarnings Recovery One reason to have a positive view on European equities is that the

current stage of the economic cycle—being very early in the economic recovery—may imply

the earnings cycle is about to also shift into a higher gear. We graphed year-over-year

growth in the economy against the MSCI Europe Index earnings per share to highlight how

Europe’s earnings have responded to growth or contraction in the economy over the last

10 years. The picture shows a tight correspondence of earnings levels with growth and

contraction in the economy. Figure 1: Figure 1: EurozoneEurozone Economic Growth and Earnings Growth Economic Growth and Earnings Growth

for MSCI Europe Indexfor MSCI Europe Index   

 • Earnings CycleEarnings Cycle

Just Getting StartedJust Getting Started – It is important to remember that Europe’s economy is just

starting to show signs of growth, and this recovery has not shown up in the earnings of

corporations yet—at least on a trailing 12-month basis. Generally speaking, if an index

has a lower estimated price-to-earnings (P/E) ratio compared to its trailing P/E ratio,

the forecast is calling for earnings growth. This pickup in earnings expectations for

the MSCI Europe Index can be witnessed in the difference between the estimated and

trailing 12-month P/E ratios of 19.6x and 14.6x, respectively. But trailing 12-month

earnings for MSCI Europe would have to grow approximately 80% to reach the highs of

2007, and grow around 35% to reach the most recent highs of 2011. Putting this in

perspective, both the S&P 500 and MSCI Emerging Market indexes have already surpassed

their pre-recession earnings highs. • Economic Growth Expected to Turn PositiveEconomic Growth Expected to Turn Positive –
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The most recent quarter-over-quarter gross domestic product (GDP) print was positive

0.3%, and it marked the first positive growth in six quarters, but the year-over-year

change was still negative 0.6%1. Since the second-quarter GDP reading, there have been

improvements in the Purchasing Managers’ Index (PMI), with multiple readings above 50,

typically a sign of economic expansion. As a result, many economists are forecasting the

eurozone to return to positive economic growth early next year. A positive economic

growth environment could be expected to flow through to better growth in earnings. SmallSmall

Caps for RecoveryCaps for Recovery If one believes Europe is recovering, I’d encourage a look at small-

cap companies, which are more sensitive to trends in the economy because of their

cyclical exposure and are typically more highly leveraged to economic growth. In other

words, small caps often have higher beta—or market reactions—to both the ups and downs

in the markets. As I previously wrote here, European small caps have outpaced large caps

year-to-date, and some of the outperformance can be attributed to a stronger euro

hurting the large-cap exporters. Small caps are more domestically sensitive, deriving

more of their revenues from a particular region than their large-cap compatriots, which

allows them to sidestep the drawbacks of the currency strength. WisdomTree has designed

the WisdomTree Europe SmallCap Dividend Index to focus solely on small-cap dividend-

paying equities in Europe. To learn more, click here. Read the full research here.   1As

of 06/30/2013.

Important Risks Related to this ArticleImportant Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation

or political or economic uncertainty. Investments focused in Europe are increasing the

impact of events and developments associated with the region, which can adversely affect

performance. Investments focusing on certain sectors and/or smaller companies increase

their vulnerability to any single economic or regulatory development. This may result in

greater share price volatility.

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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

Monetary easing policiesMonetary easing policies  : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

InflationInflation  : Characterized by rising price levels.

AusterityAusterity  : Policies used by governments to reduce budget deficits during adverse

economic conditions.

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

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

Earnings per shareEarnings 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.

Eurozone (EZ)Eurozone (EZ)  : Consists of the following 18 countries that have adopted the euro as

their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,

Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia

and Spain (source: European Central Bank, 2014).

Trailing 12-month earningsTrailing 12-month earnings  : is the sum of a company’s earnings for the previous 12

month.

S&P 500 IndexS&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 Emerging Markets IndexMSCI Emerging Markets Index  : a broad market cap-weighted Index showing performance

of equities across 23 emerging market countries defined as “emerging markets” by MSCI.

Gross domestic product (GDP)Gross domestic product (GDP)  : The sum total of all goods and services produced

across an economy.

Purchasing Managers’ Index (PMI)Purchasing Managers’ Index (PMI)  : An indicator of the economic health of the

manufacturing sector. The PMI is based on five major indicators: new orders, inventory

levels, production, supplier deliveries and the employment environment. A reading above

50 indicates an expansion of the manufacturing sector compared to the previous month;

below 50 represents a contraction while 50 indicates no change.

Small capsSmall caps  : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

BetaBeta  : 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.

Large-Capitalization (Large-Cap)Large-Capitalization (Large-Cap)  : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.
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