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As of this writing, the market was still adjusting to the new administration of

President Donald Trump. It is difficult to form reasoned conclusions about how assets

should be allocated, given the number of different policy concerns yet to be specified

and decided.

 

Import Tariffs = Great Headline, Frightening Policy

 

One thing we’re hearing a lot about is tariffs or a border adjustment tax. With Trump’s

protectionist rhetoric, it would seem we’re heading to some type of additional taxes on

imports. While questions (When? With which specific countries? And with which specific

details or provisions?) remain to be figured out, it’s worth analyzing the WisdomTree Eu

rope Hedged Equity Index with this thought in mind, as well as considering the balance

of other risks that may be on the table. 

 

Valuation: The Starting Point

 

Looking at the estimated price-to-earnings (P/E) ratio of the WisdomTree Europe Hedged

Equity, MSCI EMU and MSCI Europe Indexes, there is a discount of approximately 16% to

17% compared to that of the S&P 500 Index.1 With U.S. markets at or near record highs,

we’re seeing more and more investors considering taking a portion of these profits and

thinking about markets outside the U.S.

 

Relative valuation, therefore, is the point that begins the European equity

conversation. 

 

Risk #1: A Trump Import Tax Plan

 

Given concerns about Trump’s import tax threats, an important point of comparison among

European-focused investments regards how much revenue is actually coming from the United

States.

 

Tilting toward Exporters Appeared to Place Bigger Relative Emphasis on Emerging

Markets
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Nearly 9% More Revenue from Emerging Markets:       Besides shifting the focus away

from Europe, the biggest tilt to exporters from Europe was nearly 9% more revenue

coming from emerging markets with the WisdomTree Europe Hedged Equity Index than

either the MSCI Europe or MSCI EMU Indexes. Most of this difference came from

approximately 2% to 3% more revenue from Brazil, 1.5% to 2% more from China and 2%

more from Mexico.

Approximately 2.5% to 5% More Exposure to Revenues from the U.S.: As can be

seen, there is greater emphasis on revenue from the U.S., but there is less relative

difference there than what we noted for emerging markets. 

Similar Revenues from the UK: With the British pound trading at a level of $1.24

as of this writing,2 it raises an important question relating to any exports to the

UK becoming more expensive. The WisdomTree Europe Hedged Equity Index and MSCI EMU

Index had a very similar level of revenue from the UK. The MSCI Europe Index had

approximately twice as much given that it is the only Index of the three shown with

constituents from within the UK.

Exporters Are in the    Market Capitalization-Weighted  Benchmarks:  We should

also note that the strategy of “tilting toward exporters” does not focus on smaller,

more esoteric European companies. The weight of the commonly held firms in the MSCI

EMU Index is almost 50% and almost 25% in the MSCI Europe Index, notably lower due

to large markets such as the United Kingdom and Switzerland not trading in euros and

not being eligible for inclusion in the WisdomTree Europe Hedged Equity Index.3

This revenue analysis shows that the true risk to an export-oriented approach may well

be Europe’s relationship with emerging markets rather than with the United States.

 

Risk #2: Tilting toward Exporters Represents a Double, Riskier “Bet” on Currency

 

In the world of currency hedging, there are nearly as many rumors as there are

competitors. In our opinion, it’s important to always return to the live data to

indicate what it shows.

 

Live Risk vs. Return Analysis
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With approximately four and a half years of live history on the books for the WisdomTree

Europe Hedged Equity Index, we can evaluate the risk versus return trade-offs

demonstrated in real time compared to other hedged indexes focused on Europe. 

 

WisdomTree Europe Hedged Equity Index:     From inception to February 28, 2017,

average annual returns were 14.44%, while average annual risk was 14.02%. 

MSCI EMU 100% Hedged to USD Index: Over this same period, average annual returns

were 13.05%, while average annual risk was 13.19%.

MSCI Europe US Dollar Hedged Index: Finally, this Index displayed average annual

returns of 11.54%, with average annual risk of 10.58%.

 

On a cumulative basis, that means that the WisdomTree Europe Hedged Equity Index ended

the period approximately 10% ahead of the MSCI EMU 100% Hedged to USD Index, and 21%

ahead of the MSCI Europe US Dollar Hedged Index. “Risk” covers both upward and downward

movements, it is important to recall.

 

Overall Risk/Return Compared to Market Capitalization-Weighted Benchmarks

 

Larger Risks to Europe

 

The WisdomTree European exporter Index delivered similar levels of risk, with moderately

higher returns over this period. The evidence doesn’t support statements that tilting

toward exporters dramatically increases the risk of a strategy focused on European

equities, and if anything we think chances are that it reduces risk going forward. The

larger risks to Europe as we see them could include:
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Whether or not the issues in the Financials sector of various countries (most

recently Italy) are truly behind us. Tilting toward exporters has historically led

to an under-weight in the Financials sector compared to market capitalization-

weighted approaches.

Whether or not Brexit will be smoothly executed with minimal disruption to the

business community. Investors will need to determine whether they prefer to include

the UK or to focus the eurozone only for the way in which they decide to capture

their European equities.

Whether different election results in 2017 will ultimately prove supportive to

markets and result in more euro currency weakness. Tilting toward exporters does

emphasize any incremental boost to earnings that may come from such weakness, but

it’s important to further note that market capitalization-weighted exposures also do

tend to include the largest of these multinational companies.

 

Once investors decide whether the valuation of European equities compared to U.S.

equities warrants an allocation, we believe tilting toward exporters provides European

equity exposure that looks well positioned to weather the happenings of Europe in 2017. 

 

 

 

1Source: Bloomberg, with data as of 2/28/17.

2Source: Bloomberg, with data as of 2/28/17.

3Source: Bloomberg, with data as of 2/3/17.

 

Important Risks Related to this Article

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.

 

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

with the region, which can adversely affect performance.

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

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.

Estimated P/E ratios  : Share price divided by estimated 12-month earnings per share.

Lower numbers indicate an ability to access greater amounts of estimated 12-month

earnings per dollar invested.

MSCI EMU Index : A free float-adjusted market capitalization-weighted index designed to

measure the performance of the markets in the European Monetary Union.

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

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

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.

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.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

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

the possibility that Britain will withdraw from the European Unio.
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