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Green Shoots Appearing in European Economic DataGreen Shoots Appearing in European Economic Data

Macroeconomic data in Europe has been weak since the start of 2018. Global macro

headwinds linked to the U.S.—trade wars with China, coupled with domestic structural

issues such as tightening of emission regulations—are to blame.

Sentiment toward European equities is a weak point, shown by the record outflows of $8.1

billion from European-linked exchange-traded funds in the first 10 months of 2019.1

We believe investors’ loss of confidence is probably overdone.

Notably, European economic data is starting to stage a turnaround.

Figure 1: European Economic Data Starts to ImproveFigure 1: European Economic Data Starts to Improve

For definitions of Indexes referenced in the chart, please visit our glossary.

Early Lead of Early Lead of Small-Caps’Small-Caps’; Price Performance Could Signal Further Upside in; Price Performance Could Signal Further Upside in

Macroeconomic DataMacroeconomic Data

European small-cap stocks have historically tracked the annual change in eurozone

industrial production since 2000.

The chart below illustrates the annual change of industrial production in the eurozone

with a three-month lag plotted against the performance of small- versus large-cap

European stocks.

Figure 2: Small vs. Large Cap Stock Performance Compared to EU IndustrialFigure 2: Small vs. Large Cap Stock Performance Compared to EU Industrial

Production (3-month lag)Production (3-month lag)

WisdomTree WisdomTree BLOG ARTICLEBLOG ARTICLE

WisdomTree.com WisdomTree.com   1-866-909-WISE (9473)1-866-909-WISE (9473)

https://wisdomtree.com/glossary


The industrial sector constitutes the highest sector weight across European small caps

(22%) in comparison to large caps (11%). The improvement in price performance of small-

versus large cap European stocks has historically signaled a rebound in eurozone

industrial production.

Brexit Brexit and German Fiscal Boost—The Next Catalysts for European Small Capsand German Fiscal Boost—The Next Catalysts for European Small Caps

1. Improvement in Organization for Economic Co-operation and Development (OECD) leading

indicators

2. Additional fiscal easing from Germany

3. Easing of Brexit-related uncertainty as the odds of a no-deal exit reduces.

Brexit has been a considerable drag on small-cap performance. The U.K. is the largest

and oldest small-cap market in Europe, representing 33% of the small-cap universe in

Europe. As we receive more clarity on the path U.K. might follow in its departure from

the EU, this removes one major challenge to investor sentiment.

The next largest small-cap region is in Germany, at 11% of the European small-cap market

share. Europe’s largest economy has been hit hardest by trade, the Chinese slowdown, and

the ongoing U.S.-China trade wars. Germany has a continent-wide supply chain that

accounts for 29% of eurozone GDP. Its government recently announced a €54 billion ($59

billion) climate spending package aimed at reaching the 2030 emissions reduction target

on September 20, 2019. This is expected to be financed from existing surpluses in the

energy and climate fund, implying a minor net fiscal net boost of less than 1.6% of GDP.

We believe this is far from sufficient to fight the German economy’s downturn. We expect

the recent run of weak German economic data releases to eventually persuade the country

to unleash a more meaningful round of fiscal stimulus.

Small-Cap Stocks Are Not a Small-Cap Stocks Are Not a ValueValue Trap Trap

Further, European small-cap stocks are attractively valued compared to large caps. The p

rice-to-earnings ratio (P/E) of small- versus large-cap European stocks is trading at a

7% discount compared to its average since 2007. The estimated dividend yields for the MS

CI Europe Small Cap Real Time Index at 2.97% is in line with the average since 2007.

With the cautious outlook on Europe, investors have crowded into defensive sectors,

which constitute a larger proportion of large caps compared to small caps.2

Interestingly, the relative earnings momentum of small- versus large-cap European stocks

has started to improve over the second half of 2019, and this is clearly being reflected

in the outperformance of small- versus large-cap European stocks, which we believe is

still at a nascent stage.
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Figure 3: Small-Cap vs. Large-Cap European Price Performance vs. EarningsFigure 3: Small-Cap vs. Large-Cap European Price Performance vs. Earnings

Momentum 3-Month % ChangeMomentum 3-Month % Change

European small-cap stocks are known to be more inefficient than large caps, which offers

a greater possibility of alpha generation.

While sentiment remains weak across Europe, favorable valuations, positive earnings

momentum coupled with a slowly improving macro backdrop provides a timely opportunity to

invest in European small caps.

 

 

1Sources: WisdomTree, Bloomberg

2Small cap stocks are represented the MSCI Europe Small Cap Real Time Index and large-cap

stocks are represented by the MSCI Europe Large Cap Index.

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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