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RISING EURO HURTING EXPORTERS -
CAN SMALL CAPS BE AN ANSWER?
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Europe’s economy returned to growth in the second quarter, consumers have shown signs of
improvement, and the manufacturing surveys are pointing toward expansion. This
stabilization of the European economy 1is encouraging and a step toward alleviating a
major concern for the global economy, but the strength of the euro appears to be
hampering profits for some of the large-cap exporters. The Tuxury goods market is one
example that is front and center of this trend. Bain analyst Claudia D’Arpizio described
the strong euro as “totally negative for a Targe number of companies in the sector as

their consolidated balance sheet is in euro.”! This is the reverse of the Japanese trend,
where a weak yen has boosted profits for Tlarge exporters. When European Tluxury-goods
companies convert their revenues from outside Europe into a strengthening euro, it
Towers their growth and profits. Companies discussing the euro impacting their Tlatest
results include: e« Gucci parent Kering, which cited currency as contributing to a
decline in Q3 revenue. o LVMH Moét Hennessy - Louis Vuitton SA, which said, “the growth
in this year’s third quarter was significantly offset by a Tlarge negative currency
impact. .. The weakness of the yen, in particular .. resulted in a negative 6 percent

»2

impact. e The CEO of Luxottica Group SpA, which makes eyeglasses, said the company is

dealing with “unbelievable currency fluctuations”l this year in countries such as the
U.S. While exporters are often influenced negatively by a rising currency because of
their multinational focus, the revenue of small-cap companies 1is often focused more on
the Tocal economy. As of September 30, 2013, the top 10 constituents of the wisdomTree
Europe Smallcap Dividend Index had weighted average revenues of 80% from Europe and over
83% of the Index weight 1is composed of cyclical stocks. Small caps do not typically
export their products, but many still import raw materials and other goods from outside
Europe as part of their production process. Unlike exports, imported goods become
cheaper as the domestic currency appreciates against others, leading to an 1increase in
purchasing power, which ultimately increases profitability by Tlowering costs. Looking
to Small caps for Higher Beta Another benefit—if one believes Europe is recovering—is
that small caps are more sensitive to trends in the economy because of their cyclical
exposure. In other words, small caps often have higher beta-or market reactions—-to both
the ups and downs 1in the markets. These trends can be seen in the year-to-date
performance of Targe-cap versus small-cap stocks and indexes. In the chart below we
examine the year-to-date returns of the 10 Tlargest index constituents of the FTSE
Developed Europe Index (FTSE Europe), used to represent Targe-cap equities. For
comparison purposes we also chart the WwisdomTree Europe SmallCap Dividend Index (WTESC)
to represent European small-cap equities. Year-to-Date Performance
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For current
performance of the wisdomTree Europe SmallCap Dividend Index, please click here. o Small
Caps Have outperformed Large Caps - Collectively, WTESC has outperformed FTSE Europe
by 16%, but the return advantage is even more <impressive when comparing individual
large-cap stocks. WTESC has been able to outperform 8 out of 10 of the largest holdings
and has more than doubled the returns of half of the stocks. Obviously there are
differences in risks between an individual security and an index, but we still find it
important to note that some of the Targest-capitalization stocks 1in Europe have
underperformed a diversified basket of small caps by so much. o Large Caps Are More
Export Oriented - One potential reason for the performance Tag has been attributed to
the recent increase in the euro and the pound against developed and emerging trading
partners. As other currencies depreciate against the euro or pound, products sold by
companies 1in the respective countries become more attractive on the global market
compared to products sold by European exporters. o European exporters, such as software
provider SAP AG, German chemicals supplier BASF and French automaker Renault, have all
cited the recent currency strength as potentially negative for revenue and earnings.
small Caps Are More Local to Europe If data coming out of Europe continues to
improve, European small caps offer an interesting contrast to European large caps, and I
think they could continue to perform well even during periods of currency strength.
small-cap stocks of a particular region are often more domestically sensitive, deriving
more of their revenues from that region than their large-cap compatriots. How to Focus
on European Small Caps? The WisdomTree Europe SmallcCap Dividend Index is designed to
focus solely on dividend-paying European small caps. With potential euro strength
providing headwind for European exporters, it is important to consider the tools and
options available across European equity indexes. European small-cap stocks may be some
of the best positioned to benefit from a rebound in Europe’s economy and, at the same
time, sidestep the drawbacks of the recent currency strength. By contrast, if the
currency were to reverse course—i.e., the dollar were to start strengthening against the
euro—investors should consider these exporters that have underperformed, while at the
same time hedging the currency risk. For current holdings of the wisdomTree Europe

smallcap Dividend Index, please click here. lManuela Mesco, “Strong Euro Hits Luxury-

Goods Sector,” The wall Street 3Journal, 10/28/13. 2Anchalee worrachate and Alex webb,
“Euro Hedging Jumps as Europe Exporters Bemoan Gains: Currencies,” Bloomberg, 10/24/13.

Important Risks Related to this Article

Investments focusing on certain sectors and/or smaller companies 1increase their
vulnerability to any single economic or regulatory development. This may result 1in
greater share price volatility. Investments focused in Europe are increasing the impact
of events and developments associated with the region, which can adversely affect
performance. Investments in currency involve additional special risks, such as credit
risk and interest rate fluctuations.

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
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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. 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 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 1its
affiliates, nor Foreside Fund Services, LLC, or its 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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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

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.

small caps : new or relatively young companies that typically have a market
capitalization between $200 million to $2 billion.

WisdomTree Europe smallcap Dividend Index : A fundamentally weighted index meant to

measure the performance of small-cap European dividend-paying equities weighted by cash
dividends paid.

Cyclical stocks : Refers to stocks in the Consumer Discretionary, Energy, Industrials,
Materials, Financials and Information Technology sectors.

Purchasing power parity : Academic concept stating that exchange rates should adjust
so that equivalent goods and services cost the same across countries, after accounting
for exchange-rate differences.

Beta : 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 1investment 1is more

volatile than the benchmark.

as a futures contract.
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