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In a previous blog I wrote about European banking institutions’ high leverage ratios
that Tleave them vulnerable to higher capital thresholds and, potentially, equity
dilution as their leverage ratios come down over time. The European Central Bank (ECB)
recently published 1its semi-annual Financial Stability Review, which also highlights
some areas of concern. Below are a few key quotes from the report that address some of
the concerns the region faces.

outlook for Growth Subdued

The prospects for the euro area remain well below those for international peers—
including major advanced and emerging market economies. Restoring
competitiveness is vital for a number of countries within the euro area, with
policies needed to ensure sufficient responsiveness in wages and prices, as well as to
boost productivity.

I have argued before that I feel the euro remains relatively high compared to the U.S.
dollar and that it would be helpful for peripheral countries’ competitiveness, were it
to weaken. It 1is clear that many of the peripheral countries need structural Tabor
reform to increase productivity, but this can take time to accomplish. A weaker currency
could potentially give more immediate relief by making exported goods more attractive on
the global market.

concerns Remain over Bank Profitability

Further declines 1in bank profitability, Tinked to credit Tlosses and a weak
macroeconomic environment.

This concern is highlighted as the number one key risk to euro area financial stability
in the ECB’s report. The European economy has contracted for five consecutive quarters,
bank Tending remains tight, and the unemployment rate continues to trend higher.
Recently Towered interest rates might help bank lending, but the Tower rates may also
compress net interest margins. While many of these risks are known and-one could argue-—
already factored into prices, we may see more downside in bank profitability as a result
of the above conditions.

Financial Asset Quality Remains Unclear

Concerns—justified or not-related to the Tlack of information available to
evaluate banks’ asset quality weigh on the entire euro area banking sector.

It is almost +impossible to know exactly what type of asset quality some financial
companies are holding until it is too Tate. The recent banking crises in Slovenia and
Cyprus both occurred quite rapidly, and there was Tittle to be done once the bailout
alarm had been sounded. Both countries had a few banks with large exposures to bad Toans
that continued to operate until their funding dried up as a result. At that point there
is no room for preemptive measures, but only reactionary ones to help stop the contagion
risks. Many dinvestors still do not feel comfortable with the assets on the broader
European bank balance sheets.

Increase in Non-Performing Loans May Lower Capital Ratios
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Particularly vulnerable are banks that are confronted with a significant
deterioration of asset quality with high and rising non-performing loan (NPL)
Tevels, and have Tow NPL coverage ratios and a weak profit and/or solvency base.

I previously highlighted these concerns in a blog where I compared the leverage ratios
between European and U.S. financials. Many European banks still exhibit high degrees of
leverage, and this Tleverage will need to come down over time. A potential increase in
non-performing loans does not help reduce leverage but instead can lead to Tower capital
ratios. Some European financials are Tikely to face serious headwinds, as they might be
forced to dincrease their equity capital and potentially dilute their existing
shareholders.

Mitigating the Financials Risk

The greatest potential opportunities are often found when conditions are least certain.
Not all banks are the same, and it 1is possible that certain European banks might add
value to a portfolio if one can mitigate the risks.

wisdomTree has devised two Indexes to measure the performance of equities, which we
believe ultimately mitigates the risk of a Financials sector exposure in Europe:

« WisdomTree International Dividend ex-Financials Index: This Index
focuses on dividend-paying companies within developed international equity
markets, specifically excluding the Financials sector.

e WisdomTree Europe Hedged Equity Index: This Index focuses on the exporters

of Europe, which tends to mean greater weights in Consumer Staples, Consumer
Discretionary and Industrials companies and less on Financials (which are a
large under-weight compared to standard European benchmarksl). we believe hedging

the euro also provides a Tower-volatility approach to this region, as we wrote here.

1as of 3/31/2013, the MSCI EMU Index had an approximately 20% weight in Financials,
whereas the WisdomTree Europe Hedged Equity Index had an approximate weight of 7% in
Financials as of the same date.

Important Risks Related to this Article

You cannot invest directly in an index. Foreign investing involves special risks, such
as risk of loss from currency fluctuation or political or economic uncertainty.
Investments focusing in specific regions or countries increase the impact of events and
developments associated with the region or country, which can adversely affect
performance. Investments 1in currency involve additional special risks, such as credit
risk and interest rate fluctuations. Dividends are not guaranteed and a company’s future
ability to pay dividends may be Timited. A company paying dividends may cease paying
dividends at any time.

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 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 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)

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.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal

wWisdomTree BLOG ARTICLE

DEFINITIONS

Net interest margin : A measure of the difference between the 1interest 1income
generated by banks or other financial institutions and the amount of interest paid out
to their Tlenders (for example, deposits), relative to the amount of their (interest-
earning) assets.

Contagion : Scenario where one negative event feeds into a strengthening cascade of
additional negative events. A singular bank failure could be an example in that once one
bank fails, customers at other banks will tend to try and withdraw their funds all at

once and adding stress to the overall banking system.&nbsp.

Non-performing loan : A Tloan that is in default or close to being in default. Many
Toans become non-performing after being in default for 90 days, but this can depend on
the contract terms.

WisdomTree International Dividend ex-Financials Index : Measures the performance
of high dividend-yielding stocks outside the financial sector. Selects the 10 Targest
dividend-paying stocks within each sector outside of financials, then the resulting Tist

is weighted by dividend yield.

WisdomTree Europe Hedged Equity Index : Index designed to provide exposure to
European equities while at the same time neutralizing exposure to fluctuations between
the Euro and the U.S. dollar. Constituents are European dividend-paying firms with a

lTeast 50% of their revenues from outside of Europe. Weighting is by cash dividends paid.
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