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HOW A QUALITY APPROACH TO EUROPE
PAID OFF OVER THE LONG TERM

Jeremy Schwartz — Global Chief Investment officer
06/15/2017

European markets are garnering attention again in 2017. Most of the flows have targeted
broad beta benchmarks in simple execution of a regional allocation. For Tlonger-term and
strategic allocators who will hold positions 1in Europe for many years, WisdomTree
believes focusing on a factor approach for European markets can add significant value
and address some of the concerns investors might still have regarding the current set of
stocks with high exposures in traditional market cap-weighted indexes.

Long-Term Returns to a Quality Approach

A growing line of academic research has focused on the “guality factor.” The Fama and Fr
ench three-factor model, which started off Tlooking at just beta, size and value as three
principal drivers of returns, added quality as a key additional factor that can
influence returns. But what do we and Fama and French mean by “quality”? If we look to
their formal definition, profitability is described as “annual revenues minus cost of
goods sold, interest expense and selling, general and administrative expenses, all
divided by book. we call this variable operating profitability, opP, but it is operating

profitability minus interest expense.”!

The simpler variable and term people will be familiar with: return on equity (ROE) or
profits over equity.

That is the same variable warren Buffett often focuses on when he describes companies he
is most interested in acquiring that deliver high ROE with Tittle debt.

when we Took at the returns to the European markets over the Tlast 30 years, in the
large-cap space, the difference between Targe-cap high-quality stocks and large-cap Tlow-
quality stocks 1is substantial: on the order of almost 7 percentage points per year. This
lTeads to a dramatic Tong-term chart for European high-quality firms compared to European
Tow-quality firms.

Long-Term Returns to European Quality (ROE)
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Sourca: Fama and Franch, 6/30M1990-3/31/2017 . Past performance is not indicative of future rasults. You
cannot invest directly in an index. Index performance assumes reinvestment of dividends but does not
reflect any management fees, transaction costs or other expenses that would be incurred by a portfolio or
fund, or brokerage commissions on fransactions in fund shares. Such fees, expenses and commissions
could reduce returns.

For definitions of indexes in the chart, visit our glossary.
5x5 Matrix of Size and oOperating Profitability

Fama and French have a 25-portfolio matrix where they show the returns for operating
profitability across size segments. One of the most noticeable observations is how the
returns to the Towest operating profitability segment are a sharp drop-off from even
just the Tow operating profitability segment above it. That means some of the greatest
advantages are found by just avoiding the junkiest profitable companies.

ating Profits

| OpetingProfits |
_Lowest | _low | Mid | High | Highest

9.18%

10.17% 10.46%

8.38% 10.50%

Size Segment

7.53% 9.57% 9.13% 9.18%

7.35% 7.76% 6.26% 8.57%

Sources; WisdomTree, Fama and French, 6/30/19%0-3/31/2017.
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where are these bottom-quintile ROE companies today? Predominantly among financials,
energy companies, materials and industrials.

Bottom-Quintile ROE Sector Market Cap Breakdown
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Sources: WisdomTree, FactSel as of 312117 Shows the percentage breakdown by market
capitalization of the lowest-gquintile return on equity for the MSCI Europe Index. Past
performance 13 not indicative of future resulis. You cannot invest directly in an index. Index
performance assumes reinvestment of dividends but does nat reflect any management fees,
fransaction costs or ather expenses that would be incurred by a portfolio or fund, or brakerage
commissions on ransactions in fund shares. Such fees, expenses and commissions could
reduce retumns.

wisdomTree created its Europe Quality Dividend Growth Index in 2014, and it was designed
to avoid the exposures in the bottom quintile of profitability shown above. when we Took
at different profitability buckets today for the MSCI Europe Index contrasted with
wisdomTree’s approach, you can see how WisdomTree shifts the weight in exposures toward
the top half of the market on a profitability metric 1like ROE.
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Sources: WisdomTree, FactSet, as of 33117, Past performance is not indicative of future results. You cannot invest

directly in an index. Index performance does not represent actual fund or portfolio performance. A fund or portfolio
may differ significantly from the securities included in the index. Index performance assumes reinvesiment of
dividends but does not reflect any management fees, transaction costs or other expenses that would be incurred by
a portfolio or fund, or brokerage commissions on transactions in fund shares. Such fees, expenses and
commissions could reduce returns.
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The returns of the wisdomTree Europe Quality Dividend Growth Index and the ETF that trac
ks it after fees and expenses, EUDG, have been competitive since the Taunch of the Index
three years ago—compounding average annual returns for both at more than 200 basis point
s (bps) per year ahead of the traditional market cap index. The research by WwisdomTree
and academics such as Fama and French shows that operating profitability can be an
important factor 1in driving Tlong-term returns. As investors position for a rebound in
the long-term performance of European markets, we’d advocate for considering a quality-
driven approach.

WisdomTree Europe Quality Dividend Growth Fund 6.13% 2.00%
WisdomTree Europe Quality Dividend Growth Index 7.80% 2.54%
MSCI Europe Index -0.21% -0.07%

Sources: WisdomTree, Bloomberg, 5/30/14-5/30/17

Performance is historical and does not guarantee future results. Current performance may be lower
or higher than quoted. Investment returns and principal value of an investment will fluctuate so that
an investor's shares, when redeemed, may be worth more or less than their original cost,
Performance data for the most recent month-end is available at www.wisdomtree.com.

WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the
Fund. Total returns are calculated using the daily 4:00 p.m. EST net asset valug (NAV). Market price returms
reflect the midpoint of the bid/ask spread as of the close of trading on the exchange where Fund shares are
listed. Market price returns do not represent the returns you would receive if you traded shares at other times,
Index performance does not represent actual fund or portfolio parfermance. A fund or portfolic may differ
significantly from the securities included in the index. Index perfformance assumes reinvestment of dividends
but does not reflect any management fees, transaction costs or other expenses that would be incurred by a
portfalio or fund, or brokerage commissions on transactions in fund shares. Such fees, expenses and
commissions could reduce returns.

Please click here for standardized performance of EUDG

lsee, for instance, the Fama and French paper “A Five-Factor Asset Pricing Model.”

Important Risks Related to this Article

There are risks associated with investing, including possible Toss of principal. Foreign
investing 1involves special risks, such as risk of loss from currency fluctuation or
political or economic uncertainty. This Fund focuses 1its investments in Europe, thereby
increasing the impact of events and developments associated with the region, which can
adversely affect performance. Dividends are not guaranteed, and a company currently
paying dividends may cease paying dividends at any time. Investments in currency involve
additional special risks, such as credit risk and interest rate fluctuations. As this
Fund can have a high concentration in some issuers, the Fund can be adversely impacted
by changes affecting those issuers. The Fund invests in the securities included in, or
representative of, its Index regardless of their investment merit, and the Fund does not
attempt to outperform its Index or take defensive positions in declining markets. Please
read the Fund’s prospectus for specific details regarding the Fund’s risk profile.

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
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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 1indicative 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 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 qinternal 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 idinvestment 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.
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DEFINITIONS

Beta benchmark : cCharacterized by measuring the performance of a particular universe of
equities without attempting to utilize selection and weighting to generate differences
in performance relative to this universe.

Factor-based : strategies that focus on groups of firms thought to share common
attributes, be it in terms of their fundamentals or their share price behavior.

value : cCharacterized by lower price levels relative to fundamentals, such as earnings
or dividends. Prices are Tower because investors are less certain of the performance of
these fundamentals in the future. This term is also related to the value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

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.

Quality : cCharacterized by higher efficiency and profitability. Typical measures include
earnings, return on equity, return on assets, operating profitability as well as others.
This term 1is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

Quality Factor : Excess returns achieved by companies exhibiting higher quality or
profitability vs the market. Typically measured using operating profitability, return on
equity and/or return on assets.&nbsp.

Fama-French : Refers to a factor-based model to describe stock returns developed by
Eugene Fama and Kenneth French. Their original three-factor model breaks down the
components of stock returns to market risk, company size and book to market ratio, or
value. &nbsp.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much
profit a company generates with the money shareholders have invested.

MSCI Europe Index : A free float-adjusted market capitalization-weighted index
designed to measure the performance of developed equity markets in Europe.

Average Annual Returns : Mean of annual yearly returns for the historical period

Basis point : 1/100th of 1 percent.
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