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By Dan Weiskopf 
Access ETF Solutions 
Portfolios 

Interview series:  How “Structure Matters” in investing in ETFs 

 

Structure Matters: How First Trust AlphaDEX® process works for Europe  

 

Dan Weiskopf:   We are here today, with Ryan Issakainen who is Senior Vice-President and ETF Strategist at First Trust.  

Ryan is one of the key people who work behind the scenes to make sure that the strategies managed by First Trust work 

efficiently and effectively. 

 

According to some prognosticators, the outlook for Europe is improving. However, because of the political and economic 

complexities to Europe we expect ETFs offering an allocation to Europe will provide investors with materially different 

outcomes. In this interview, we focus on Europe, and use a sample list of six different ETFs that provide advisors direct 

exposure to Europe. Their symbols are IEV, FEZ, VGK, DFE, HEDJ, and of course, First Trust Europe AlphaDEX ETF, FEP.  

We potentially use all of these ETFs for different purposes and strategies in the Access ETF Solutions model strategies so 

this should not be considered and endorsement (See below current disclosure).   

 

Dan Weiskopf: Our first question for Ryan is the portfolio allocations across countries, sectors and market cap size are 

very different. How does the AlphaDex methodology work for Europe? 

 

Ryan Issakainen: The First Trust Europe AlphaDEX Fund (FEP) diverges from other broad Europe ETFs primarily due to 

the rules-based, multi-factor model by which FEP’s underlying index selects and weights its portfolio.  Rather than 

allowing the relative market capitalization of stocks in the index determine portfolio allocations, which is the model 

followed by most traditional index ETFs, the AlphaDEX methodology selects and weights stocks on the basis of 

investment merit. 

 

After establishing the universe from which the AlphaDEX methodology selects stocks, which in this case is the S&P 

Europe Broad Market Index (BMI), stocks are scored based on both a value model and a growth model.  The better of 

the two scores becomes the stock’s “selection score,” and the top scoring 200 stocks are selected for the index.  Value  
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and growth models are scored separately because of the intuition that there are different attributes that tend to drive 

performance for value stocks versus growth stocks. 

 

The value model scores stocks on three separate factors: price to book ratio, price to cash flow ratio, and return on 

assets.  The first two factors identify cheap stocks relative to certain fundamental measures (book value and cash flow).  

We think of return on assets as a good indicator of balance sheet quality.  Individually, these factors have been studied 

by academics for years, and a pattern of excess returns is associated with them.  We’ve found that when combined 

together, the consistency of the model improves.  Now, some people have argued that the so-called “value” anomaly, in 

other words, that cheaper stocks relative to book value or cash flow (or some other fundamental measure) tend to 

deliver excess returns, is based on additional risk that investors in those stocks are accepting.  However, we believe that 

a large portion of the excess returns associated with these factors are due to behavioral errors made by investors.  

Investor hopes and expectations are embedded in the price of stocks.  Expensive stocks tend to have lofty expectations, 

while cheap stocks tend to have low expectations.  So, when an expensive stock fails to meet expectations, it may be 

punished more than a cheap stock.  On the other hand, if the underlying fundamental performance of a cheap stock 

surpasses market expectations, it may be rewarded more than an expensive stock.  The model also recognizes that there 

are certain stocks whose low valuations are justified.  So, including return on assets as a factor is intended to favor 

cheap stocks with better sheet quality. 

 

The growth model, on the other hand, is built upon the foundation of the so-called “momentum” anomaly.  Once again, 

momentum is a factor that academics have studied for years.  What they’ve established is that, as counterintuitive as it 

may seem, stocks that have performed best in the recent past have a tendency to continue to outperform.  And so, the 

AlphaDEX growth model ranks stocks based on three month, six month, and twelve month price appreciation.  Similar to 

the value anomaly, it’s our view that much of the outperformance related to momentum is tied to behavioral mistakes 

made by investors.  In this case, investors hold on to a belief about the intrinsic value of a stock for too long, failing to 

fully appreciate certain fundamental improvements.   And so, if these fundamentals improvements persist, investors end 

up chasing stock prices higher.  In addition to the 3 momentum factors, the model also scores stocks based on 1-year 

sales growth.  This helps to identify companies whose momentum has fundamental underpinnings, rather than just 

market speculation.  And then, lastly, the growth model scores stocks based on price to sales ratios.  The purpose for 

this valuation factor is to help temper the price multiple that certain momentum stocks can trade at. 
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The First Trust Europe AlphaDEX Fund applies this methodology to the S&P Europe BMI universe.  Value stocks are given 

a “value” score, and growth stocks are given a “growth” score.  The 200 highest scoring stocks are then included in the 

portfolio, with weightings determined by how well stocks scored in the model.  The end result, when compared with 

other traditional market cap weighted indices, is a portfolio that favors stocks that have the value and growth 

characteristics I described, as opposed to a portfolio that favors stocks that are have already grown to be the largest 

companies in Europe or another market segment. 

 

Dan Weiskopf:   There's been a lot of talk about the label “Smart Beta” and your AlphaDex family of funds meets the 

criteria. Should investors look at these funds as Beta or Alpha products?  

 

Ryan Issakainen:  My personal opinion is that “Smart Beta” is a catchy marketing slogan, but I’m not sure how helpful it 

is in establishing a category for ETFs, especially if the category is simply defined as any ETF tracking a non-market cap 

weighted index.  The underlying indices for ETFs that have been labelled by some as “smart beta” are radically different 

from one another. 

 

We decided to call our funds AlphaDEX because they follow a systematic, rules-based process that attempts to extract 

better risk-adjusted returns, or alpha, for investors than traditional market-cap weighted benchmark indices. 

 

Dan Weiskopf:   When an investor is looking at comparing ETFs, how should they be analyzing how your alpha 

methodology might work for the complex circumstances in Europe? When we look at ETF structure to target Europe, we 

see significant dispersions of allocation across countries and sectors. The AlphaDEX fund, for example, is about equally 

overweighted towards France and the UK at about 18 percent. And then Germany is 10 percent, and Italy is eight.  

 

The range on the allocation towards France, on our sample of ETFs, is structured very broadly, The WisdomTree (DFE) 

and StateStreet (FEZ) are outliers with allocation to France of 3 and 36 percent, respectively. These are material 

differences that will lead to different outcomes. How do you go about allocating across country? 

 

Ryan Issakainen:   Great point.  Three of largest ETFs in the group that you mentioned at the start of the interview 

follow market cap weighting methodologies, and two others are weighted based on dividends.  For FEP, the AlphaDEX 

methodology is applied to the S&P BMI Europe Index, and weightings are determined based on how well each individual 

stock scores in the model.  To avoid extreme overweights to any specific country or sector, the model limits overweight  
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allocations to any single country or sector at 15 percentage points relative to the benchmark.  In other words, 

weightings are determined primarily at the individual stock level, rather than some sort of top-down, macroeconomic 

analysis of the relative merits of each country, with some guardrails in place. 

 

Dan Weiskopf:   But each of the countries, I have to believe, have different strengths and weaknesses and different 

accounting valuations. How is it that, as an example, you’ve got very equal, almost equal sector allocations at about 

18%?  

 

Ryan Issakainen:  Sector and country allocations are determined solely by how the index rules select and weight 

individual stocks from the starting universe.  There is no subjective overlay on the part of First Trust that guides 

allocation decisions beyond that, which is something that many users of our AlphaDEX ETFs appreciate.  You can run into 

trouble when you try to outsmart the model. 

 

Dan Weiskopf:   How often do you rebalance? 

 

Ryan Issakainen: The underlying index for the First Trust Europe AlphaDEX fund, like all our international AlphaDEX 

funds, is reconstituted and rebalanced twice a year.  The fund, of course, makes portfolio adjustments to coincide with 

those changes.  This is slightly different from our domestic suite of AlphaDEX funds, whose underlying indices are 

rebalanced and reconstituted on a quarterly basis.  The difference is primarily due to the fact that rebalancing can be 

more expensive for international ETFs, and that added cost can negate some of the added value from rebalancing more 

frequently. 

 

Dan Weiskopf:   Most of the funds that we highlighted before, really with the exception of Wisdomtree’s small cap 

(DFE), are characterized as broad blend allocations towards Europe. Yet, their allocation towards small cap and mid cap 

seems to be inconsistent with that definition since large cap stocks are so overweighted. The First Trust (FEP) seems to 

be a truer blend towards large and mid cap, with a weighting of  39, 50, and 11 percent, respectively. Is this decision part 

of your overall AlphaDEX index allocation methodology?  

 

Ryan Issakainen:  In most cases, the companies in the universe from which FEP selects stocks are very similar to the 

universe represented in these other broad Europe ETFs.  But, since FEP’s portfolio isn’t weighted by measures of size 

(defined by market cap, dividends, etc.), the fund’s weighted average market cap is smaller than some of the other  



 

5 | P a g e  
  

Access ETF Solutions Portfolios and advisory services are offered through IPI Wealth Management, Inc., an SEC registered investment adviser, 
with principal offices located at 226 W. Eldorado St. Decatur, IL 62522 (217) 425-6340.  
 

 

broad Europe ETFs.  FEP’s weighted average market cap is around $17 or $18 billion dollars compared to $70 or $80 

billion for market cap weighted Europe ETFs.  In reality, many of the mid-cap stocks held by FEP are also found in the 

other broad Europe ETFs, but because the market cap of these stocks are so small compared to the largest companies in 

Europe, their allocations are simply too small to contribute much in terms of performance.  The process by which FEP 

selects and weights stocks from its universe (which has already been screened for size and liquidity) is essentially 

agnostic to the relative size of stocks.  Instead, AlphaDEX ETFs assign more weight to stocks with greater investment 

merit, rather than size. 

 

Dan Weiskopf:   I understand that the AlphaDEX methodology is rules-based, but it also sounds as if it is not a black box. 

How much flexibility exists within the methodology? 

  

Ryan Issakainen:  Well, I think the term “black box” implies a certain opaqueness for a model.  In contrast, our rules are 

very transparent and intuitive.  However, the model is very strictly applied.  Portfolio weightings change over time, but 

not because of flexibility in the rules, but rather as a result of the rules.  Sometimes, stocks from a certain market 

segment (whether size, sector, or country) score better than others.  When they do, the allocation to that segment is 

greater until stocks from another segment score better and displace them.  The process is more dynamic than traditional 

indices, but it’s purely objective. 

 

Dan Weiskopf:   Does First Trust loan out the underlying stocks as a profit center of lower expenses to the investor? And 

is there a benefit to investors?  

 

RYAN ISSAKAINEN:   For a variety of our ETFs, we do engage in share lending.  Any revenue generated benefits investors 

in those funds.  This tends to have the greatest benefit for funds with larger allocations to stocks that may be more 

difficult or expensive to short, for example. 

 

Dan Weiskopf:   Thank you very much. We look forward to a great performance out of Europe, and I'm sure your fund as 

well.  

 

RYAN ISSAKAINEN:   Great. Thank you.  
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Disclosure on ETF.Com website: 

Dan Weiskopf is a portfolio manager of Access ETF Solutions LLC, whose third-party ETF strategies are offered 

through IPI Wealth Management, Inc. (IPI). IPI is an SEC-registered investment advisor, with its principal office 

located at 226 W. Eldorado St., Decatur, IL 62522, 217-425-6340. Access ETF Solutions LLC was established in 2013 

with a focus that structure matters in selecting ETFs. 

References to specific securities or market indexes are not intended as specific investment advice. References to specific 

securities or market indexes are not intended as specific investment advice. However, at the time of the release of this 

interview two of the model portfolios separately held positions in Wisdomtree small cap Europe (DFE) and the First Trust 

Europe AlphaDEX Fund (FEP) All interviews have been approved for release by the individual and the individual’s 

affiliated firms, and the information is for institutional investors only. Readers are advised to read the full transcript of 

the interview including disclosures at accessetfsolutions.com or contact Dan Weiskopf at 212-628-4882. 

 

 

 

Disclosure that will go on the Access ETF website. 

Dan Weiskopf is a the Portfolio Manager of Access ETF Solutions LLC whose Third Party Model ETF strategies are offered 

through IPI Wealth Management, Inc (IPI).  IPI is an SEC registered investment advisor with it’s  principal office located at 

226 W. Eldorado St. Decatur, IL 62522 (217) 425-6340.  Access ETF Solutions LLC was established in 2013 with a focus 

that Structure Matters in selecting ETFs.   

References to specific securities or market indexes are not intended as specific investment advice. However, at the time 

of the release of this interview two of the model portfolios separately held positions in Wisdomtree small cap Europe 

(DFE) and the First Trust Europe AlphaDEX Fund (FEP). All interviews have been approved for release by the individual 

and the individual’s affiliated firms and the Information is for Institutional Investors only. Readers are advised to read 

the full transcript of the interview including disclosures at http://accessetfsolutions.com/ or contact Dan Weiskopf at 

212 628-4882. 
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