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The Japanese election results came in, and the markets got their wish—Shinzo Abe and the

Liberal Democratic Party (LDP) produced a landslide victory in the December 16 election.

Abe made the war on both deflation and the strengthening yen central objectives of his

candidacy. Along these lines, he has called for very aggressive and potentially

unlimited monetary easing policies by the Bank of Japan (BOJ) to weaken the yen. Most of

all, he has stressed his intention to hold the BOJ accountable to these goals,

threatening to remove the central bank’s independence if it fails to act. The majority

of Abe’s coalition government is now large enough to single-handedly implement his

policies. The markets were predicting this outcome, and the yen had already started

weakening compared to the U.S. dollar over the last month, when there were calls for a

new election and Abe appeared to be the frontrunner. I believe this is critically

important for the MSCI Japan Local Currency Index (Japan’s equities), which has

experienced performance that has tended toward a sharply negative correlation with the

currency’s seemingly unending strength.1 In other words, as the yen has tended to

appreciate relative to the U.S. dollar, Japan’s equities have tended to decline. What

are potential targets for the yen?      I remember when WisdomTree launched its first

Japan Fund on June 16, 2006, and the exchange rate was approximately 120 yen to one U.S.

dollar.2 Today, December 17, 2012, it’s approximately 84 yen to the dollar.3 I think

about Toyota selling a car for $20,000—and the 2.4 million yen they used to receive has

been cut down to 1.68 million yen today.4 The revenue hit to Japan’s multinationals over

these six years has just been incredibly hard for corporate Japan—specifically the

companies that depend on exports for the bulk of their revenues. No one knows what

target level Abe has for the yen, but if he can produce a psychological shift in the

prospects for the currency, I believe that there could be major moves over the next few

years. As a baseline, from the December 17, 2012 level of approximately 84 yen to the

U.S. dollar, a 50% depreciation of the yen relative to the dollar would bring the value

of the yen close to the 120-yen-per-dollar level seen around June 16, 2006. I am not

expecting that to happen in the immediate future, but it provides a sense of how

significant the yen’s performance relative to the U.S. dollar has been over this period.

Over the short run, I believe there is potential for many swings in the yen’s value

relative to the U.S. dollar. This week there is a monetary policy meeting at the BOJ,

and announcements of more monetary easing policies are expected. The question awaiting

an answer is, Will the BOJ dig in and be more conservative in their easing, or will they

acquiesce to the calls for more aggressive measures quickly? The term of the current

head of the BOJ, Masaaki Shirakawa— essentially Japan’s Ben Bernanke, the Chairman of

the Federal Reserve in the United States—is expiring in April, and given the December

16, 2012, election results, he may end up being replaced by a leader more supportive of

Abe’s aggressive calls to action on monetary policy. There is the possibility that the

notably more conservative Shirakawa could disappoint the market in the short run by

failing to quickly implement an aggressive monetary policy, but many may look forward to
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next year, when Abe can more greatly influence policy. Of course, we also have the

fiscal cliff issues in the U.S., which I believe will impact sentiment on the foreign

exchange market. If there is a deal accomplished in the U.S. in the next few weeks that

removes some uncertainty about the U.S. economy, this could provide another catalyst for

downward pressure in the yen relative to the U.S. dollar. Hedging Currency and Multi-

National Exposure  The weakness in the yen and Japan’s corresponding strength in the

equity markets that we have seen due to this election illustrate the central motivation

behind the WisdomTree Japan Hedged Equity Fund (DXJ). DXJ tracks the returns generated

by the WisdomTree Japan Hedged Equity Index, after costs, fees and expenses. We

implemented a change to this index on November 30, 2012, to reposition the Fund to

allocate more weight to companies that derive at least 20% of their revenues from

overseas and whose prospects and equity performance have greater potential to be

inversely correlated to the currency’s moves. With one of Shinzo Abe’s primary goals

being to weaken the yen, I believe DXJ is a valuable implementation vehicle to express a

view that Abe will be successful in this battle. To read more about how the Index became

positioned, please see this commentary.     1 Source: MSCI. The MSCI Japan Local Currency

Index delivered a negative average annual return of approximately 1.2% from 11/30/1992

through 11/30/2012, while the yen has appreciated approximately 2.2% per year over the

same period. 2 Source: Bloomberg. 3 Source: Bloomberg. 4 This is a hypothetical example

developed by WisdomTree to illustrate how a changing exchange rate can lead to a

changing level of revenues for a company that exports its products. In general, an

exporter receives units of a foreign currency that have to be converted back to the

exporter’s home currency. If the units of the foreign currency have greater value

compared to the units of the home currency, more units of home currency are gained on

the conversion. If the home currency has greater value, fewer units of home currency are

gained on the conversion.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. The Fund focuses its investments in Japan, thereby

increasing the impact of events and developments in Japan that can adversely affect

performance. Investments in currency involve additional special risks, such as credit

risk, interest rate fluctuations, derivative investments, which can be volatile and may

be less liquid than other securities and more sensitive to the effects of varied

economic conditions. As this Fund can have a high concentration in some issuers, the

Fund can be adversely impacted by changes affecting those issuers. 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 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.

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/etfs/fund-details.aspx?etfid=18
https://wisdomtree.com/etfs/index-details.aspx?IndexID=107
https://wisdomtree.com/-/media/US-Media-Files/Documents/resource-library/documents/schwartzcommentary/WT-Research-Commentary-11-07-12-44.ashx?la=en
https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2012/12/19/japanese-election-results-contribute-to-weakening-yen-and-stronger-equity-performance


IMPORTANT INFORMATION

U.S. investors 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 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)
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 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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