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In an earlier discussion this year, we noted that the value of the U.S. dollar would lik

ely be among the most important determinants of asset class returns in 2017. In a

similar vein, many market participants are also looking to what happens to U.S. interest

rates for clues about what may be occurring in the global economy. In our view, a recent

disconnect in the market may be signaling that European equities could provide an

opportunity for global investors.

 

We’re All Rates Traders Now

In the chart below, we compare the relative performance of the WisdomTree Europe Hedged 

Equity Index (WTEHIP) against the MSCI All Country World Index in local currency terms.1

On the right axis, we plot the yield of the 10-Year U.S. Treasury note. As you can see,

rising U.S. interest rates have tended to generate excess returns for Europe relative to

the rest of the world. However, after the election in the U.S., this relationship has

broken down when Europe failed to rally despite a backup in U.S. rates. In our view, we

believe this relationship is likely to reassert itself in the coming months, leading to

gains for European stocks.

 

WTEHIP Index Excess Performance & U.S. 10-Year Treasury Yield 12/31/14–1/26/16
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What’s Driving the Relationship

Over the last quarter, we’ve started to see a meaningful rebound in economic data from

the eurozone in the form of increasing PMIs and a modest uptick in euro area capital

spending. While no one is ready to claim that Europe’s troubles have been resolved, the

early signs in the data are encouraging. In response, we’ve also seen a meaningful

rebound in cyclical sectors like Industrials and businesses linked to the consumer.

Given WisdomTree’s export-oriented methodology, the strategy currently is over-weight in

all of these sectors.2 As expectations for global growth continue to rise, we believe

many of these large multinational firms could be poised to benefit. However, the primary

breakdown in the relationship of higher rates and growth seems to be driven by a fear

about upcoming elections across Europe.

 

The Rise of Populism

For many investors, a key risk for Europe in 2017 is the upcoming elections in the

Netherlands (March 15) and France (April 23). Should populist candidates win these

contests, could this begin the slow unraveling of the euro area? After a year of

political surprises, markets could be failing to rally because of these concerns.

However, in our view, the rise of anti-globalist populism remains extremely unlikely for

several reasons. In the Netherlands, while Geert Wilders’ Freedom Party (PVV) continues

to lead in the polls, it is unlikely that it will be able to form a government absent a

significant number of coalition partners. In our view, this effectively caps the power

of his party’s likely slim majority to make radical changes in the Netherlands

relationship with the EU. While the U.S. is currently grappling with the translation of

campaign rhetoric to policy, anti-immigration sentiment from the PVV and its voters is

unlikely to derail the European recovery in a meaningful way.

 

In France, Marine Le Pen of the National Front Party (FN) is currently expected to make

it to the second round3 of the presidential contest, to be held May 7. However, even if

she were to win, her ability to trigger a vote on EU membership would remain extremely

remote. For that to occur, the FN would need to also pick up a majority of seats in

parliamentary elections on June 7. Today, the FN holds one seat out of 577 in France’s

lower house. As a result, Le Pen will need to form a coalition government and select a

prime minister from among her political rivals. This split between president and prime

minister in France is referred to as “cohabitation.” Similar to a split between houses

of Congress and the presidency in the U.S., we have seen how compromise currently

functions in the modern political system. In this scenario, the ability for Le Pen to

amend the French constitution to then trigger a referendum on EU membership appears

remote at best. As president, Le Pen would still wield significant powers; however, the

risk of international unilateral actions would be diminished.

 

In sum, we believe that Europe currently presents an opportunity for investors. While

risks remain, we believe that the market may be overly pessimistic about the likelihood

of political dysfunction. In our base case for 2017, we believe U.S. rates will continue

to rise on the back of a rebound in global growth. Should the current relationship

between Europe and U.S. rates hold, this could present an opportunity in the medium term

for European equities.

 

 

1A similar chart was published by JPMorgan research in a note on 1/16/17.

2Source: WisdomTree, as of 1/27/17.
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3No candidate has ever achieved 50% of the first ballot vote in the history of the French

Republic.

Important Risks Related to this Article

Investments focused in Europe increase the impact of events and developments associated

with the region, which can adversely affect performance.

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.
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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)

 

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

Interest rates : The rate at which interest is paid by a borrower for the use of money.

MSCI All Country World Index : a broad global equity benchmark that represents large

and mid-cap equity performance across 23 developed and emerging market countries.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

U.S. 10 Year Treasury Note : A debt obligation issued by the United States government

that matures in 10 years.

Eurozone (EZ)   : Consists of the following 18 countries that have adopted the euro as

their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,

Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia

and Spain (source: European Central Bank, 2014).

Purchasing Managers’ Index (PMI)     : An indicator of the economic health of the

manufacturing sector. The PMI is based on five major indicators: new orders, inventory

levels, production, supplier deliveries and the employment environment. A reading above

50 indicates an expansion of the manufacturing sector compared to the previous month;

below 50 represents a contraction while 50 indicates no change.

Euro Area   : refers to the Member States of the European Union that have adopted the

euro as their currency.

Cyclical sectors   : Consumer Discretionary, Energy, Industrials, Materials, Financials

and Information Technology sectors.
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