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It looks like 2014 is shaping up to be the year of euro-hedged European equities. This

is, in part, thanks to European Central Bank (ECB) president Mario Draghi. His recent

comments discussing a strengthening euro as a key contributor to disinflation— or

declining levels of inflation—suggest that he’s committed to preventing the euro from

further appreciation. In many ways, he’s already been successful, as the euro has

trended down from $1.39 to $1.36 on June 5, the day of his latest policy measure

announcements.1 But Draghi has taken a step beyond rhetoric and is taking measures

designed to support inflation and the European economy in a number of targeted ways. He

detailed the unanimous decision of the ECB’s Governing Council to provide a package of

monetary easing programs designed to confront low levels of inflation. Key elements

include: 1) Cutting three key interest rates while extending the ECB’s forward interest

rate guidance (or the outlook for keeping low interest rates for a longer period)

including a cut in the ECB’s deposit rate that puts it in negative territory.

Effectively, this means banks will have to pay to keep money on deposit at the ECB—which

may encourage more lending.   2) The announcement of €400 billion in targeted long-term

financing for banks to support lending to corporations, which is intended to

counterbalance the de-leveraging that banks are engaging in so that they can pass stress

tests on their loan portfolios.   3) Suspension of the liquidity sterilization of the

Securities Markets Program, which, in simple terms may lead to an expansion of the ECB

balance sheet, and which is generally thought to support a weaker euro. One critical

transmission mechanism of these policies, bank lending to many small and medium-size

enterprises, has been constrained, especially in the peripheral European markets. A key

part of this new financing package is that the ECB’s extension of loans does not support

housing markets or the sovereign debt markets—which Draghi alluded to as having

“bubblish” characteristics.2 Draghi’s targeted long-term funding operations—which come at

a fixed, low rate of interest—should support net new lending to corporations. This

package is intended to lower the cost of funds for European businesses; more generally,

it is intended to support the budding economic recovery for businesses. Another area

Draghi is avoiding is lending for mortgage purchases, which is a sign that he is

distinguishing himself from programs in the United Kingdom that many think are leading

to very high home prices.3 Implications for Equity Investors When asked about future

measures, Draghi said, “We aren’t finished here.” This implies that there is more to

come, and it echoes his statement in June 2012 that the ECB would do “whatever it takes”

to save the euro during the crisis—a statement that was a key to the rebound in

sentiment for the euro in late 2012 and 2013. Giving a sense of its short-term expansion

plans, the ECB announced plans to “intensify preparatory work related to outright

purchases in the ABS [asset-backed securities] market to enhance the functioning of the

monetary policy transmission mechanism.” These additional monetary policy measures to

counter the potentially deflationary trends caused by the euro’s strength lead to a

natural question: What about the large flow of assets to European equities banking on a

growth recovery? The vast majority of the investment products in the United States

targeting exposure to Europe should consider two sources of risk: 1) Equity Market 
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Risk: Exposure to movements in local European equity market prices   2) Currency Risk:

Exposure to the movements of the euro and other European currencies, such as the Swiss

franc and the British pound, against the U.S. dollar I reiterate: Why take the

additional currency risk when the head of the ECB is telegraphing very plainly that he

does not want to see the euro appreciate much further? There appear to me to be real

downside risks but no real upside potential for some time. The ECB monetary easing that

was announced—plus further additional enhancements, should they be warranted by a lack

of inflation—could be beneficial to growth in the economy, helping companies’ profits.

But these programs potentially render the currency exposure a source of unrewarded

volatility. Therefore, one should very strongly consider euro-hedging European equities.

Draghi has taken what we believe to be a positive step for the Eurozone, but again, why

would one want to assume euro risk when seeking exposure in this region? We believe that

this announcement could make it particularly interesting to consider currency-hedged

equities.         1Source: Bloomberg; $1.39 refers to the euro-to-U.S.-dollar exchange

rate on May 6, 2014, whereas $1.36 refers to the euro-to-U.S.-dollar exchange rate on

June 5, 2014. 2Source: European Central Bank, June 5, 2014, press conference. 3Source:

European Central Bank, June 5, 2014, press conference.

Important Risks Related to this Article

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

or political or economic uncertainty. Investments focused in Europe are increasing 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,
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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

Disinflation  : Term used to describe instances of slowing inflation, different from

deflation in that price levels are still increasing overall, just at a slower rate.

Monetary easing policies    : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

Forward guidance   : A central bank policy tool intended to guide market expectations

regarding the future of policy rates.

Deposit Rate : The rate parties receive for deposits at the central bank.

Deleverage : Bring down levels of debt.

Stress tests   : Standards applied, most typically to banks, meant to gauge how well

these firms might be able to weather adverse market event.

Sterilization : Activity undertaken by a central bank meant to mitigate the impact of

other policies on changing the overall supply of money in an econom.

Deflation : The opposite of inflation, characterized by falling price levels.

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.
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