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Much has been made of the recent trend of dollar weakness, particularly against the

euro. As of this writing, it was at $1.24. As recently as April 2017, it was at $1.06.1

 

Has It Mattered for Equity Investors?

 

On the face of it, the answer to this question has been yes. U.S. investors haven’t

necessarily fled European stocks—but they have fled currency-hedged equity strategies.

Importantly, we have to call this trend what it is: chasing past returns.2

 

From ratio analysis of the return of the WisdomTree Germany Hedged Equity Index

(hedged) vs. the WisdomTree Germany Equity Index (unhedged), we can see that since

early January 2017 to April 17, 2018, the unhedged version of the same stocks has

outperformed by more than 17%. When investors go “unhedged” with their European

exposures today, this 17% is what they’re thinking about. It’s just “FOMO”—Fear of

Missing Out on further euro appreciation (even if almost all investors we speak to

would tell us they don’t know where the euro will go from here).

The reality is that there is no reason to assume that either the hedged or unhedged

version of these same stocks will always outperform or always underperform. Can the

euro appreciate further from here? Absolutely. But everything we know today, whether

central bank policy or shifts in U.S. administration policy, is already reflected in

the 17% move. What don’t we know currently that can cause the next bout of euro

appreciation? That’s the true question that unhedged European equity investors

should be asking.

 

Ratio of WisdomTree Germany Hedged Equity Index to WisdomTree Germany Equity         

Index (Rising = Euro Depreciating; Falling = Euro Appreciating)
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Exporters vs. the Broad Market Capitalization-Weighted Benchmark for Germany

 

Digging a layer deeper, WisdomTree developed the WisdomTree Germany Hedged Equity Index

to deliver distinctly different performance than the MSCI Germany Index. Our Index is

dividend weighted and selects stocks that have less than 80% of their revenues from

inside Germany, as opposed to market capitalization-weighted with a broad market focus.

 

From March 2015 to April 2018, though—even in light of over 10% euro appreciation—the

upward slope of the line indicates the export-tilted WisdomTree Index is currently

outperforming the broad German equity market. This is counterintuitive, as most

investors wouldn’t expect an export-focused strategy to outperform by approximately 13%

cumulatively in that environment.

 

Ratio of WisdomTree Germany Hedged Equity Index to MSCI Germany Index (Rising =

Exporters Outperforming; Falling = Exporters Underperforming)
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Dissecting What an Export Tilt Meant for German Equities

 

Most of Germany’s equity market pays dividends, so the dividend-focused nature of

WisdomTree’s approach wouldn’t necessarily be expected to explain this type of

difference in returns. Performing a sector-focused attribution showed the following:3

 

The Industrials (+4.53% over-weight), Financials (+1.82% over-weight) and Health

Care (-4.85% under-weight) sectors were responsible for the bulk of the WisdomTree

Germany Hedged Equity Index’s outperformance of the MSCI Germany Index.

In reality, stock selection within these three sectors was the true driver of the

total attribution figures. For example, the Industrials sector within the WisdomTree

Index returned nearly 58% over this period, while the same sector within the MSCI

Germany Index returned only 39%. In Financials, the result was even more stark: 43%

versus 20%. Health Care was a rough sector for Germany over this period, but instead

of dropping slightly like the benchmark, the WisdomTree Index gained almost 9% in

this sector.

 

Total Attribution of WisdomTree Germany Hedged Equity Index vs. MSCI Germany         

Index (3/31/2015–4/17/18)

Visit the WisdomTree Germany Hedged Equity Index page for current holdings.

 

Germany’s Idiosyncratic Issues of Recent Years

 

Deutsche Bank and Volkswagen are two examples of companies with unique issues over the

period that we’re studying here, approximately three years.

 

Deutsche Bank was down more than 50% cumulatively over this period.

Volkswagen was down over 15% cumulatively over this period.

 

Both companies are very large on a market capitalization basis and they were both under-

weighted in the WisdomTree dividend-weighted universe that contributed positively to

excess performance.

 

Bayer, the drug company, also was one of the worst-performing stocks in a market cap
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index but was under-weighted using the dividend approach, and that also was one of top

contributors to excess returns.

 

Top 10 Companies That Contributed Positively to WisdomTree’s Relative       

Performance (WisdomTree Germany Hedged Equity Index vs. MSCI Germany Index)

 

As investors contemplate whether the dramatic rise in the euro over the last 12–15

months is sustainable, especially in light of a new economic adviser in the White House

who has a bias toward a “King Dollar” policy, the WisdomTree Germany Hedged Equity Index

could represent an interesting basket of globally oriented companies that were resilient

even during a rising euro environment. 

 

 

 

 

 

 

1Source: Bloomberg. Data is as of 4/17/18 and then as of 4/7/17. 

2Source for bullets: Bloomberg, with data current as of 4/17/18 writing. 

3Sources for attribution: WisdomTree, Bloomberg. Bloomberg PORT function used for the

period 3/31/15–4/17/18. Month-end start date corresponds to MSCI Germany Index

constituent data access.

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

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

Unhedged : Strategy that includes the performance of both the underlying asset as well

as the currency in which it is denominated. The performance of the currency can either

help or hurt the total return experienced.

MSCI Germany Index    : Index weighted by float-adjusted market capitalization designed

to measure the performance of the German equity market.

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.
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