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It is widely known that Japanese equities tend to have an inverse relationship to the

performance of the yen. Namely:

 

When the yen is appreciating, Japan’s stocks face a stiff headwind and tend not to

deliver their strongest returns. 

When the yen is depreciating, Japan’s stocks tend to find themselves in a much more

favorable environment and have delivered much stronger performance.

 

When we look thus far at 2018, data from Japan’s Ministry of Finance has indicated that

more than $30 billion has left Japanese equities from foreign investors.1 Clearly,

foreign investors haven’t been happy with Japan as an allocation, and a probable factor

contributing to this activity is that people have seen the headline number for the

Japanese yen/U.S. dollar exchange rate touching below 105—quite a strong level!

 

Warning: Yen Does Not Move in a Single Direction

 

While foreign investors would clearly prefer to see the yen/U.S. dollar exchange rate

touching levels above 110 and moving toward 120, we caution them not to forget about

Japan just because the yen is currently on the stronger end of its trading range.

Markets can move quickly, and during bouts of yen weakness, Japanese equities can be

interesting tactical trading ideas.

 

Example: March 23, 2018, to April 20, 2018, Saw a 2.71% Yen Depreciation—What           

Did Equities Do?

 

Japan's Equities Reacted Well to Recent Yen Weakness (3/23/18–4/20/18)
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Clearly, Japan’s equities reacted well to the downward movement in the yen. 

The WisdomTree Japan Hedged Equity Index focuses its approach on exporters—this

would lead us to expect that it should respond more strongly to the yen’s moves. We

see here—admittedly over a short period—that this was the case compared to the

broader MSCI Japan Index. 

 

Key Relationships: The Yen and U.S. 10-Year Treasury Note Interest Rates
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On the left side, we can see the clear relationship between a weakening yen against

the U.S. dollar and the performance of the WisdomTree Japan Hedged Equity Index.

This is highly related to our first chart—it just shows a way to look at the

relationship from a more “across time” or “correlation” perspective.

On the right side, we can see that there is also a relationship between the

WisdomTree Japan Hedged Equity Index and the level of the U.S. 10-Year Treasury

note. Historically, we’ve seen a positive correlation between a rising U.S. 10-Year

note and the performance of the WisdomTree Index shown here—and with the 10-Year

getting very close to 3%, it is important to bring this relationship back to the

forefront.

 

 

In 2018, the yen had been one of the strongest-performing currencies, despite the rise

in the 10-Year. In late April, the yen started coming under more pressure that coincides

with the rise in U.S. versus Japanese yield differentials. 
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We’d point out that from a pure equity valuation perspective, we find Japan to be one of

the more attractive markets globally. This starts with the compensation an investor

takes to own equities over safer assets like bonds. The earnings yield risk premium over

Japanese bond yields is among the highest globally—given a 10-year Japanese government

bond yield that is anchored near zero and an earnings yield on WisdomTree’s Index that

is almost 7.8%. The comparable ratio for the S&P 500 Index is below 2% given a trailing

12-month price-to-earnings (P/E) ratio that is more than 20x and a 10-year bond yield

that is approaching 3%. 

 

Japan’s Equities Look Extremely Attractive Compared to Government Bonds

 

 

In our view, if tensions over global trade recede and North Korea risk also seems to

fade, Japanese equities seem poised for recovery.

 

 

 

 

 

1Sources: Bloomberg, Japan Ministry of Finance, based on data with one-week lag in

reporting, current as of 4/13/18. 

Important Risks Related to this Article

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

with the region, which can adversely affect performance.

For the top 10 holdings of DXJ please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/dxj

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

MSCI Japan Index  : A market cap-weighted subset of the MSCI EAFE Index that measures

the performance of the Japanese equity market.

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

that matures in 10 years.

Correlation : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.
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