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Can a weakening yen (JPY) continue to bolster Japanese equity markets? If historical

relationships remain intact, the answer may be yes.  

The JPY has steadily depreciated against the dollar (USD) this year, losing more than

15% as the worst performing G10 currency. 

This isn’t unprecedented, however, considering the headwinds driving the yen lower

versus the greenback. The U.S., much like the rest of the global economy, is wrestling

with the highest inflation in four decades, rapidly forcing the Federal Reserve into

monetary tightening. Speculation about where the rate hike cycle may ultimately conclude

over the next 12-24 months is driving the USD higher. Despite some of the highest

readings in inflation in the last decade, the Bank of Japan (BoJ) has remained committed

to its accommodative policies of negative short-term interest rates and yield curve

control. As a result of ever-widening interest rate differentials between the U.S. and

Japan, the JPY has weakened dramatically.

Implications for Japanese Equities

The JPY has historically been negatively correlated with Japanese equity markets, owing

to the orientation of Japan’s economy toward exporters. Among G10 currencies, it’s also

the most negatively correlated to its domestic equity market over the long term, even

surpassing the USD on a rolling 10-year basis. Although correlations have increased over

the last several months, they remain firmly in negative territory on a rolling 60-month

basis. 

Rolling 60M Correlation between Yen & MSCI Jspan
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A weaker JPY in this rate environment also encourages currency hedging. With higher

interest rates in the U.S., JPY investors derive positive carry by taking currency risk

out of their Japanese investments. As the yen weakens further, even more carry is

derived.

3-Month Carry
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Conclusion: a weakening JPY has yielded higher Japanese equity prices over the          

long term and may even help diversify U.S. equity risk. Currency hedging may           

also improve returns via interest rate differentials.

What’s driving this relationship?    When analyzing where Japanese companies derive

their revenue, we note that only six of eleven sectors in the MSCI Japan Index derive

more than 50% of their revenue from the domestic market. Contrast this with China and

India, long considered among the world’s foremost exporters, and we see that both

countries are even more dependent on their domestic consumers. 

No sector in China derives less than 50% of its revenue from outside the country. In

India, only two sectors are export-dominant by this threshold. 

Korea, a close competitor of Japan’s, is more export-oriented, but may suffer over the

near term if the yen continues to weaken. 
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Coupled with a historically weak yen, the export orientation of Japan’s economy may be a

catalyst for its equity market for a few reasons.

The BoJ’s Conundrum

The BoJ is confronted with low economic growth and rising but relatively unimpactful

inflation, forcing it to maintain its dovish stance. 

From a growth perspective, Japan has struggled to reignite its economic engines after

the COVID-19 pandemic. GDP growth has been underwhelming during the 2020-2021 recovery

cycle that many other nations benefitted from. 

Meanwhile, year-over-year inflation was recorded at 2.5% at the end of May, which is the

highest since mid-2014. It still may not be enough to force the BoJ into a hawkish

pivot. 

Between low growth and benign inflation, the BoJ is caught between the proverbial rock

and a hard place at a time when developed market peers are turning to monetary

tightening. Without interest rate hikes on the horizon, many of the headwinds that have

already weighed on the yen this year may be exacerbated. Further JPY downside is both

plausible and possible.

FX-Hedged Exposure May Be Prudent

The WisdomTree Japan Hedged Equity Fund (DXJ) may be suited for prevailing markets.

Designed to attain broad exposure to Japanese dividend-payers, it also screens for

companies that derive 80% or less of their revenue from within Japan, to target a global

revenue base.

From the tables above, it’s evident that DXJ has even greater revenue diversification

than the broader Japanese equity market and that of other large international exporters.

Nearly 30% of its total revenue exposure is also centered in the U.S. and China, two of

the world’s largest and globalized consumer bases. 
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Its static currency hedge may protect against further JPY weakening amid ongoing BoJ dov

ishness as well.

If the second half of 2022 looks anything like the first, then currency-hedged equity

exposure in Japan, one of the lone markets where there may be a compelling case for

equity appreciation, may prove beneficial.

Important Risks Related to this Article

There are risks associated with investing, including the 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 effect 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. Due to the investment

strategy of this Fund it may make higher capital gain distributions than other ETFs.

Dividends are not guaranteed, and a company currently paying dividends may cease paying

dividends at any time. 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.
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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)
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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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DEFINITIONS

G10/Group of Ten : A group of industrialized nations that meet on an annual basis to

plan, debate, and cooperate on international financial matters. Member countries

include: Belgium, Canada, France, Germany, Italy, Japan, Netherlands, Sweden,

Switzerland, United Kingdom, and United States.

Inflation : Characterized by rising price levels.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Yield curve   : Graphical Depiction of interest rates on government bonds, with the

current yield on the vertical axis and the years to maturity on the horizontal axis.

Dovish : Description used when stimulation of economic growth is the primary concern in

setting monetary policy decisions.
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