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German equities, measured by the German Equity Index (DAX), have broken out into new

all-time highs while the euro has trended lower or sideways since it hit a high in 2008.

The reason for this divergence is in part because Germany has remained the engine of

growth in Europe and a relative bastion of safety throughout the European crisis.

Despite the eurozone’s economic turbulence in 2012, the DAX recorded a 29.1% gain in

2012. And as of October 4, 2013, the DAX experienced a 13.3% gain year-to-date. On the

other hand, the euro’s performance is partly a reflection of broader economic concerns

across the eurozone economies. Given the persistent weakness in some pockets of the

eurozone, the outlook for the euro currency is less clear. Yet there is a strong case to

be made that a weaker euro would be very supportive for German equities, just as a weak

yen has been very supportive for Japanese equities over the last year. In fact, there

have been extended periods in the last decade when the relationship between the euro and

German equities was very much like the relationship (i.e., the negative correlation)

between the yen and Japanese equities. The Emergence of a Negative     Correlation

between German Equities and the Euro Before 2011, the euro1 appeared to be positively

correlated to German equity2 movements. Since then, however, the positive correlations

have started to decrease and trend lower . While the eurozone has recently exited

recessionary territory, driven by improvements in Germany and a few peripheral

countries, ongoing austerity measures and countries seeking access to programs could

continue to present small challenges to the overall outlook for growth in the eurozone.

This could add to uncertainty, first and foremost, in the euro’s trajectory. A look at

the overall picture of the euro’s exchange rate plotted against movements to German

equities shows a divergence in many areas. This divergence can be referred to as a

negative correlation of equities and currency, and such periods of negative correlation

are some of the most important times to consider currency hedging.   

 A more concrete

depiction of the correlation is a simple chart that looks at the 52-week rolling

relationship between the DAX and the euro. The 52-week correlation is generally

considered a structural picture of the relationship between German equities and its

currency, given the one-year horizon.   
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 • In the five years

following 2001, the correlation between the two asset classes was firmly in negative

territory. • It appears that the correlation tended to spike in times of economic duress

and uncertainty, as with the global financial crisis in 2008/2009 and the European

crisis in 2010/2012. • The current trajectory of the correlation seems to indicate a

decreasing correlation between the euro and German equities, which could motivate an

increased focus on currency-hedged strategies. Conclusion The equities represented in

the WisdomTree Germany Hedged Equity Index have the potential to play many important

roles in a portfolio. First and foremost, the Index measures the equities of the largest

exporter nation and the largest economy in the European Monetary Union.4 These German

exporters stand to benefit from a pick-up in the global growth cycle, particularly in

the developed markets. If one wants to invest in German equities, we believe there is a

great benefit that comes from hedging currency—as it removes a source of risk, currency

risk, which is not related to the investment thesis that European or German equities are

cheap. We are not convinced the euro is cheap and we may see a secular increase in the

U.S. dollar versus developed world currencies over the coming years. Thus, we believe

that hedging the euro is becoming increasingly more important, and we wouldn’t be

surprised to see a stronger negative correlation return to the market, with German

equities appreciating as the euro depreciates over time. 1Refers to the euro spot rate

against the U.S. dollar, measured from about 8/31/2003 to 8/31/2009. 2Refers to the price

movements of the FTSE 100 Index. 3Source: WisdomTree, Bloomberg 4Source: Eurostat,

September 2013.

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 in currency involve additional special

risks, such as credit risk and interest rate fluctuations. Derivative investments can be

volatile and these investments may be less liquid than other securities, and more

sensitive to the effect of varied economic conditions. Investments focused in Germany

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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 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

DAX Index   : A stock index that represents 30 of the largest and most liquid German

companies that trade on the Frankfurt Exchange. The prices used to calculate the DAX

Index come through Xetra, an electronic trading system. A free-float methodology is used

to calculate the index weightings along with a measure of average trading volume.

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).

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.

Austerity  : Policies used by governments to reduce budget deficits during adverse

economic conditions.

WisdomTree Germany Hedged Equity : broadly focused measure of the equity performance

of dividend-paying equities within Germany, with specific methodology focusing on

hedging the performance of the euro against the U.S. dollar. Weighting is by cash

dividends paid.
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