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I recently wrote in a post how quantitative easing (QE) liquidity world average correlat

ions have been dropping in the U.S. In this analysis, I will take it a step further and

highlight how this trend is not just restricted to the U.S.; we see similar patterns

globally, especially in Europe and Japan. In addition, I will talk about how investors

should account for this while constructing their portfolios.

 

This pattern also calls into question the conventional narrative that exchange-traded

funds (ETFs) are driving correlations higher and leading to systemic risk in the

market. 

 

Global Markets Offering Diversification & Potential Returns

 

While in the U.S. we are already on a rate hike trajectory, if we look globally, rates

are still at their all-time lows. Ten-year yields in the developed world continue to be

much lower compared to the U.S., barring a few exceptions like Australia.1

 

This is partly because other parts of the world are still coming out of an economic

slowdown, with minimal signs of inflation. Thus, global central banks have been

supportive of liquidity and fully supporting accommodative policies, while the U.S. is

reducing its extraordinary measures of accommodation. 

 

To visualize this interplay of local equities and prevailing average correlations, I

plotted charts below for Japan and Europe. The charts plot the average of all possible

pair-wise trailing six-month correlations of equities in the MSCI Euro Index for

European equities and the Nikkei 225 for Japanese equities.

 

Eurozone Equity Average Correlations

6 Month - MSCI Euro
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Japanese Equity Average Correlations

6 Monthly - Nikkei Index

 

Thus, falling correlations are not just a U.S. phenomenon—they are happening globally.

My takeaways:

 

For global asset allocators, global equities offer diversification opportunities. 

On an absolute basis, average correlations are lowest in the U.S. (around 0.18), and

this coincides with economic recovery in the U.S.

Those blaming passive inflows to ETFs for rising correlations have been falsely

raising alarms.

 

Now let’s look at what rising or declining correlations imply for market performance in

those periods. We define: 
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Periods with rising correlation as any four consecutive weeks where average

correlations rose more than 15%.

Periods with declining correlation as any four consecutive weeks where average

correlations declined more than 15%.

 

 

It’s clear that not just in the U.S. but globally periods of declining correlations led

to favorable markets, in contrast to periods with rising correlations, which led to

unfavorable markets. 

 

Therefore, if global central banks are still accommodative, leading to global

correlations following the path of U.S. correlations with a lag, there is scope for them

to fall further, which could have a positive impact on local equities.

 

Takeaways for Portfolio Construction

 

Thus, it all comes down to how to implement this information in a portfolio. There are a

few ways:

 

Allocate Internationally:  Allocation to international developed equities,

especially in Europe and Japan, can provide upside in environments where global

correlations follow the path of U.S. correlations.

Stock Selection Matters: Along with asset allocation, investors need to seriously

consider stock selection in order to tap into the maximum benefit that healthier

firms can offer in investor portfolios. Investing in strategies that select

fundamentally sound companies can enhance your selection effect and provide maximum

benefit in a desynchronized, low-correlation environment.

Smart Beta  & ETFs Can Help:     Finally, ETFs can provide not only diversification

but also enhanced stock selection and weighting at prices lower than many active

strategies.

 

We at WisdomTree take pride in being pioneers of fundamentally weighted strategies that

now have multiple-year-long track records. More than 10 years ago, we launched our first

set of products that emphasized selecting and weighting stocks based on fundamental

factors and providing investors with not just beta but smart beta.

 

The WisdomTree International Equity Index goes back to May 2006 and is a comprehensive

strategy for exposure to developed world dividend-paying companies. In addition, for

those who wish to avoid the complications of currency risk, we have a dynamic version as

well called the WisdomTree Dynamic Currency Hedged International Equity Index. Applying

a rules-based approach using a combination of factors, this strategy aims to hedge

currency risk when not favorable. 
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1Source: Bloomberg, as of 9/31/17.

Important Risks Related to this Article

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

or political or economic uncertainty.

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

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

Inflation : Characterized by rising price levels.

MSCI Europe Index    : A free float-adjusted market capitalization-weighted index

designed to measure the performance of developed equity markets in Europe.

Nikkei 225 Stock Average Index     : A price-weighted average of 225 top-rated Japanese

companies listed in the First Section of the Tokyo Stock Exchange.

Smart Beta   : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.
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