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“The euro is too strong and doesn’t correspond to economic fundamentals.” The European

Central Bank ECB “should prepare to confront a new currency war in which the weakening

of currencies becomes a political tool.” – French Industry Minister, Arnaud Montebourg1

In a recent blog we made the case for taking the euro out of Europe using currency-

hedging strategies, based on our belief that currency hedging lowers the risk to

investing in European equities. But there is another reason why hedging the euro may

prove a useful strategy. A number of European politicians believe the euro is overvalued

compared to other major currencies and is hurting their economies and local businesses.

French politicians have been particularly vocal. In addition to Arnaud Montebourg, whom

we quoted above, French president François Hollande recently stated that “A monetary

zone must have an exchange rate policy. If not, it will be subjected to an exchange rate

that does not reflect the real state of the economy.”2 Sebastian Mallaby, the Paul A.

Volcker senior fellow for international economics at the Council of Foreign Relations,

outlined the core of Europe’s issues. If the ECB were to print money in order to achieve

its stated goal of 2% inflation across the eurozone, countries such as Spain and Italy

(with their high unemployment and slack in their economies) would likely experience 0%

inflation, whereas countries such as Germany and the Netherlands would likely experience

3% to 4% inflation.3 In essence, higher inflation in the core countries of Germany and

the Netherlands can start to remove their structural competitive advantages over such

peripheral countries as Spain and Italy, which are struggling to compete. Will Germany

Acquiesce? In discussions of ECB policy, Germany carries significant weight. Regardless

of whether Spain, Italy or France feels that a weaker currency could spur economic

growth, Germany has been staunchly opposed to any ECB policy to weaken the euro. Germans

remember the hyperinflation prior to World War II, and they feel that the profligate

debt-fueled spending in the nations of peripheral Europe should not be rewarded by their

acceptance of a weaker currency, which might end up increasing inflation in Germany.

Ultimately, it may take a global economic surprise to inspire Germany to tone down the

rhetoric against weakening the euro. Global Economic Surprise of 2013: Sustained    

Yen Weakness Since mid-November 2012, Japan’s newly elected prime minister, Shinzo Abe,

has made it a policy priority to reverse Japan’s deflationary forces, which have

hamstrung Japan’s economic growth for some time. Currency markets have responded, and

while many are focusing solely on the yen-to-U.S. dollar exchange rate, year-to-date

through February 28, 2013, the yen has weakened 5.3% against the euro. Going back to

November 13, 2012, through February 28, 2013, the yen has weakened 16.56% against the

euro.4 European companies—even German ones—are feeling this impact when their exports are

competing in global markets with those from Japan. European Exporters: Feeling the  

Pain and Taking Action   A number of European companies have joined the parade calling

for policies to weaken the euro.   • LVMH Moët Henness - Louis Vuitton: Louis Vuitton

S.A.’s CEO Bernard Arnault has warned that a rising euro would have an impact on French

exporters and specifically his firm.5 • L’Oréal: The CEO of L’Oréal recently described

the euro as “indisputably overvalued” and “effectively a handicap for European

industry.”6 • Airbus: An appreciation by 10% of the euro shaves 1 billion euros from the
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revenue of Airbus parent European Aeronautic Defence and Space Company N.V.—yet another

example of a firm that is clearly impacted by continued euro strength.7   LVMH

illustrates what companies often do to combat the impact of currency movements on their

revenues. During 2012, the firm garnered about 8% of its revenues from Japan—a

significant amount. On February 15, 2013, the Louis Vuitton brand raised prices by 12%

specifically for sales of its products in Japan.8 Since the yen’s significant weakening

against the euro, sales of products in Japan—denominated in yen—were steadily losing

value when converted back to euros—the currency of LVMH’s home country, France. To

mitigate this impact, LVMH is looking to collect 12% more yen on each Louis Vuitton sale

in Japan. One open question is how Japanese consumers will respond to the higher prices—

it must impact sales in some way. Positioning for a Currency War     While the ECB has

yet to embark publicly on a path to weaken the euro, recent euro strength especially

against the Japanese yen is certainly bringing the subject into policy discussions.

Investors can prepare for the euro to enter a currency war by focusing on two things:  

• Exposure to European firms characterized by global revenue streams—those companies

that would stand to benefit the most from a weaker euro • Hedging of the euro currency

to mitigate the impact of its depreciation on investment performance   WisdomTree’s

Europe Hedged Equity Fund (HEDJ), which tracks the performance of the WisdomTree Europe

Hedged Equity Index after costs, fees and expenses, provides the potential to accomplish

both of these objectives. Constituents of this Index must derive at least 50% of their

revenues from outside the eurozone, and the impact of the euro on returns is hedged

against the U.S. dollar.   For current holdings in the WisdomTree Europe Hedged Equity

Fund (HEDJ), click here. Take the euro out of Europe      (Video)     1Tara Patel, “ECB

Should Join ‘Currency War’ to Weaken Euro, Montebourg Says,” Bloomberg, February 26,

2013. 2Hugh Carnegy, Quentin Peel, Alice Ross, “Hollande Calls for Managed Exchange

Rate,” Financial Times, February 5, 2013. 3Randall W. Forsyth, “The Euro’s Fate,”

Barron’s, July 16, 2012. 411/13/2012 marks the last date where the yen closed at below 80

to 1 U.S. dollar. Abe’s candidacy for prime minister began to gain significant momentum

approximately one month prior to his official election, so it was at that point that

currency markets began reacting to his policy proposals. 5“LVMH CEO Says Strong Euro

Could Hurt Business in 2013,” Reuters, January 31, 2013. 6“European Companies Hit by

Euro’s Strength,” Financial Times, February 24, 2013. 7Patel, 2013. 8Yuki Yamaguchi &

Kenneth Maxwell, “LVMH Raises Vuitton Japan Prices Most Ever to Fight Weak Yen,”

Bloomberg, February 19, 2013.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. 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. As this Fund can have a high

concentration in some issuers, the Fund can be adversely impacted by changes affecting

those issuers. 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

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

on investment returns.

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Hyperinflation  : Extremely rapid, uncontrolled rise in price levels during a short

period of time.
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