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The European Central Bank (ECB) recently cut its key interest rate by 0.25% to a record

low of 0.50%. I view the rate cut as a positive step but think more could be done by the

ECB to help stimulate the economy. The European economy has contracted for five

consecutive quarters, bank lending remains tight, and the overall unemployment rate

continues to trend higher. Below are a few comments Mario Draghi, president of the ECB,

recently made while addressing some of the concerns the region faces in a press

conference following the rate cut. ECB Remains Frustrated With Results       Draghi:

“We are – I would not use the word – well, yeah, I would use the word               

“frustrated,” yes, certainly.”   Draghi is obviously frustrated that the actions the

ECB has taken thus far have not directly lowered the unemployment rate and driven

stronger economic growth. The monetary policy actions have helped the broad European

financial markets post positive year-to-date performance, and the majority of companies

in the eurozone remain profitable. Unfortunately, this hasn’t translated into any

sizable economic recovery or broad business hiring. The ECB’s actions are very limited

and remain muted when compared to actions taken by the Federal Reserve since the crisis,

or even the recent actions by the Bank of Japan, which I discussed here. ECB Has Policy

Limits   Draghi: “The ECB certainly cannot supplant governments for their lack       

of structural reforms. Second thing is, the ECB cannot clean banks’ balance          

sheets. And the third thing is that the ECB is not in the business of monetary

financing, so buying government bonds.”       Unfortunately, the ECB has to deal with

many different countries, each with a different economy and a different set of fiscal

policies. This can create potential problems and disagreements between the member

countries, and the monetary policy doesn’t always align with each country’s own goals

(i.e., the Germans are not interested in buying another government’s bonds). Unlike the

Federal Reserve and the Bank of Japan, the ECB is not interested in making open-ended

purchases of government bonds to drive down borrowing costs. Draghi Pledged to Do  

“Whatever It Takes”     Draghi: “Within our mandate, the ECB is ready to do       

whatever it takes to preserve the euro. And believe me, it will be enough.”               

Back in July 2012, Draghi’s comments to do “whatever it takes” to preserve the euro

relieved a lot of the market stress and anxiety about what a breakup of the euro would

entail. Those words were undoubtedly a positive that eased pressure on the immediate

European crisis and escalating borrowing costs for the peripheral countries. Yet this

most recent rate cut was the first in over 10 months, and the current rate still is

above the policy rates of the Bank of Japan and the U.S. Federal Reserve—and the

European economies are still struggling. Some have argued that the ECB should make the

deposit facility rate negative (i.e., charge banks interest to keep money at the ECB

instead of paying them interest). This might encourage banks to lend more money instead

of keeping large amounts of excess reserves parked at the ECB. Draghi expressed

willingness to look at this option with an open mind if the ECB could get comfortable

with the ramifications and unintended consequences of this approach. Currency Still a 

Concern The euro has strengthened against the majority of developed currencies—notably
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the yen and the British pound—year-to-date, which does not help European

competitiveness. The peripheral countries need structural labor reform to be more

competitive, and a strengthening currency further hurts their competitiveness. A

weakening euro could potentially give the European economies an immediate economic

benefit, because it would make their goods more attractively priced. Because Germany is

a relatively big exporter, a weaker euro that improves exports would create more

inflation pressure for Germany than for the peripheral countries (which have higher

unemployment and would face less wage pressure). Hedge Your Currency Risk    As the

European economy remains stagnant, I believe the U.S. and other economies will

ultimately improve compared to Europe. A weakening euro might be good for European

companies who operate on a global basis, but it is not good for U.S. investors in

European equities, unless they hedge that currency risk. If the euro were to weaken

against the dollar, U.S. investors would realize a negative currency return, which

detracts from their total return—unless they hedge the currency. Currency-hedged

strategies allow investors to focus on the equities without the worry over currency

declines. Focus on European Exporters    Another way to diversify the Europe-specific

risks is to focus on European exporters. Exporters domiciled in Europe compete in many

global markets, and many of these companies are not as severely impacted by Europe’s

woes and are able to remain profitable as the world economy continues to recover. In a

previous blog I looked at the long-term earnings growth estimates of European companies,

and their growth opportunities were potentially just as promising as those for the

companies in the S&P 500 Index, if not a little better. WisdomTree Europe Hedged 

Equity Index  Often the greatest potential opportunities are found when conditions are

least certain. I believe exposure to European equities is important for diversification

benefits and that there could be potential value among European exporters based on long-

term growth prospects. The WisdomTree Europe Hedged Equity Index is designed to provide

exposure to European equities while at the same time neutralizing exposure to

fluctuations between the euro and the U.S. dollar. The Index is based on dividend-paying

companies that are domiciled in Europe and derive at least 50% of their revenue in the

latest fiscal year from countries outside Europe. The revenue screen allows the Index to

focus on exporters, which could potentially perform better in a weak economic

environment or during a period of currency weakness.     Take the euro out of Europe

(Video)

Important Risks Related to this Article

You cannot invest directly in an index. Diversification does not eliminate the risk of

experiencing investment loss. Investments in currency involve additional special risks,

such as credit risk and interest rate fluctuations.

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

Monetary easing policies    : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

Fiscal Policy   : Government spending policies that influence macroeconomic conditions.

These policies affect tax rates, interest rates and government spending, in an effort to

control the economy.
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