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The inflationary era of the post-pandemic environment will be remembered for how it

upended several longstanding market relationships. 

Bonds are no longer diversifying equity risk as they reliably did for several decades. 

The U.S. dollar has been freshly minted as a better diversifying hedge asset for equity

allocations. Will this last? We think there are sound reasons for it to do so.

These relationships diverged at the onset of the pandemic in March 2020 and created an

inflection point with critical implications for equity portfolio construction. 

Rolling 52-Week Correlation: S&P 500 vs. USD & Bonds

But despite the changing relationships among U.S. asset classes, one notable overseas

relationship remains within its historical norms.

Opposites (Do Not) Attract in Japan

Though U.S. markets are becoming more negatively correlated to the U.S. dollar, Japanese

indexes are well accustomed to moving opposite to the yen. 

The Japanese economy and profit stream is very export-oriented, which means the most

successful periods for equity markets often coincide with a weaker yen and a stronger

dollar. During yen weakness, Japanese products are inherently cheaper in the global

marketplace, which supports business prospects and earnings for local exporters.
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Japanese equities, therefore, have a longstanding inverse correlation with the yen.

Since the beginning of our available data history in 2006, Japanese equity market

returns (exclusive of currency effects) maintained a consistently negative 52-week

return correlation to the yen. 

Rolling 52-Week Correlation: MSCI Japan (Local) vs. Japanese Yen

But as the old market adage goes, correlations spike toward 1 during a crisis, and the

pandemic was no exception for this pair. The correlation briefly broke positive amid

sharp fluctuations from 2020 to 2022 but has steadily declined since then and resumed

its negative relationship.

The inverse relationship between Japanese equities and the yen was a genesis for adding

the yen hedge to the WisdomTree Japan Hedged Equity Fund (DXJ) in April 2010. Since

then, several key features have prevailed:

1.Hedging Yen Exposure Was Additive    —It was detrimental for a U.S. investor to

buy Japanese shares without hedging yen exposures over the short-, medium- and long-

term periods of the last 15 years. Investors lost between 3.5% and 6.5% per year

from unhedged yen investments during this timeframe.

2. Pairing Japanese Exporters with a Yen Hedged Magnified Total Returns          —

Hedging currency exposures within an export- and dividend-focused equity allocation

regularly outpaced the local Japanese market. The pairing outperformed U.S. equities

as well over the past few years, disproving the notion that overseas investing is a

worthless endeavor for U.S. investors.

Annualized Total Returns
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For the most recent month-end and standardized performance and to download the          

respective Fund prospectuses, click here.

3.Hedging Yen Exposure Starting to Lower the Risk Profile of Japanese         

Equities—In the post-pandemic environment, DXJ outperformed unhedged Japanese

stocks by over 10% per year with reduced (or comparable) volatility over the three-

and five-year periods. 

Annualized Volatility 

Over the longer term, DXJ was more volatile than unhedged indexes because of the

strong inverse correlation between the yen and the local stock market. But over the

past few years, Japan has seen falling volatility among currency-hedged strategies,

which is more consistent with broader international markets where unhedged currency

exposure usually adds to the volatility profile. 

Rolling 36M Volatility: JPY-Hedged Strategies Becoming Less Risky
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Currency hedging is becoming more rewarding due to greater volatility reduction across

international markets. Within the Europe, Australasia, Far East (EAFE) region, unhedged

currency exposure added an average of 230 basis points (bps) of incremental volatility

on a rolling 36-month basis over the last 10 years. More recently, they’re adding about

500 bps of increased volatility compared to a static currency hedge. 

Rolling 36M Volatility: Currency Hedging Reduces Risk in EAFE Region

As a final point on DXJ's volatility, its longer-term risk profile resembles that of the

S&P 500, which dispels the misconception that international investing is inherently

riskier. At times it can be, but employing a currency hedge to Japanese equities may

deliver a more palatable volatility profile already familiar to U.S. investors.

4. Policy Rate Differentials Mean U.S. Investors are Paid to Hedge Currency

Risks—Over the past decade, policy rates set by the Bank of Japan (BoJ) have been

greatly exceeded by those in the U.S., creating a compelling opportunity to earn an
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incremental return on top of the local market return by hedging yen exposures. 

Today, investors can earn 5.5% of additional return by virtue of interest rate

carry, which effectively neutralizes long yen (i.e., short dollar) exposures with an

offsetting short yen (i.e., long dollar) position. U.S. investors theoretically earn

the 5.5% rate differential by using yen exposure to fund a dollar investment.

Annualized Carry by Currency

Japan Remains an Opportunity amid Uncertainty

Being exposed to foreign currency risk for the last decade has been one of the biggest

mistakes investors have made in their global portfolios. 

Currency returns are quite unpredictable. There is no fundamental rule or theory that

suggests the yen should always appreciate, and unhedged strategies are positioned for

such an outcome. Since our first currency-hedged ETF launched 15 years ago, our own

research suggests taking a more strategic approach to hedging and focusing a portfolio

on risks you are compensated to take—equity risk. Unhedged currency risk serves as an

added directional bet, in our view, that often does not pay off and more reliably adds

to things that can go wrong—creating unnecessary volatility. 

 

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 and 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 the top 10 holdings of DXJ please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/dxj

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
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this blog.

Related Blogs

+ Focus on the Fed Series: Global Equities

+ Bond Diversification Is Falling: Portfolio Implications

Related Funds

+ WisdomTree Japan Hedged Equity Fund

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

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

EAFE  : Refers to the geographical area that is made up of Europe, Australasia and the

Far East.

Basis point : 1/100th of 1 percent.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.
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