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One of the biggest surprises of 2017 was the fact that the euro exchange rate measured against the U.S. dollar

appreciated 14%—only about 7% behind the performance of the S&P 500 Index over the same period.1

 

The Consequence: European Equities Look Quite Attractive (7/31/12–4/30/2018)

 

This spread illustrates one consequence of a central bank policy divergence, as the 10-year German bund was
around .60%, approximately one-fifth of the 2.95% where we saw the U.S. 10-Year. Yes, the current earnings yield
of the WisdomTree Europe Hedged Equity Index is about 190 basis points higher than that of the S&P 500 Index,
but an even greater reason for the difference in spread is the very low position of German interest rates.

 Our European equity Index is  focused on export-oriented companies that derive more than 50% of their revenues
from outside of Europe. The euro’s performance is important, therefore, in that a weaker euro creates a stronger
fundamental backdrop for the earnings of these companies.

 

Interest Rates Matter

 

Central bank policy divergence has been one of those “big themes” often discussed among market participants around
the world, and along those lines, many would then cite the policy rates first because these are what the central banks
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directly influence.

 

However, it is also important to look further out on the interest rate curve. Ten-year government bond interest rate
differences between Germany and the U.S. indicate a broader spectrum of differences beyond central bank policy and
could indicate both growth and inflation differentials.

 

Difference in Central Bank Policy Rates: U.S. Federal Reserve Minus European Central Bank (ECB)

 

Difference in U.S. 10-Year Treasury Interest Rate Minus 10-Year German Bund Interest Rate

 

Policy Rates: It is very clear that the U.S. central bank has tended toward a higher policy rate than the ECB over
the vast majority of the period that we can analyze. The difference peaked—meaning the Fed policy reached its
highest level in a relative sense—in 2000 and in 2006. The critical question is whether we are traveling toward a
third peak, being currently at about a 2% difference, around half of the historical maximum in the 4% range.
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10-Year Government Bonds:  Going back to 1989, the U.S. 10-Year had an approximate 2.3% to 2.4% yield
advantage over the 10-year German bund. Markets had to wait until the current period for this level of difference
was reattained—a period of nearly 30 years. This means a couple of things: 1) the U.S. has much higher
growth/inflation expectations than the eurozone over the next 10 years, and 2) European investors have an
opportunity to pick up a historically large spread when investing in U.S. government debt.

 
Bottom line: These spreads favor a stronger U.S. dollar and a weaker euro. Now, we’re careful to say “favor” because
other factors clearly influence the picture. The market has known about these developments for some time and the euro
is still trading at around €1.19 to the U.S. dollar, as of this writing.

 

2018: Will the ECB Begin Tapering?

 

The April 26, 2018, ECB press conference went as expected—not much in the way of new information, and policy will be
assessed flexibly on an ongoing basis. As of now, we know that the asset purchase plan will continue at a rate of €30
billion per month through September this year. Data may lead this to be extended, but as yet we do not have that new
information—we just know that indicators such as the Citi Economic Surprise Index haven’t been at their most positive
thus far in 2018. Extending the time frame for easing—contingent, of course, on economic data—may come to light in
June. If we can assume this is not currently priced into the euro, then it may be a catalyst for euro weakness. 

 

U.S. 10-Year Broke 3%—A Short-Term Case Study of Euro Weakness & Equity Prices

 

Recent Euro Depreciation (2/15/18–5/7/18)

 

February 15, 2018, was a near-term peak in the euro, when it traded above 1.25. As of this writing, it is trading
around 1.19, implying approximate depreciation of 4.7%. This represents an important example of what can
happen to European exporters—shown through the WisdomTree Europe Hedged Equity Index—when the euro
weakens: outperforming the S&P 500 Index over this period by about 7.4% cumulatively.

 

Conclusion: A Weaker Euro Could Unlock Valuation Potential of European Exporters

 

We’ve seen the U.S. 10-Year break through 3% for the first time since early 2014, and we’ve written about the appointme
nt of Larry Kudlow to the Council of Economic advisors and possible “King Dollar” policy. We had a glimpse of this over
the past few weeks, and now we will have to examine the staying power of this trend.
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1Source: Bloomberg, with 2017 performance measured from 12/31/16 to 12/31/17.

For the top 10 holdings of HEDJ please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/et
fs/equity/hedj

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

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.

German bunds  : A debt security issued by Germany’s federal government, which is the German equivalent of a U.S.
Treasury bond.

10- Year Treasury  : a debt obligation of the U.S. government with an original maturity of ten years.

Basis point  : 1/100th of 1 percent.

Interest rates  : The rate at which interest is paid by a borrower for the use of money.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Inflation  : Characterized by rising price levels.

Citi Economic Surprise Index  : An indicator of how actual economic data compares to analyst expectations. A
downward trend means actual data has been trending below expectations, and an upward trend means actual data has
been trending above expectations.
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