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This blog is the fourth instalment of our blog series on Defensive Assets: ‘Offence wins games but
defence wins championships’.

Last week, we focused on fixed income and highlighted how higher duration, higher yielding government
bonds could deliver strong negative correlation in downturns and strong long term expected returns.
This instalment will examine currencies and illustrate how their behaviour in crisis is mostly driven

by their risk-on and risk-off tendencies. We will continue to use our framework as a guide to assess

the defensiveness of this asset class and in particular look at how they are positioned versus their
fundamentals.

Risk-on and risk-off currencies

In Figure 1, we focus on the performance of the money market investments in G101 currencies from the
point of view of a Euro (EUR) investor. This figure illustrates perfectly currencies reaction to periods of
stress. In a nutshell, currencies are either risk-on, meaning that they tend to perform well when the market
sentiment is positive, or risk-off, meaning that they tend to perform well when the market sentiment is
negative.

* Risk-on currencies do poorly in periods of stress and in particular when equity depreciates. In the
graph below Australian Dollars (AUD) and Canadian Dollars (CAD) exhibit this behaviour perfectly
with negative performance across the board during equity drawdowns.

*  On the other hand, risk-off currencies perform strongly during those same equity downturns. The
US Dollar (USD), the Japanese Yen (JPY) and the Swiss Franc (CHF) show strong annualised
performance across those periods. This behaviour is driven quite strongly by investor behaviour and
the tendency for money to flow to safe haven economies and safe haven currencies in periods of
trouble.

Outside of those periods of stress, the risk-on/risk-off behaviour is less prevalent, and the performance
of the currencies is driven more strongly by local factors such as central bank interest rate, economic
performance or inflation expectations.

This phenomenon can also be observed through correlations. In figure 2, we look at the correlation between
risk-on currencies (AUD and CAD), between risk-off currencies (JPY and CHF) and across risk-on and
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risk-off currencies. The histogram clearly illustrates the behaviour described above in periods of equity
drawdowns.

e The correlation between risk-off currencies increases significantly during equity drawdowns signifying
thatin crisis, the market regime drives the performance more directly than local or geographical drivers.

The same behaviour is observed on risk-on currencies where correlation also increases in drawdowns.

* Maybe the most illustrative point, the correlation between risk-on and risk-off currencies turn negative
in those drawdowns, highlighting quite clear how currencies divide into two groups under stress.

WisdomTree Currency Framework

Overall, there is no real asymmetry to be found in this asset class as currencies behave very strongly
according to their risk feature in and out of risk periods. However, outside of periods where investors’ fear
is high, currencies are driven more by their fundamentals and it is therefore possible to assess how cheap
or expensive they are and therefore their potential on the upside.

In our Outlook 2020, we introduced a framewaork to highlights the strengths and weaknesses of currencies
in risk-on periods. Figure 3 shows the results of that framework (all details can be found the Outlook 2020).
Looking at EURUSD pair, we observe a negative overall score which indicates a possible strengthening
of the USD versus the EUR, driven mainly by the momentum and strong difference in local short-term
rates. It is interesting to note that among risk off currencies, only US Dollars display strong fundamentals
versus the euro. This may make the USD dollars a stronger all-weather approach with risk off potential

if the economic conditions worsen and positive fundamentals if they do not. JPY and CHF, on the other
hand, present weak fundamentals following relatively strong recent performance.

Figure 3: WisdomTree FX scoring system based on 6 indicators

Source: WisdomTree, Bloomberg. As of 31st December 2019. All definitions in this Table can be found in
the WisdomTree Outlook 2020.

Historical performance is not an indication of future performance and any investments may go
down in value.

Currencies are among the most liquid assets in the world. When it comes to implementation, investors are
spoilt for choices from direct currency holdings to money market funds or short-term treasury exchange
traded funds (ETFs). For more tactical implementation, delta one and leveraged exchange traded products
(ETPs) are also available on most currency pairs. However, currency exposure can also be gained as

an overlay to other asset classes. Next week we will focus on assessing those combinations, looking at
the effect of the characteristics on fixed income or equity portfolio by bringing in a currency layer to our
investments.

1.G10 Currencies are ten of the most heavily traded currencies in the world. United States dollar (USD),
Euro (EUR), Pound sterling (GBP), Japanese yen (JPY), Australian dollar (AUD), New Zealand dollar
(NZD), Canadian dollar (CAD), Swiss franc (CHF), Norwegian krone (NOK), Swedish krona (SEK).

https://www.wisdomtree.com/fi/insights/blog/risk-on-or-risk-off-what-is-driving-currency-performance
WISDOMTREE


https://cdn.sanity.io/files/f8796olh/global-dev/9e2518e640f3e293977b7090fcbaaedb1174632a.bin

WISDOMTREE BLOG

Related blogs

+ Defensive Assets: Is playing too safe too risky?

+ Defensive Assets: Are all equity strategies created equal?
+ Defensive Assets: The duration your portfolio needs
Related products

+WisdomTree Long USD Short EUR

+ WisdomTree Long JPY Short EUR

+ WisdomTree Long JPY Short EUR 3x Dalily

https://www.wisdomtree.com/fi/insights/blog/risk-on-or-risk-off-what-is-driving-currency-performance
WISDOMTREE


https://www.wisdomtree.eu/en-gb/blog/2020-02-05/defensive-assets-is-playing-too-safe-too-risky
https://www.wisdomtree.eu/en-gb/blog/2020-02-12/defensive-assets-are-all-equity-strategies-created-equal
https://www.wisdomtree.eu/en-gb/blog/2020-02-19/defensive-assets-the-duration-your-portfolio-needs
https://www.wisdomtree.com/fi/products/currencies/wisdomtree-long-usd-short-eur
https://www.wisdomtree.com/fi/products/currencies/wisdomtree-long-jpy-short-eur
https://www.wisdomtree.com/fi/products/currencies/wisdomtree-long-jpy-short-eur-3x-daily

WISDOMTREE BLOG

Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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