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one of the biggest surprises of 2017 was the fact that the euro appreciated 14% against
the US dollar-approximately 7% behind the performance of the S&P 500 Index over the same

periodl. As a result, European equities now look quite attractive on an earnings yield
basis.

Figure 1: Earnings yield minus 10-year bond spreads (11 September 2012 to 26
April 2018)
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Source: Bloomberg. PASt performance is not indicative of future results. You cannot
invest d1'r'ect7y in an Index. rperiod is based on data availability for the wisdomTree Europe Hedged Equity Index.
Europe Spread: WisdomTree Europe Hedged Equity Index earnings yield minus 10-year German Bund interest rate. US Spread: S&P 500 Index

earnings yield minus 10-year Treasury Note interest rate.

Analysing earnings yield minus 10-year interest rates, European equities currently have
a much wider spread than US equities. The differential in the two spreads is a result of
central bank policy divergence, as at the time of writing, the 10-year German Bund was
around 0.60%—approximately one-fifth of the US 10-year Treasury note level of 2.98%.
Yes, the earnings yield of the wisdomTree Europe Hedged Equity Index was 60 basis points
higher than that of the S&P 500 Index, but the real reason for the difference in spread
was the Tow level of German interest rates.
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The wisdomTree Europe Hedged Equity Index is focused on export-oriented companies that
derive more than 50% of their revenues from outside Europe. The euro’s performance is
therefore important, because a weaker euro creates a stronger fundamental backdrop for
the earnings of these companies.

Interest rates matter

Central bank policy divergence is one of those big themes that has been discussed at
Tength by market participants around the world recently. Many 1investors have tended to
focus on specific policy rates first, as these are what the central banks are directly
influencing.

However, 1it’s 1important to Tlook further out on the dinterest rate curve. 10-year
government bond interest rate differences between Germany and the US +imply a broader
spectrum of differences beyond central bank policy, with implications for growth and
inflation differentials.

Figure 2a: Difference in central bank policy rates: US Federal Reserve minus ECB
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Source: Bloomberg, with period based on available data from the ECB policy rate, 31 Jan 1999 to 31 march 2018. Past
performance is not indicative of future results. You cannot invest directly in

an Index. us rederal rReserve is the us Federal Funds Effective Rate. ECB rate is the ECB Deposit Facility Announcement rate.

Figure 2b: Difference in US 10-year Treasury interest rate minus 10-year German
Bund interest rate
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Source: Bloomberg, with period based on available data for the German 10-year bund, 31 Mar. 1989 to 31 mar. 2018. Past
performance is not indicative of future results. You cannot invest directly in
an Index.

It’s very clear that the US Federal Reserve has tended toward a higher policy rate than
the ECB over the vast majority of the period analysed above. The difference peaked-
meaning the Fed policy reached its highest level 1in a relative sense—-in 2000 and 1in
2006. The critical question 1is whether we are travelling toward a third peak, being
currently at about a 2% difference, around half of the historical maximum in the 4%
range.

Going back to 1989, the US 10-year Treasury note had an approximate 2.3-2.4% yield
advantage over the 10-year German bund. Markets had to wait until recently for this
Tevel of difference to be re-attained-a period of nearly 30 years. This suggests that
the USA has much higher growth/inflation expectations than the eurozone over the next 10
years and that European investors have an opportunity to pick up a historically large
spread when investing in US government debt.

The bottom 1ine 1is that these spreads favour a stronger US dollar and a weaker euro.
Now, we’re careful to say ‘favour’ for a reason, in that other factors clearly influence
the picture. The market has known about these developments for some time and the euro is
still trading at close to 1.20 to the dollar.

2018: will the ECB begin tapering?

The 26 April 2018 ECB press conference was basically as expected. Not much in the way of
new information and policy will be assessed flexibly on an ongoing basis. Right now, we
know that the asset purchase plan will continue at a rate of 30 billion euros per month
through to September. weak data could result in this being extended, but as yet, we do
not have any 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 on economic data—may come to Tight in June. If we can assume
this 1is not currently priced into the euro, then it may be a catalyst for euro
weakness.
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Figure 3: Euro depreciation impacts equity prices

Recent euro Depreciation (15 February 2018 to 26 April 2018)
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Source: Bloomberg. Past performance is not indicative of future results. You cannot
invest directly in an Index.

15 February 2018 was a near-term peak in the euro, where it traded above 1.25. At the
time of writing, 1it’s trading around 1.21, a decline of approximately 3.2%. Since 15
February, the WwisdomTree Europe Hedged Equity Index has risen 3.51%, outperforming the
S&P 500 Index by around 5.5% cumulatively. This shows what can happen to European
exporters when the euro weakens.

conclusion: a weaker euro could unlock the valuation potential of European
exporters

we’ve seen the US 10-year Treasury yield break through 3% for the first time since early
2014 and we’ve written about the appointment of Larry Kudlow to the Council of Economic
Advisors and possible ‘King Dollar’ policy. wWe had a glimpse of this during the week of
27 of April, and will have to now examine the staying power of this trend.

1 source: Bloomberg, with 2017 performance measured from 12/31/2016 to 12/31/2017.

Related products

+ WisdomTree Europe Equity UCITS ETF - USD Hedged
+ WisdomTree Europe Equity UCITS ETF - USD Hedged Acc

+ WisdomTree Europe Equity UCITS ETF - GBP Hedged
+ WisdomTree Europe Equity UCITS ETF - CHF Hedged Acc

View the online version of this article here.

wisdomTree.com * +44 (0) 207 448 4330 WISDOMTREF’


https://wisdomtree.eu/~/link.aspx?_id=4358934D2ED24CD5B4E63022033AFF59&_z=z
https://wisdomtree.eu/~/link.aspx?_id=0EBAB7535A254B6A84F0BD7EF35F23B7&_z=z
https://wisdomtree.eu/~/link.aspx?_id=6F2B8DE5C8514046861065AB2C7DB4DA&_z=z
https://wisdomtree.eu/~/link.aspx?_id=61949A2F1BF0429EB9DF3F1D1FCAEAE1&_z=z
https://www.wisdomtree.eu/en-gb/blog/2018-05-15/euro-movements

WisdomTree INSIGHT 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 dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree 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 1is neither an offer for sale nor a
solicitation of an offer 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 after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal 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 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
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 offering 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 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in 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 affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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