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As we study the financial markets, we tend to search for relationships that might be
connected in explaining or driving returns. while 1it’s always exciting to find these
apparent nuggets of truth, it is sometimes disheartening to recognize that-in most cases
—-markets will shift in future, unexpected ways forcing them to disappear.

The relationship between Japan’s equity performance and some of these underlying drivers
may be shifting along these Tlines.

Relationship #1: Inverse Correlation between Equity and Currency Returns

one of the most notable characteristics of Japan’s equities 1is that they have tended to
move in the opposite direction to that of the yen currency, meaning:

e Yen depreciation has been associated with some of the stronger equity returns we’ve
seen

e Yen appreciation has been associated with some of the weaker equity returns we’ve
seen.

Looking at Tlong time series, it 1is not yet apparent if the regime of “negative

correlation” that we’ve seen largely in place since February 2007 has ended!, but what
we’ve seen recently might be an early signal that the yen’s movement 1is not as strongly
determinant as it has been since the start of the Abenomics period.

Since May of 2017, the TOPIX has Risen while the yen has Strengthened!

Abenomics Period: TOPIX level vs. Japanese yen movements (Nov. 30, 2012 to Jan.
12, 2018)
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Sources: wisdomTree, Bloomberg, with data measured during the Abenomics period.

You cannot invest directly within an Index.

e Since May 15, 2017, the yen has appreciated approx. 2.5% against the uUS dollar.
Normally, what we’ve seen during the Abenomics period (and prior to it during 5
years of yen strength) would lead us to expect lacklustre or negative equity
performance during such a period, yet Japan’s equities are up nearly 20% over this
same period over the Tast 7-months.

Again, we’re far from thinking that negative correlation has completely receded from
view-and if there was a sharp appreciation of the currency we’d likely see a tough
environment for equities again, but divergences from past behaviour 1like this need to be
noted and monitored as we move forward.
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Relationship #2: Tight Relationship between the US 10-Year Treasury note & the
Yen vs. US dollar

on September 21, 2016, the Bank of Japan (B0OJ]) initiated a policy often referenced as

“yield curve control?.” A commitment was made to buy as many Japanese Government Bonds
(3GBs) as needed to ensure that the yield of the 10-Year JGB was close to 0.0%. This was
revolutionary, in that it signalled a commitment to buy a potentially unlimited amount
of JGBs.

A result of this policy was that-since the yield of the 10-Year JGB was now locked in
due to policy-the yen became highly correlated to the level of the 10-Year US Treasury
Note Interest rate.

e A rising US 10-Year Treasury note interest rate-such as around the election of
President Donald Trump-was associated with a significant weakening move in the yen
vs. the us dollar.

e A falling US 10-Year Treasury note interest rate-such as in early September of 2017-
was associated with a significant strengthening move in the yen vs. the uUS dollar.

while the Yen has been Decoupling from the uUS 10-Year, Japan’s Equities have
become More Closely Correlated

Japanese yen vs. U.S. 10-Year Treasury note Interest Rate (Sept. 21, 2016 to
Jan. 12, 2018)
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Sources: wisdomTree, Bloomberg, Bank of Japan.

You cannot invest directly within an Index.

e As we started 2018, we saw the US 10-Year Treasury note interest rate rise above
2.5%. We can see that, in the recent past, we’ve have expected this move to be
associated with significant yen weakness—but this is not what happened. The yen has
actually been strengthening in early 2018, breaking the relationship that it has had
with the US 10-Year Treasury note. Since this interest rate can and will move over
the coming weeks and months, it will be important to see what happens to this
relationship.

e Of even greater interest-and possible surprise-since the September 8, 2017 near-term
bottom in the US 10-Year Treasury note interest rate Japan’s equities, as seen
through the TOPIX, have become very correlated to movements in the US 10-Year. As
the 10-Year interest rate rose 1in early 2018, Japan’s equities responded in kind,
which was not necessarily what would have been expected even one year ago. The
argument is that an improving US economy and US interest rates feeds into Japanese
equities that are tied to global business prospects and the US economy in particular
- including companies that benefit from US reduction in corporate tax rates—part of
the factor driving interest rates higher.

Thematically, wWisdomTree in Europe has focused on the Exporters theme within Japan. This
theme comes in the form of the wisdomTree Japan Hedged Equity Index, which normally see
their strongest performance associated with a falling yen. However, we have written in
the past about the potential of this strategy to respond to rising US interest rates.

How WisdomTree’s Japan Hedged Equity Index has responded since September 8, 2017
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Sources: WisdomTree, Bloomberg, with data from Sept. 8, 2017 to jan. 12, 2018.

You cannot invest directly within an Index.

As investors Took to understand what is happening in Japan, what happens in the US
economy and US interest rates is of prime importance. wWe have established a strong Tink
between the performance of 3Japanese markets with US interest rates and Japanese
financials 1in particular have been some of the strongest beneficiaries during rising
rate environments. But notice too that the Japanese exporters have also been strong
performers as rates moved higher.

while it is still too early to say the negative correlation between Japanese equities
and the yen will have a much different relationship looking forward than it has over the
Tast 10-years, the pattern at end of 2017 will bear watching throughout 2018.

You may also be interested in reading..

+ Japan: Ten potential market surprises in 2018
+ Japan Inc delivers—25% earnings growth possible in fiscal year ending March 2018

+ The coming BoJ pivot to banks

1 wisdomTree, Bloomberg, with data from Mar. 31, 1975 to Dec. 29, 2017. You cannot invest directly within an Index.

2 “New Framework for Strengthening Monetary Easing: Quantitative and Qualitative Monetary Easing with Yield Curve Control.” Bank of Japan. Sept. 21, 2016.

Related products

+ WisdomTree Japan Equity UCITS ETF - USD Hedged (DXJ)

+ WisdomTree Japan Equity UCITS ETF - GBP Hedged (DXJP

+ WisdomTree Japan Equity UCITS ETF - EUR Hedged Acc (DXJF)
+ WisdomTree Japan Equity UCITS ETF - CHF Hedged Acc (DXJD
+ WisdomTree Japan Equity UCITS ETF - USD Hedged Acc (DXJA
+ WisdomTree Japan Equity UCITS ETF - JPY Acc (DXJZ

View the online version of this article here.
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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 issued 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 laws 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 Tegal
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) dinto 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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