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When investors allocate to foreign stocks, they implicitly assume a secondary currency exposure on top of their local
equity market returns. In discussing currency-hedged strategies with clients over the last few years, I’ve heard a few
common explanations as to why investors like making this secondary “currency bet” on top of the global equity
diversification they are obtaining. Myth: Adding euro and yen exposure on top of local equity market returns is a
good hedge against the purchasing power of your U.S. dollar. A common argument for why people take on currency
risk is that they want diversification from a declining U.S. dollar that could ultimately help maintain purchasing power
within their portfolios for future consumption. I believe this is a misguided reason to take a secondary currency bet when
buying foreign equities to diversify equity allocations. The Consumer Price Index (CPI) is one metric for analyzing how far
the purchasing power of a dollar goes and is a general measure of inflation in the United States. We start this analysis by
asking this: If you live and invest in the United States, do you have a house in Europe where it is beneficial to hedge
future consumption in euros? Or do you vacation in Japan where you need to hedge future yen-denominated expenses?
If not, I believe the concept that the euro and yen make a good hedge for the purchasing power of your U.S. dollar is a
myth, because their values do not make good hedges for U.S. inflation rates. What makes a potentially better hedge
against inflation and the purchasing power of the U.S. dollar, in my view, is stocks, which represent claims on real assets

and which historically have seen their dividends grow with inflation over time. In the United States, inflation since 19701

has averaged just over 4% per year2 . During this period, dividend growth on the S&P 500 averaged 5.76% per year,

approximately 1.5% per year above inflation3 . This means that dividends not only provided an inflation hedge, going up
with inflation, but they provided real growth on top of inflation. Over long periods, I believe U.S. stocks are fairly good
diversifiers for inflation generally. What About Foreign Currencies? The currencies represented in the MSCI EAFE Index
returned 1.6% per year, with sweeping trends within that longer period back to December 30, 1970, where foreign
currencies moved up and down versus the U.S. dollar. This means the dollar depreciated by about 1.6% per year versus
the EAFE currencies over this period of approximately 43 years. The bottom line: This depreciation of the dollar
(synonymous with appreciation of these foreign currencies against the U.S. dollar) failed to keep pace with inflation of
more than 4% per year. One period to focus on was one of the highest inflation periods in the U.S., from October 31,
1978, to February 28, 1985. Inflation in the U.S. was 7.5% per year, yet the U.S. dollar increased significantly and the
EAFE currencies declined approximately 8% per year. The fact that the U.S. dollar saw a large increase in its value
against foreign currencies during one of highest inflation periods in the U.S. brings into serious question why foreign
currencies should be a hedge against the declining purchasing power of the U.S. dollar. Stocks, by contrast, are a better
long-term hedge because dividend growth has the potential to keep up with inflation over time. The dividend growth of
the MSCI EAFE Index measured in local currency outpaced U.S. inflation during this period, meaning that stocks by
themselves without the currency exposure—specifically their dividend growth—actually represented a better inflation
h e d g e . Inflation vs. Currency vs. Dividend Growth
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 What About Future Trends of the U.S.
Dollar? Putting the historical picture aside, will foreign currencies continue appreciating against the U.S. dollar? It is hard
for anyone to really know where currencies are going. In many ways, evaluating the relative attractiveness of stocks,
which produce a set of cash flows (earnings and dividends), can make for easier comparison of relative valuation than
trying to do the same with currencies. This is why I advocate strongly for blending currency-hedged strategies with non-
hedged strategies in a strategic mix to minimize the possibility of being on the wrong side of the currency equation. If
investors have no expectations for foreign currencies to continue to appreciate against the dollar on a sustained long-run
basis, given the minimal cost to hedge the developed world currencies that we discussed here, they should diversify their
approach to developed international allocations by adding in some currency-hedged allocations. We believe that
investors must really examine why they are taking on the euro and yen risk in their portfolios. If it is for diversification
against purchasing power of the U.S. dollar, the historical evidence presented in this blog post suggests that these

investors need to go back to the drawing board to find better inflation hedges. 1This period was chosen to coincide with

the launch of the MSCI EAFE Index, which has a history starting in 1970. 2Source: Professor Robert Shiller, for period

12/31/69 to 3/31/14. 3Source: Professor Robert Shiller.

Important Risks Re lated to th is Art ic le   

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or economic uncertainty.
Investments in currency involve additional special risks, such as credit risk and interest rate fluctuations. Investments
focused in Europe or Japan may increase the impact of events and developments associated with those regions, which
can adversely affect performance. Dividends are not guaranteed, and a company’s future ability to pay dividends may be
limited. A company currently paying dividends may cease paying dividends at any time. Diversification does not
eliminate the risk of experiencing investment losses

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

Currency hedging  : Strategies designed to mitigate the impact of currency performance on investment returns.

Risk  : Also standard deviation, which measures the spread of actual returns around an average return during a specific
period. Higher risk indicates greater potential for returns to be farther away from this average.

Consumer Price Index (CPI)  : A measure that examines the weighted average of prices of a basket of consumer goods
and services, such as transportation, food and medical care. The CPI is calculated by taking price changes for each item
in the predetermined basket of goods and averaging them; the goods are weighted according to their importance.
Changes in CPI are used to assess price changes associated with the cost of living.

Inflation  : Characterized by rising price levels.

Hedge  : Making an investment to reduce the risk of adverse price movements in an asset. Normally, a hedge consists of
taking an offsetting position in a related security, such as a futures contract.

Real assets  : Assets that have their own value independent of their price, typically used to mitigate the potential impact
of inflation lessening the purchasing power of an investor’s home currency.

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.

MSCI EAFE Index  : is a market cap-weighted index composed of companies representative of the developed market
structure of developed countries in Europe, Australasia and Japan.

Relative value  : The relationship between a particular attribute, e.g., a dividend, and the firm’s share price compared to
that of another firm.
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