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Over the last 11 weeks, nearly every major foreign currency (FX) has declined against the U.S. dollar. For many investors,
the key question we sought to answer in an earlier piece was will the trend in dollar appreciation continue or is now the ti
me to bet  on a weaker dollar going forward. But for globally allocated investors, there is no neutral. Investing abroad
involves currency risk—and we suggest strategies for understanding and managing those risks below.

The primary reason we say there is no neutral is because of the benchmarks that most investors choose. As perhaps an
accident of history, many U.S. investors benchmark their returns against the MSCI All Country World Index, unhedged.

This decision means that in addition to comparing performance against global equity markets, returns are also impacted
by movements in the U.S. dollar. Year-to-date, this decision has basically been a wash, but most allocators think longer
term when making strategic asset allocation decisions. In an ideal world, currency risk and foreign equity risk would be
managed independently. Unfortunately, in the U.S., the rise of currency-hedged ETFs didn’t really take hold until 2014.
However, this means that investors need to be cognizant of these implicit bets going forward.

Cumulative FX Impact

Developed Markets

Since the early 2000s, FX has only contributed a negligible amount to developed international total returns. But this also
misses the important point that up until 2010, FX had contributed 38.5% to total returns. Investors that initiated positions
in developed international at that time have seen nearly 27% of their investment evaporate due to erosion from a
stronger dollar.

Emerging Markets

In emerging markets (EM), the pain trade has been even more acute, falling by over 24% in the last 20+ years. From the
peak in 2010, investors are down 31.8%. While currency-hedged ETFs do exist in emerging markets, we’re generally not a
proponent of currency hedging on a strategic basis due to the significant costs associated with executing the hedge. The
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primary cost of hedging is driven by interest rate differentials. Since many emerging markets have structurally higher
rates than the U.S., these costs can be significant over the total holding period. In most instances, if an investor has a
positive outlook for the dollar versus emerging markets, they should perhaps rethink their bullish view for EM equities.

Digging Deeper into Calendar Year Returns

Developed Markets

Over market cycles for the last two decades, developed market currencies have experienced a lot of volatility, but no
strong long-term return. Over time, currencies tend to cycle from over- to fair- to undervalued and back again,
depending on differences in the outlook for growth, inflation and capital flows. This is broadly reflected when looking at
calendar year returns hovering around zero over the last 22 years. But a few things are striking.

The primary driver of total returns is equity risk, but with the exception of 2002, investors would have significantly
reduced their drawdowns during the worst periods of performance by currency hedging. In the best years for
performance, with the exception of 2013, equities and currencies appreciated together. When investors align their views
on equities and FX, they can increase not only their frequency of positive outcomes, but also magnify their gains. During
years of mediocre returns, FX tends to act as a drag.
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Investors benefitted by being underweight developed markets relative to the U.S. over the last 10 years. With the
exception of 2017, investors could have enhanced total returns by currency hedging. While we know why investors get
compensated to earn a risk premium for owning stocks, we are less confident there is a risk premium to be earned by
being long foreign currencies all the time. Being hedged can help reduce volatility for international investments.

Emerging Markets

In emerging markets, currencies tend to trade at discounts to their long-term expected value (as measured by purchasing
power parity , or PPP). However, as we’ve seen over the last 20 years, EM currencies can continue to trade at even higher
discounts to long-term fair value, which erodes returns. In our view, if investors are concerned about another leg higher in
the dollar impacting their international investments, hedging a portion of that exposure could make sense.

While equity risk also tends to be the primary driver of total returns in EM, in only one instance (2013) did EM FX
depreciate during a strong year for emerging markets. It’s possible that 2023 could end the year in this situation, but it
has been rare. More commonly, FX tends to be magnify returns in both directions.

What’s perhaps most striking is that despite a higher frequency and magnitude of negative total returns in FX, EM
equities delivered total returns nearly double that of developed markets over the period, on average. This can largely be
explained by the outsized gains in China, whose currency has been comparatively stable against other markets. However,
as China is now the largest weight in EM benchmarks, it may be possible to conclude that allocations to EM are more
about finding attractive stocks than owning significantly undervalued currencies.

Due to the high cost of carry in emerging markets, we have only implemented hedging using a multifactor process that
dynamically hedges currencies. As my colleague pointed out, that model was approximately 90% hedged in October
due to the strength of the dollar. But these hedge ratios will adjust over time as the momentum returns. Notably, this
multifactor strategy had considerably lower volatility than standard EM funds due to the high volatility of the currencies.

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.

Related Blogs

+ Take Note: A Technical Shift in Currency Markets

+ High Carry: King Dollar or Emerging Markets?

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

Foreign Exchange (FOREX, FX)  : The exchange of one currency for another, or the conversion of one currency into
another currency.

MSCI All Country World Index  : a broad global equity benchmark that represents large and mid-cap equity
performance across 23 developed and emerging market countries.

Currency risk  : the risk that an investment will decline in value due to a change in foreign exchange rates.

Equity risk  : A type of market risk that applies to investing in shares.

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

Emerging market  : Characterized by greater market access and less potential for operational risks when compared to
frontier markets, which leads to a larger base of potentially eligible investors.

Drawdowns  : Periods of sustained negative trends of return.

Risk premium  : Equity investments are not risk free, but it is thought that investors buy stocks because the returns they
expect are high enough to allow them to take the risk.

Purchasing power parity  : Academic concept stating that exchange rates should adjust so that equivalent goods and
services cost the same across countries, after accounting for exchange-rate differences.

Momentum  : Characterized by assets with recent price increase trends over time. This term is also associated with the
Momentum Factor which associates these stock characteristics with excess return vs the market over time.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.
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