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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. | 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, | 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,
| 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
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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 hedge.
Inflation vs. Currency vs. Dividend Growth

CPI 5&P 500- MS5CIEAFE- MSCI EAFE-

Period
e Inflation Dividends Dividends Currency
High Inflation® 6.3% 6.8% 5.9% 2.3%
Full Period’ 4.2% 5.8% 5.4% 1.6%
Strong Dollar & High Inflation® 7.5% 6.7% 8.194 -8.1%

Past performance is not indicative of future results

'Full Period: 12/31/1970 to 3/31/2014.

“High inflation period: 12/31/70 to 12/31/89.

High inflation/dollar strength period: 10¢/31/78 to 2/28/85.

Sources: WisdamTree, Professor Robert Shiller and MSCI, with data trom 12/31/1970 to
3/31/2014.

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 | 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.
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Important Risks Related to this Article

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
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