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The Mauldin Economics team released a headline-grabbing report in late October called “The Ticking Time
Bomb of the Strong US Dollar.” Its author warns readers, “You're going to hear hundreds of US multinational
companies blame their profit shortfalls on the strong dollar.”1 Typically, if a company’s home currency is
weakening compared to the currency where the company’s sales are generated, this will have a positive
effect on sales and profitability, and if the home currency is strengthening, it could negatively impact sales
and profitability. This is the dilemma Japanese companies faced for many years as they fought the uphill
battle of a strengthening yen. The Mauldin team put it quite nicely in reference to the latest U.S. dollar
surge: ¢ “Top Line Pain: A strong dollar raises prices for foreign customers and those higher prices can
negatively affect demand. « Bottom Line Pain: The value of overseas sales declines when translated
back into US dollars.”2 The recent U.S. dollar strength is certainly being felt at some multinationals, but
the moves may be just the beginning. See the latest warnings: The Coca-Cola Company “Although

the currency headwind on operating income was in line with the outlook provided last quarter, foreign
currency unfavorably impacted earnings per share (EPS) by 6 points due to additional currency headwind
related to remeasurement gains/losses recorded in the line item Other income (loss) — net.” Philip Morris
International In the most recent earnings release, CEO Andre Calantzopoulos stated that “currency
headwinds have stiffened.” Later in the report, the company quantified the impact of currency by forecasting
“an unfavorable currency impact, at prevailing exchange rates, of approximately $0.72 per share for the
full-year 2014 compared to unfavorable currency of approximately $0.61 per share in the prior guidance.”4
The Procter & Gamble Company “P&G reiterated its organic sales growth and core earnings per share
growth guidance ranges for fiscal year 2015. P&G added that the quarterly profile of earnings will be
heavily influenced by the variation of foreign exchange impacts from period-to-period. The Company
expects significant negative sales and earnings impacts from foreign exchange in the October-December
2014 quarter”5 Strengthening Dollar Can Negatively Impact Revenue of U.S. Multinationals We are
working to quantify the impact on S&P 500 Index earnings from a move in the U.S. dollar, but market data
is quite clear: the S&P 500 has traded quite inversely to the currency moves over recent years, and it has
become increasingly negatively correlated. Recall, this is very much like the situation in Japan, where the
market and currency tended to move in the opposite direction. The reasons here in the United States also
may be similar in nature to those in Japan. A growing share of revenue and profits for U.S. corporations
comes from overseas—and that share seems only likely to increase with globalization of the economy.
Of course, there is also a safe-haven association with the U.S. dollar, and moves out of equities during
periods of risk aversion have benefited the U.S. dollar. But on a company fundamental and earnings basis,
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there is some connection, as the company reports above illustrate. Three-Year Correlation of U.S. Dollar

to S&P 500 Index
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Sources; WisdomTree, MSCI, 12/31/73-9/30/14. Past performance is not indicative of future results. You cannot invest

directly in an index
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Who Benefits from a Strengthening Dollar?  International Equities: Foreign multinational companies
have the potential to benefit from a strengthening dollar because their products become less expensive
to U.S. consumers, possibly increasing sales. These companies also benefit as their foreign sales are
translated back to their home currency through a more favorable exchange rate, resulting in higher
earnings. We think this is why developed international equities have historically performed better in periods
when their currencies were weakening, compared to periods when they were strengthening.6 Even though
a stronger U.S. dollar and weaker euro or yen might help the profits of European or Japanese companies,
the dollar strength can drag down the total returns of U.S. investors who do not hedge their international
equity exposure. For this, we encourage investors to consider Japanese and European multinational
companies, where we see some of the strongest examples of U.S. dollar strength relative to these
currencies. e Domestic Small Caps: Typically, small-cap companies generate a majority of their sales
domestically and are not as sensitive to movements in exchange rates as large caps. Also, domestic small
caps are typically not impacted by foreign economic growth, which has been tepid compared to U.S. growth.
1Tony Sagami, “The Ticking Time Bomb of the Strong US Dollar,” Mauldin Economics, 10/28/14. 2Ibid. 3The
Coca-Cola Company, Third Quarter and Year-to-Date 2014 Results, 10/21/14. 4Philip Morris International
Inc., 2014 Third-Quarter Results, 10/16/14. 5The Procter & Gamble Company, Q1 2015 Earnings Release,
10/24/14. 6Sources: WisdomTree, Bloomberg, 12/31/69-09/30/14. Refers to the currencies and equities
in the MSCI EAFE Index.
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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 focusing on certain sectors and/or smaller companies increase their
vulnerability to any single economic or regulatory development. Investments focused in Japan are in-
creasing the impact of events and developments associated with the region, which can adversely affect
performance.
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