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The latest weakness in the U.S. dollar has a number of investors re-examining the case for currency hedging their foreign
equity portfolios. Many unhedged investors express thoughts like these: “See, there is a benefit to adding currency risk in
my portfolio” and “This currency risk is all going to wash out in the long run, so why should I bother hedging, especially
since I am likely to get the timing wrong to switch to a currency-hedged strategy?” The important philosophical portfolio
question investors must determine is this: Is there really a long-run benefit to portfolios from betting that currencies such
as the euro, yen and pound will always appreciate in value versus the U.S. dollar? The phrase “betting on currencies” is
important to re-emphasize. There is no model that says the euro, yen and pound will always and forever appreciate in
value versus the U.S. dollar. These currency exposures in unhedged strategies are thus always implementing a tactical
bullish call on the euro, yen and pound versus the U.S. dollar. In 2016 and the last 12 months, the euro and yen have
appreciated from their lows. My question to unhedged investors is this: Why is your call for the euro and yen to continue
appreciating from here? If you cannot make a strong case to be bullish the euro or the yen, you should re-examine why
you always layer it on top of your equity exposure.   International Equity Volatility (12/31/1969—3/31/2016)
Average Annual Standard Deviation (Currency + Equity), Incremental Contribution to Average Annual Standard
Deviation (Equity, Currency)

 

 For definitions of terms in the
chart visit our glossary. I believe the long-run, strategic portfolio framework with the most sound underpinnings for
international allocations incorporates one of two mindsets: 1) Strategically hedging currencies in the developed world as
a baseline allocation all the time. This strategy, for broad baskets of international equities, can lower the volatility profile
of international investing and means an investor does not have to worry about fluctuations in exchange rates.   Volatility
Reduction: Over the last 47 years, currency has added 260 basis points (bps) to the volatility of stocks in the MSCI EAFE

Index, despite having nearly zero correlation to those stocks.1 The evidence shows that, far from being an actual
diversifier to a portfolio, foreign currency exposure is nothing more than a bet on foreign currencies appreciating in
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value. Sometimes the bet pays off, sometimes not. If an investor wants to eliminate the need to make any calls or bets on
currency directions, strategically hedging currency risk all the time is the most natural approach to achieving this goal, in
my opinion. Note, I believe most investors still think of this backwards, claiming the decision to “currency hedge” is the
“active bet” they must make. But remember, currency hedging just seeks to neutralize exposure so that a portfolio
doesn’t stand to benefit when the euro rises or doesn’t get hurt when the euro falls.    2) Dynamically Hedged currency
exposure to adapt unhedged positions when hedging looks less attractive. Of course, there are times when foreign
currencies will appreciate in value. But can you time those adaptive hedging moves yourself? Research we have
conducted with Record Currency Management shows that it’s possible to add value over passive hedging (or unhedging)
all the time. Over the last 28 years, determining when to currency hedge using a three-factor model of interest rate
differentials, momentum and currency valuations has added more than 140 bps annually to the returns of a broad
international hedged-equity strategy while maintaining the vast majority of the volatility reduction of strategic passive

hedging.2 This research led us to offer a family of dynamic currency-hedged Indexes that represent this exposure for
broad international allocations, European allocations and Japanese allocations.   Unhedged MSCI EAFE Index with
Passive Hedged and Signal Overlay (12/31/1988—3/31/2016—USD Based) 

 Most investors remain
unhedged for their broad-based allocations to the foreign large-cap asset class. To me, this is the least sensible and
defensible strategy over the long run. We know currency adds to an investor’s risk profile, and we believe there should be
no “expected return” from these currencies (the “uncompensated risk” of currency). The case for currency hedging
remains as strong today as ever. This case mostly relies on being able to achieve a potentially lower risk profile when
investing internationally. The case is enhanced by the fact that the European and Japanese central banks have instituted
negative interest rates, while the U.S. central bank is on a gradual glide path to raising interest rates. Far from being a
cost to hedge the euro and yen, an investor is increasingly being paid interest rate differentials between the U.S. and the
foreign central banks. The amount an investor is being paid to hedge using one-month forward contracts is approaching

75 bps in the euro area and almost 70 bps in Japan.3   On a Tactical Basis, Hedging Is Still Attractive Interest rate
differentials are perhaps the most powerful motivating force for long-run capital flows. The U.S. has among the highest
interest rates in the developed world. In Japan, not only is there a negative short-term yield, the 10-year government
bond has a negative yield. These low yields increasingly encourage Japanese corporations, pension funds and citizens to
look for opportunities to earn higher yields around the globe. The U.S. is likely going to be a recipient of these flows for
an extended period. While I remain tactically bullish on the dollar based on the longer-term trend in interest rates, it’s
not necessary to be a U.S. dollar bull to adopt currency-hedged strategies. An investor just needs to accept the
proposition that currency adds to the risk profile of international investments for no expected long-term benefit. I believe
that, as investors come to realize how much uncompensated risk they may be taking and that foreign equities could
continue to look attractively priced compared to U.S. equities, investors may continue to shift portfolios toward either

strategic or dynamic currency-hedged international strategies.         1Sources: WisdomTree, Bloomberg, as of 3/31/16.
2Sources: WisdomTree, Record Currency Management, as of 3/31/16. 3Sources: WisdomTree, Bloomberg, as of 3/31/16.

Important Risks Re lated to th is Art ic le   

Hedging can help returns when a foreign currency depreciates against the U.S. dollar, but it can hurt when the foreign
currency appreciates against the U.S. dollar.

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or economic uncertainty.

Investments focused in Europe or Japan increase the impact of events and developments associated with the regions,
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which can adversely affect performance.  

No WisdomTree Fund is sponsored, endorsed, sold or promoted by Record Currency Management (“Record”). Record
has licensed certain rights to WisdomTree Investments, Inc., as the index provider to the applicable WisdomTree Funds,
and Record is providing no investment advice to any WisdomTree Fund or its advisors. Record makes no representation
or warranty, expressed or implied, to the owners of any WisdomTree Fund regarding any associated risks or the
advisability of investing in any WisdomTree Fund.

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.

Unhedged  : Strategy that includes the performance of both the underlying asset as well as the currency in which it is
denominated. The performance of the currency can either help or hurt the total return experienced.

Bullish  : a position that benefits when asset prices rise.

Standard deviation  : measure of how widely an investment or investment strategy’s returns move relative to its average
returns for an observed period. A higher value implies more “risk”, in that there is more of a chance the actual return
observed is farther away from the average return.

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

Basis point  : 1/100th of 1 percent.

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.

Correlation  : Statistical measure of how two sets of returns move in relation to each other. Correlation coefficients range
from -1 to 1. A correlation of 1 means the two subjects of analysis move in lockstep with each other. A correlation of -1
means the two subjects of analysis have moved in exactly the opposite direction.

Dynamic Hedge  : Strategy in which a currency hedge can be varied (as opposed to targeting a constant level) and
change over the course of time.

Real interest rate  : Interest rate accounting for the impact of inflation. From the nominal interest rate, which does not
account for the impact of inflation, the rate of inflation is subtracted to get to the real interest rate.

Valuation  : Refers to metrics that relate financial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.

Large-Capitalization (Large-Cap)  : A term used by the investment community to refer to companies with a market
capitalization value of more than $10 billion. Large cap is an abbreviation of the term “large market capitalization”.
Market capitalization is calculated by multiplying the number of a company’s shares outstanding by its stock price per
share.

1-Month Currency Forward  : A binding one month contract in the foreign exchange market that locks in the exchange
rate for the purchase or sale of a currency on the following one month.

Yield  : The income return on an investment. Refers to the interest or dividends received from a security that is typically
expressed annually as a percentage of the market or face value.

10-year government bond  : a debt instrument backed by a government guarantee with an original maturity of 10 years.
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