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While the dollar has rallied by more than 20% from its lows,1 valuations appear anything

but stretched in our view. In the long run, exchange rates reach equilibrium due to

slower-moving macroeconomic factors that cycle between relative advantages. However,

currencies are also prone to overshooting these norms. As one currency rises in value

compared to another, the attractive elements of the economy slow down, resulting in an

adjustment of the exchange rate. For this reason, currencies tend to cycle over time. We

believe that previous drivers of dollar appreciation may also be driving dollar strength

in the current period. As we show in the chart below, over the last 30 years, we have

identified two distinct periods of secular appreciation in the value of the U.S. dollar.

From June 1980 through March 1985, the dollar appreciated by more than 52% before policy

makers negotiated its retracement.2 From July 1995 through February 2002, the dollar rose

by nearly 33%.3 Today, the dollar is trading just above its 20-year average.4   SecularSecular

Bull and Bear Markets in the U.S. Dollar Bull and Bear Markets in the U.S. Dollar J.P. Morgan Real Broad EffectiveJ.P. Morgan Real Broad Effective

Exchange Rate U.S. Dollar, 12/31/79-11/30/14Exchange Rate U.S. Dollar, 12/31/79-11/30/14 

 1980s1980s Under Federal

Reserve (Fed) chairman Paul Volcker, the dollar surged in the early 1980s as the U.S.

aggressively hiked interest rates to bring inflation under control. In two years,

inflation had fallen by more than 10% to more normalized levels.5 With the precipitous

fall in prices, the U.S. offered investors some of the highest real interest rates in

the world. As a result, international capital continued to flow into the U.S., driving

up the value of the dollar. However, this capital flow continued even after the Fed

reversed course and began to cut rates. After a nearly 50% rise in value against other

major currencies by 1985, U.S. exports began to come under considerable pressure. After

modest current account surpluses to start the decade, the current account plunged to a

deficit of 3.5% of GDP, an unheard of level at that time.6 In one of the most significant

forms of international financial coordination in the modern era, the period of dollar
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strength ended with the signing of the Plaza Accord, which set up the dollar’s

precipitous revaluation. 1990s–2000s1990s–2000s In the second dollar bull market that we

identified, the dollar appreciated against European currencies and the yen by

approximately 5% per year from ’95–’02.7 The primary driver during this period, however,

was an increase in U.S. labor productivity compared to the rest of the world. During one

of the most prolonged periods of real economic growth in the U.S. since World War II,

monetary policy remained accommodative while U.S. manufacturing and the booming

technology sector drove growth. With the economy strong, inflation subdued and borrowing

costs low, the U.S. government was able to run a primary budget surplus. Ultimately,

this move culminated with the bursting of the tech bubble and a decline in U.S.

manufacturing. The U.S. economy eventually slipped into a recession following the

terrorist attacks of September 11, 2001. Present Present Looking at the period since spring

2011, we believe that the next period of secular appreciation in the U.S. dollar may be

upon us. At the start of this rally, the viability of the eurozone was being called into

question. Previously, many viewed the euro as a strong competitor to the U.S. dollar as

a new reserve currency of the world. However, questions arose about whether the eurozone

could continue to function as a monetary union without becoming a full-fledged Fiscal

union as well. With technorats riding to the euro’s rescue, the dollar dipped from its

trend of appreciation. In August 2011, Standard & Poor’s downgraded the credit rating of

the U.S. for the first time in history. In a perverse response, the dollar strengthened,

and U.S. Treasury yields declined. Going forward, we believe continued dollar strength

may be driven primarily by a combination of the factors that drove dollar strength in

the mid-’80s and ’90s: higher real interest rates and stronger economic growth. In

recent years, the dollar has appreciated as global investors sought to tap into U.S.

growth via stock and bonds. With volatility in markets increasing through the end of

2014, we believe many investors will continue to look at different ways to manage risk

in their portfolios. In our view, a long-dollar strategy could be one way to reduce risk

during uncertain markets. Should our thesis prove correct, we believe the value of the

U.S. dollar could appreciate against a basket of foreign currencies in the coming year.

        1Sources: J.P. Morgan, Bloomberg. As measured by the J.P. Morgan Real Broad

Effective Exchange Rate from 4/30/11 to 11/30/14. 2Sources: J.P. Morgan, Bloomberg. For

the purposes of this analysis, we focus on estimates of real effective exchange rates

(REERs). 3Sources: J.P. Morgan, Bloomberg. 4Source: WisdomTree, as of 11/30/14. 5Source:

Bureau of Labor Statistics. 6Source: OECD. 7Source: Bloomberg.
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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.

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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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)
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 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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DEFINITIONSDEFINITIONS

ValuationValuation  : 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.

MacroMacro  : Focused on issues impacting the overall economic landscape as opposed to those

only impacting individual companies.

Exchange rateExchange rate  : The exchange of one currency for another, or the conversion of one

currency into another currency.

Interest ratesInterest rates  : The rate at which interest is paid by a borrower for the use of money.

InflationInflation  : Characterized by rising price levels.

Real interest rateReal 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.

Current accountCurrent account  : The difference between a nation’s total exports of goods, services

and transfers, and its total imports of them.

Gross domestic product (GDP)Gross domestic product (GDP)  : The sum total of all goods and services produced

across an economy.

Plaza AccordPlaza Accord  : An agreement between the United States, France, Germany, the U.K. and

Japan that depreciated the U.S. dollar against the German mark and the Japanese yen. The

agreement was negotiated and signed at the Plaza Hotel in New York City.

Labor productivityLabor productivity  : Measure of how much labor is able to accomplish, given the use of

a set amount of resources, most often the number of hours worked.

Monetary policyMonetary policy  : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

Tech BubbleTech Bubble  : Market collapse between 1999-2001 that was led by technology stock.

RecessionRecession  : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Monetary unionMonetary union  : A system where two or more states agree to use the same currency.

Fiscal unionFiscal union  : A single body that makes decisions surrounding the collection and

expenditure of government revenue/taxes.

AA+ Credit RatingAA+ Credit Rating  : The AA+ rating is issued by S&P and is similar to the Aa1 rating

issued by Moody's. This rating is of high quality and falls below the AAA ranking. It

comes with very low credit risk, even though long-term risks may affect these

investments. The AA+ rating is considered one of the rankings for investment-grade debt.

Treasury yieldTreasury yield  : The return on investment, expressed as a percentage, on the debt

obligations of the U.S. government.

VolatilityVolatility  : A measure of the dispersion of actual returns around a particular average

level.&nbsp.
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RiskRisk  : 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.

JP Morgan Real Broad Effective Exchange Rate U.S. DollarJP Morgan Real Broad Effective Exchange Rate U.S. Dollar  : Represents monthly

averages for the value of the U.S. dollar versus the currencies of the United States’

largest trading partners when factoring in the impact of inflation.

Real effective exchange rates (REERs)Real effective exchange rates (REERs)  : REERs represent the weighted average of a

country’s currency relative to an index or basket of other major currencies, adjusted

for the effects of inflation. While investors normally quote returns in nominal terms,

most analysts find REER helpful when analyzing currency impact on economic

competitiveness and trade. Generally speaking, REERs tend to be more instructive of

economic trends, particularly during periods with positive inflation.
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