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In perhaps the biggest story of 2014, broad-based dollar strength had a significant

impact on global markets. From stocks and bonds to commodities and inflation forecasts,

very few markets were able to ignore the impact of a stronger U.S. dollar. Among the

majors, the euro had its worst year against the dollar since 2005.1 Yet in spite of a 12%

slide in the euro last year, many analysts continue to view a majority of European

economies as uncompetitive. A weaker currency could do much to improve this perception

by helping to boost growth through cheaper exports. At the next meeting of the European

Central Bank (ECB) on January 22, markets expect the formal announcement of an

aggressive quantitative easing (QE) program. In anticipation, interest rates in most

markets in Europe have continued to fall. In advance of the meeting, investors are also

trying to understand what impact this might have on the value of the euro. On August 29,

2014, Goldman Sachs strategists made an ambitious announcement that called for euro

parity against the U.S. dollar by the end of 2017.2 Recently, they accelerated the timing

of their euro parity call, predicting it will occur by the end of 2016 and will fall to

0.90 by the end of 2017.3 The update to their thesis was primarily driven by the ECB’s

pledge to meaningfully expand its balance sheet via QE. Should this forecast ultimately

prove correct, the drop against the dollar would result in a decline of 17% from the

current level. In our view, this call may not be as outlandish as it seems at first

blush. As we have stated previously, the strength in the U.S. dollar and, conversely,

weakness in the euro may just be getting started. As we show below, our key finding is

that the euro is by no means undervalued at current levels. In a recent blog post, we

noted that the U.S. dollar was only slightly stronger than historical long-term averages

using real effective exchange rates. Compared to nominal exchange rates, real rates

provide a more appropriate estimate of the impact exchange rates have on an economy,

economists have shown. The chart below updates this analysis using the euro. Putting

Euro Weakness in Context J.P. Morgan Real Broad Effective Exchange Rate Euro,          
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As we stated earlier, this chart suggests that the euro is by no means “cheap” against

its major trading partners, despite its sharp move lower in 2014. In fact, the euro is

trading right above its 20-year average. With currency valuation in the middle of a

longer-term range, we believe that bold action by the ECB can continue the weakening

trend in the euro. With U.S. short-term rates poised to rise in 2015, the pendulum of

monetary policy divergence could continue to support the dollar against a variety of

foreign currencies, including the euro. We believe that, as a result of ECB action, a

weaker euro can help stimulate economic growth, overcome deflationary pressures and

ultimately improve the lingering debt sustainability issues plaguing peripheral European

countries. In advance of these potential outcomes, we continue to advocate that

investors hedge currency risk in their international portfolios via currency-hedged

equity strategies or bullish U.S. dollar strategies.         1Source: Bloomberg, as of

12/31/14. 2EUR/USD was trading near 1.313 as of 8/29/14. 3Source: Goldman Sachs, as of

1/9/15.

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

are increasing the impact of events and developments associated with the region, which

can adversely affect performance.

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)
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DEFINITIONS

Inflation : Characterized by rising price levels.

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

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

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.

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.

Short-term rates : the rate of interest on a debt instrument maturing in two years or

less.

Monetary 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.

Deflation : The opposite of inflation, characterized by falling price levels.

Currency risk : the risk that an investment will decline in value due to a change in

foreign exchange rates.
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