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MYTH: CURRENCIES ARE A WASH 1IN
THE LONG RUN; ONE SHOULD 3JUST
TAKE THE RISK
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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. One of the arguments we often hear
is that currencies offer no expected return in the long run; their returns are assumed
to ultimately be a wash based on a concept called purchasing power parity (PPP).
However, there is no question currencies offer a source of additional uncertainty about
their potential impact on future returns. So why should the default be to assume this
currency risk if they offer no expected return? A more natural starting point would be a
baseline of hedging the currency exposure for the developed international world before
adding in the secondary currency exposure when the 1investor has a stronger view that
those currencies are going to appreciate. To argue against currency hedging, there’s an
assumption that it is expensive to hedge away that currency risk. But we discussed
previously here that the costs are currently minimal to hedge certain currencies, and
one might actually get paid to hedge the developed world currencies—-such as the euro or
the yen—if the U.S. raises interest rates before Europe or Japan. Even with a near-zero
cost, we wonder why it is valuable to 7ncrease the risk to investing in foreign equities
without expecting additional return-as the default option historically has been in
investment vehicles that take on currency risk unhedged. over the Tast 5 to 10 years,
currency contributed approximately 25% to 35% to the total volatility of the MSCI EAFE

Index measured in U.S. dollar terms.l one way to view currency-hedged strategies is to
take this additional risk off the table and just get the equity market diversification.
when Is It Best to Own Foreign Markets? Going beyond the motivation to remove a
source of unrewarded volatility, there is evidence that the best time to own foreign

markets 1is when their currencies are depreciating. Over the Tlast 40 years,? the U.S.
dolTar moved in secular trends that often lasted from 6 to 10 years. The Tlatest cycle
for the u.s. dollar, beginning in March 2002, represents a significant period of dollar
weakness. We may be entering a period where the U.S. dollar appreciates on a sustained
basis versus the developed world currencies such as the euro and yen. The fact that the
dollar 1is appreciating does not make these foreign markets any less attractive. Japan
was a prime example of this 1in 2013, when the yen weakened (the U.S. dollar
strengthened) and Japan was one of the best performing global equity markets. This
example actually has relevance to the broader international indexes as well. Some of the
very best times to own foreign markets have been when their currencies were depreciating
(U.s. dollar strengthening). Take, for instance, the period from November 1, 1978, to
February 28 1985, when currency movements against the U.S. dollar reduced returns of the
MSCI EAFE Index by 41.3% cumulatively, with an average annual reduction of 8.11%. But in
Tocal currency terms, this was one of the best seven years to own the MSCI EAFE Index,
which returned 16.9% per year, measured in Tocal currency, over this period. Up
currency Trends vs. Down cCurrency Trends By categorizing the MSCI EAFE Index into
periods when 1its currencies were in a “down trend” or an “up trend,” one finds that as
currencies were weakening (like the yen 1in 2013), Tlocal equity markets strongly
outperformed the periods when currencies were strengthening. The down currency periods
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had more than twice the average annual returns as the up currency periods. When
utilizing foreign markets and currency-hedged approaches, investors should 1increase
allocation to foreign markets when the currencies Took 1ike they are in one of these
depreciating trends. And when those currencies are appreciating, there is Tess reason to
own those equity markets, at least judging by the historical performance record. when
Did International Equities See Their Strongest Returns? MSCI EAFE Index in Local
currency (12/31/1969-3/31/2014)
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Source: MSCI, with data as of 3/31/14. You cannot invest directly in an index. Past performance is not indicative of future results
The Importance of

International Equity Exposure An important justification for maintaining
international investments 1in the face of a rising dollar 1is that diversification and
valuation opportunities may be better overseas. Just as 1investing in only 5 of the 10
sectors of the U.S. economy provides Tittle diversification, restricting investments to

just half the world (the united states3) may not provide adequate diversification.
Moreover, healthy equity returns existed in overseas markets during previous periods of
U.S. dollar strength. If one were able to mitigate the negative 1impact of currency
movements, the potential would exist to better capitalize on this occurrence. In our
next blog post, we will discuss the broad-based approach to currency-hedging developed

international equities that we Tlaunched. lSources: MSCI & zephyr StyleADVISOR, with data
as of 3/31/14 2period: 12/31/69 to 3/31/14. Refers to the performance of the U.S. dollar

against the currencies represented in the MSCI EAFE Index 3Refers to how U.S. stocks
comprised nearly 50% of the weight of the MSCI ACWI Index as of 3/31/14

Important Risks Related to this Article

Foreign investing involves special risks, such as risk of Toss 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 1increase the 1impact of events and developments associated with these
regions, which can adversely affect performance. Diversification does not eliminate the
risk of experiencing investment losses.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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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DEFINITIONS

Purchasing power parity : Academic concept stating that exchange rates should adjust
so that equivalent goods and services cost the same across countries, after accounting
for exchange-rate differences.

Risk : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk dindicates greater potential for
returns to be farther away from this average.

as a futures contract.

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

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.

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

Tevel.&nbsp.

MSCI EAFE Vvalue Index : Market capitalization-weighted subset of stocks within the
MSCI EAFE Index that have lower share prices relative to their earnings or dividends per
share.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.
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