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In January, WisdomTree surveyed nearly 200 advisors to find out how many delegated the

decision to hedge foreign currencies to an international fund manager. Nearly 7 in 10

replied that they did. Making decisions on when to take on currency exposure–or to

mitigate its impact—is not easy. Thus, many financial advisors, investment firms and

investment committees choose to outsource that decision to an active manager. That

raises two interesting questions: Have active managers been hedging foreign currencies?

And if so, how have they done? The past five-year period is a useful window to examine

these questions, because it coincides with one of the most visible U.S. dollar rallies

of the past four decades. From early August of 2011 through January 22, 2016, the latest

date with available data, the U.S. trade-weighted dollar has surged 40% on a cumulative

basis against the currencies of America’s major trading partners. As shown in the table

below, surely if active managers had been managing the risk that depreciating foreign

currencies pose to their clients’ portfolios, we would have noticed it over this period.

Managers who had mitigated currency risk would climb in the “league rankings” and would

have matched or surpassed the returns generated by the MSCI EAFE 100% Hedged to USD

Index, which mitigates the impact of currency. Those that did not hedge currency, or

hedged in an ineffective manner, would have had to exhibit extraordinary stock picking

prowess to make up for the huge headwind created by being on the wrong side of the

dollar’s ascent over this period. Since June of 2014, the annualized difference between

owning a basket of MSCI EAFE Index stocks hedged versus unhedged has amounted to nearly

11 percentage points per year. So how did the active mutual fund managers do? We ran

screens to help answer that question. We identified all the international equity funds

characterized by Morningstar as “Foreign Large Value, Foreign Large Blend or Foreign

Large Growth” and analyzed their returns over the trailing one-, three- and five-year

periods to see how they performed against the MSCI EAFE 100% Hedged to USD Index.   
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 The MSCI EAFE 100%

Hedged to USD Index beat 95% of the active managers over the last year, 100% over the

last three years, and 98% over the last five years. This tells us, indirectly, that the

vast majority of active managers have not been managing the currency call. In fact, when

we searched for the best-performing open-end fund over the last year, we found that it

was a WisdomTree exchange-traded Fund, the International Hedged Quality Dividend Growth

Fund (IHDG), which actually beat the MSCI hedged benchmark, and more than 1,400 mutual

funds in the process. So why didn’t more active managers manage foreign currency risk

more effectively over this period? We think some didn’t because they don’t believe,

philosophically, that hedging currency adds value over time—even if there may be seven-

or eight-year periods when currency moves can work for or against them. Some didn’t

because they believe there is a cost to hedging that works against them. Though this may

be true in certain periods, today the cost of hedging in the developed world is

virtually nil, and over the last 30 years, the differential in interest rates between

the foreign currencies within MSCI EAFE Index and the U.S. dollar has actually favored

U.S investors. Some active managers may not hedge currencies because they are more

comfortable making stock calls rather than currency calls. And many are benchmarked

against unhedged indexes, and so, for them, hedging a currency is an active decision

they may not wish to make. But in a world at risk for deflation, making a permanent bet

against the dollar—which is what 100% unhedged positions do—may not be in investors’

best interest. Increasingly, advisors are making the decision for themselves. In just a

few years, the percentage of the $360 billion invested in developed world equity ETF

assets that hedge out currency has increased from virtually 0% to roughly 17%. But with

the vast majority of active international mutual funds (representing more than $1

trillion in assets under management) still predominantly unhedged, the migration into

100% hedged or dynamically hedged strategies may still lie ahead. For those who delegate

the decision to an active manager but are disappointed with their ability to do so

effectively, WisdomTree has created a family of hedged currency Indexes and dynamically

hedged currency Indexes that make the decision regarding when and how much to hedge for

you. WisdomTree’s underlying Index for IHDG mitigates the risk of currency exposure each

month. Dynamically hedged indexes have the ability to rebalance the currency exposure

each month based on three signals: momentum, interest rate differentials and relative

value between currencies, ranging from 0% hedged to 100% hedged based on purchasing

power parity.     Learn more about WisdomTree’s approach to dynamic currency hedging in

the developed world. Unless otherwise notes, data source is Bloomberg, as of       

1/31/2016.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. To the extent the Fund invests a significant portion

of its assets in the securities of companies of a single country or region, it is likely

to be impacted by the events or conditions affecting that country or region. Dividends
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are not guaranteed, and a company currently paying dividends may cease paying dividends

at any time. Investments in currency involve additional special risks, such as credit

risk and interest rate fluctuations. Derivative investments can be volatile, and these

investments may be less liquid than other securities, and more sensitive to the effects

of varied economic conditions. As this Fund can have a high concentration in some

issuers, the Fund can be adversely impacted by changes affecting those issuers. The Fund

invests in the securities included in, or representative of, its Index regardless of

their investment merit, and the Fund does not attempt to outperform its Index or take

defensive positions in declining markets. Due to the investment strategy of this Fund,

it may make higher capital gain distributions than other ETFs. Please read the Fund’s

prospectus for specific details regarding the Fund’s risk profile.

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.

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

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

Active manager : Portfolio managers who run funds that attempt to outperform the market

by selecting those securities they believe to be the best.

Trade-weighted currency : multilateral exchange rate with the weight of each foreign

country equal to its share in trade.

MSCI EAFE 100% Hedged to USD Index        : Achieves an index return very similar to the

MSCI EAFE Index but with the addition of hedging its currency exposure.

Foreign Large Value    : Characterized by lower price levels relative to fundamentals,

such as earnings or dividends. Prices are lower because investors are less certain of

the performance of these fundamentals in the future. This is achieved while focusing on

relatively larger companies abroad.

Foreign Large Blend : Characterized by exposure spanning across stocks exhibiting both

value and growth attributes. This is achieved while focusing on relatively larger

companies abroad.

Foreign Large Growth : Characterized by higher price levels relative to fundamentals,

such as dividends or earnings. Price levels are higher because investors are willing to

pay more due to their expectations of future improvements in these fundamentals. This is

achieved while focusing on relatively larger companies abroad.

Open-End Mutual Funds    : Type of mutual fund that does not have restrictions on the

amount of shares the fund will issue, so if demand is high enough the fund will continue

to issue shares. These funds buy back shares when investors wish to sell.

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

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.

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

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.

Rebalance  : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based

selection and weighting process on an annual basis.

Momentum  : Characterized by assets with recent price increase trends over time. This

term is also associated with the Momentum Factor which associates these stock

characteristics with excess return vs the market over time.

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.
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