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When thinking about the role the U.S. dollar plays in an investor’s portfolio, an

important distinction must be made: total returns and increases in future foreign

purchasing power are not the same thing. U.S.-based investors’ awareness and

consideration of the U.S. dollar’s impact on their portfolio usually occurs when they

assess the merits of an unhedged international equity or a fixed income position. To

offer investors a differentiated approach, WisdomTree has emerged as an industry leader

in the currency-hedged equity exchange-traded fund (ETF) space. However, from the

perspective of many U.S.-based investors, if they are buying U.S. dollar-denominated

assets, they are implicitly long the dollar. In our opinion, this interpretation is only

partially correct. It is true that the total returns of their investment are not

impacted by changes in foreign exchange rates, but if the U.S. dollar appreciates

against a foreign currency such as the euro, the investor is no better off with respect

to total returns; his future purchasing power in euros has simply increased. In global

markets, currencies are traded in pairs. When investors enter into a long position in a

currency, they must sell another currency short to initiate their position. To

potentially benefit from this move, if the investor was long the U.S. dollar against a

short position in the euro as mentioned above, he would have generated total returns in

addition to his increases in purchasing power. Keeping this important distinction in

mind, in what scenarios should investors consider investing in the dollar against a

basket of international currencies? Currency as an Asset Class At WisdomTree, we have

long advocated that investors should consider allocations to foreign currencies,

particularly in emerging markets (EM), as a complement to their traditional equity and

fixed income portfolios. Higher EM interest rates, combined with greater long-term

productivity rates, remain the key reasons why investors should consider diversifying

their currency exposure through strategic long-term allocations to EM currencies.

However, as we will detail below, there are also several instances where investors

should consider a short position in foreign currencies against the U.S. dollar as part

of a tactical asset allocation approach. Low Opportunity Cost   With interest rate

targets in most developed countries near zero, opportunity costs in many of these

markets are negligible. Due to the arbitrage mechanism in many forward currency markets,

investors with a short exposure to a foreign currency have a short position in foreign

interest rates as well. Therefore, a long position in the U.S. dollar against a short

position in a foreign currency results in a negative drag on performance if the foreign

country’s interest rates are higher than the United States’. With talk of tapering in

the United States weighing on investors’ minds ever since Fed Chairman Bernanke’s speech

in May 2013, traders started buying U.S. dollars and selling foreign currencies in

advance of a potential rise in interest rates. However, in Europe, the European Central

Bank (ECB) recently lowered interest rates by 0.25% in order to help stimulate the

eurozone’s economy. Mark Carney, the current Governor of the Bank of England, has

pledged to maintain low policy rates until unemployment drops below 7%. And after years

of slow growth, the Bank of Japan is continuing to signal its increasing commitment to
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Shinzo Abe’s reflation agenda. As a result of these policies, the U.S. dollar may not

only appreciate, but also diminish the costs associated with a short position in foreign

c u r r e n c i e s .  The

implied 1-Month deposit rate represents the annualized interest rate embedded in forward

currency contracts. For definitions of indexes in the chart, please visit our Glossary.

A Hedge against Market Uncertainty As we have seen recently, foreign currency risk is

undesirable in certain market environments. During periods of economic stress, investors

flock toward stable, liquid assets when attempting to reduce their exposure to the

markets. Given the U.S. dollar’s current role as the world’s reserve currency, it tends

to appreciate during periods of increasing global uncertainty. When an investor buys a

currency such as the dollar, he is implicitly selling short a foreign currency to gain

this exposure. Given the simple laws of supply and demand, this trade has the effect of

driving up the price of the dollar against the foreign currency that was sold.

Portfolio Diversification through Negative    Correlation Historically, currency

returns generally have a positive correlation with local asset prices. When U.S.

investors buy foreign assets such as stocks and bonds, they must convert their dollars

to the local currency and purchase locally denominated assets. This causes an increase

in demand for the local currency as well as a rise in asset prices. The dollar, by

comparison, is seen as a “safe haven” currency in the current market environment.

Therefore, as risky assets decline in value, the value of the dollar may tend to

increase. This perhaps overlooked current market dynamic has the impact of creating a

negative correlation for most foreign currency positions against the S&P 500. Weekly

Correlations, October 31, 2008 – October 31, 2013      

 Conclusion Investments in the U.S. dollar

against foreign currencies can be used in a variety of ways in an investor’s portfolio.

Given the low opportunity costs associated with long positions in the U.S. dollar

against many developed market currencies, the current role the U.S. dollar plays in the

global financial system and the potential for diversification from a negatively
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correlated asset to traditional asset classes, we believe that certain market

environments may create opportunities to benefit from a strengthening U.S. dollar.

Important Risks Related to this Article

Investments in emerging, offshore or frontier markets are generally less liquid and less

efficient than investments in developed markets and are subject to additional risks,

such as risks of adverse governmental regulation and intervention or political

developments. 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.

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 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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 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.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

Dollar-denominated assets   : Assets such as stocks and bonds that are priced in U.S.

dollars.

Long (or Long Position)     : The buying of a security such as a stock, commodity or

currency, with the expectation that the asset will rise in value, the opposite of Short

(or Short Position).

Short (or Short Position)     : The sale of a borrowed security, commodity or currency

with the expectation that the asset will fall in value, the opposite of Long (or Long

Position).

Arbitrage Mechanism   : The ability to compare the price of an ETF and its underlying

basket and exchange one for the other utilizing the creation and redemption process.

Tapering  : A shift in monetary policy by which the Federal Reserve would begin

decreasing the amount of bonds it purchases.

Forward currency contracts : A forward contract in the forex market that locks in the

price at which an entity can buy or sell a currency on a future date.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)


	WHAT ADDITIONAL ROLE CAN THE U.S. DOLLAR PLAY IN INVESTOR PORTFOLIOS?

