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On January 31, the Federal Open Market Committee of the Federal Reserve (Fed) voted to

maintain the Federal Funds Rate target of 1.25% to 1.50%. As we transition from the

Yellen Fed to the Powell Fed, we thought it could be instructive to re-examine the cost

of hedging foreign currencies versus the U.S. dollar. Despite moves to the contrary this

year, divergence in monetary policy can have a strong impact on the future direction of

exchange rates. In our view, as the U.S. continues to raise interest rates and tighten

policy, an investor is paid an increasing amount of embedded income to hedge foreign

currencies because of the widening of interest rate differentials between the U.S. and

foreign markets.

 

Rate Outlook

 

Most forecasters see the Federal Reserve hiking rates three times in 2018. In Europe and

Japan, while debates are intensifying about the need to maintain current levels of

accommodative policy, many in the market believe that rate hikes will occur at a faster

rate than in the United States in 2018. As a result, it seems likely that the Federal

Funds Rate may rise to between 2.00% and 2.25%, while rates remain low (read negative)

in Europe and Japan. This monetary divergence represents considerable costs at the short

end. In the chart below, we highlight the differential between 1 month bank borrowing

rates in the U.S. against Europe and Japan.

 

Carry Increases for Dollar-Based Investors
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A question we’ve fielded frequently is, what is the cost for an investor to hedge foreig

n exchange? As this chart shows, the primary driver of the cost of hedging is the

relative interest rates in both markets. Since 2014, many investors have actually been

able to generate positive carry by hedging euro and yen versus the U.S. dollar—and by

increasing amounts. As the Fed continues to raise rates, the amount of interest

investors receive for owning dollars increases. Similarly, our research has also shown

that as interest rates rise in the U.S. versus foreign markets, the currency tends to

appreciate as investors exchange negative-yielding currencies such as euros and yen for

higher-yielding U.S. dollars. For strategies like the WisdomTree Europe Hedged Equity Fu

nd (HEDJ) and the WisdomTree Japan Hedged Equity Fund (DXJ), weaker exchange rates often

translate into increases in earnings expectations.

 

Net Portfolio Impact

 

While the euro and the yen are the most followed currency pairs by U.S. investors,

rising short-term rates would have an impact on all currencies. Below, we highlight the

cost of hedging for commonly followed equity benchmarks as well as select emerging

markets. Given that many EM countries have much higher short-term rates than the U.S.,

the cost of hedging can at times be significant. However, given that the euro and yen

dominate most developed market equity allocations, the carry advantage remains firmly

tilted in U.S. investors’ favor.

 

Estimated Cost of Hedging Inferred through Global Money Market Rates        

(12/31/2017)
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In our view, investors remain far too complacent about the role that currency risk plays

in portfolios. Similarly, if investors do not currently have a view on the direction of

the U.S. dollar, it may make sense to hedge. This rationale is twofold: Hedged positions

generate positive carry and isolate local asset returns. While bearing currency risk has

added to returns in 2018, there is no guarantee that this will continue. With rate

differentials firmly in U.S. investors’ favor, hedging seems prudent as investors

consider changes to their portfolios in 2018.

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. Investments in currency involve additional special

risks, such as credit risk and interest rate fluctuations. The Funds focus their

investments in Europe and Japan, thereby increasing the impact of events and

developments in Europe and Japan that can adversely affect performance. 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 these

Funds can have a high concentration in some issuers, the Funds can be adversely impacted

by changes affecting those issuers. Due to the investment strategy of each 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.

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

Federal Open Market Committee (FOMC) : The branch of the Federal Reserve Board that

determines the direction of monetary policy.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

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.

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

Tighten : a decline in the amount of compensation bond holders require to lend to risky

borrowers. When spreads tighten, the market is implying that borrowers pose less risk to

lenders.

Carry  : The amount of return that accrues from investing in fixed income or currency

forward contracts.

Foreign Exchange (FOREX, FX)     : The exchange of one currency for another, or the

conversion of one currency into another currency.
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