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After an unexpected move by the Swiss National Bank on January 15 to abandon its peg

against the euro and the announcement of quantitative easing by the European Central

Bank (ECB) on January 22, investors around the world have been forced to re-evaluate

currency risk as part of their asset allocation decisions. For many U.S.-based

investors, currency hedging continues to resonate as they seek out new opportunities in

foreign markets. Over the past 10 years, foreign currencies declined modestly against

the U.S. dollar.1 However, as we have highlighted previously, our analysis shows that we

may currently be in the middle stages of a secular appreciation in the U.S. dollar. As a

result, investors should continue to consider hedging investments exposed to foreign

currency risk. One way investors have historically managed volatility in their

portfolios was through allocations to cash. By maintaining a portion of their portfolios

in cash, investors would hypothetically be able to deploy capital when markets became

undervalued. However, today’s interest rates environment is much different than it once

was. From 2004 through 2007, short-term interest rates averaged 3.46%.2 Today, the U.S.

30-year bond only yields 2.40%.3 With yields this low across the yield curve, U.S. cash

positions can provide a significant drag on performance. Today, the argument for short-

term fixed income is that it reduces exposure to risk assets, albeit with considerably

less income potential than in the past. However, volatility across asset classes is

trending higher. Due to such low opportunity costs from short-term fixed income, hedging

foreign currency risk via a long-dollar strategy provides investors additional

flexibility compared to simply allocating to cash. As illustrated in the chart below,

investors were able to have a significant impact on portfolio volatility while still

capturing a large percentage of returns from their equity positions.   Dialing Down

Risk while Maintaining Returns    Risk/Return Implications of Dollar Bull   

Strategies for International Equity Positions, 11/30/04- 11/30/14     
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 Interestingly, even

though the volatility of the dollar bull strategy was significantly higher than cash

over this period, it actually reduced overall portfolio risk to a greater degree due to

its negative correlation (-0.71) with international equities.4 In our view, the real

value of bullish dollar strategies in the current market environment is for investors

with long-term international holdings. Given that many of these legacy positions may

have large unrealized capital gains, a bullish dollar currency strategy can help reduce

volatility from currency markets while maintaining existing exposure. In our analysis

over the last 10 years, investors would have been able to capture a large portion of the

upside, while significantly reducing volatility. As illustrated in the chart above, a

20% allocation to a currency strategy would have been able to capture 94% of total

returns while reducing volatility by 26%. In our view, a blended approach to managing

currency risk can help investors navigate increasingly uncertain markets. With

volatility of many asset classes rising, deploying currency hedging strategies may

represent one way investors can enhance risk- adjusted returns.         1Source:

Bloomberg, as of 11/30/14. 2Refers to the three-month U.S. Treasury bill. Source:

Bloomberg, 12/31/03–12/31/07. 3Source: Bloomberg, as of 1/15/15. 4Source: Bloomberg, as

of 11/30/14.

Important Risks Related to this Article

Investments in currency involve additional special risks, such as credit risk and

interest rate fluctuations.

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

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

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

foreign exchange rates.

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.

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

level.&nbsp.

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

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

less.

U.S. 30-year bond    : A debt obligation issued by the United States government that

matures in 30 years.

Yield curve   : Graphical Depiction of interest rates on government bonds, with the

current yield on the vertical axis and the years to maturity on the horizontal axis.

Bullish : a position that benefits when asset prices rise.

Capital gains : Positive difference between the sale price of an asset and the original

purchase price.

Risk-adjusted returns   : Returns measured in relation to their own variability. High

returns with a high level of risk indicate a lower probability that actual returns were

close to average returns. High returns with a low level of risk would be more desirable,

as they indicate a higher probability that actual returns were close to average returns.

WisdomTree BLOG ARTICLE

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


	RISK VS. RETURN IN INTERNATIONAL PORTFOLIOS

