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When investors allocate to foreign stocks, they typically assume a secondary currency

exposure on top of their local equity market returns. This secondary currency exposure—

or “currency bet”—can increase returns during periods when the euro, yen, British pound

and other foreign currencies are rising versus the dollar. But it can also decrease

returns when those foreign currencies are falling in value. If investors do not have

strong conviction in the potential direction of the euro, yen or British pound,

WisdomTree argues they should hedge at least a portion of their exposure to these

currencies. Moreover, WisdomTree believes we may be entering a period when the U.S.

dollar increases in value in a secular trend. This view is based on changes unfolding in

central bank policies, as well as likely changes in interest rate policies developing

between Europe, Japan and the United States. This does not mean one should allocate less

to foreign stocks if the dollar is rising—in fact this could have the potential to be

the best time to own foreign stocks, as illustrated in Japan in 2013. WisdomTree

pioneered developing currency-hedged Indexes for use within the exchange-traded fund

(ETF) structure as the first ETF firm to launch a currency-hedged ETF.1 WisdomTree

continues to innovate along this theme with the introduction of the WisdomTree

International Hedged Dividend Growth Fund (IHDG), which tracks the performance of the

WisdomTree International Hedged Dividend Growth Index after costs, fees and expenses.

Before describing the characteristics of this new Index that IHDG is designed to track,

it is important to establish why WisdomTree thinks currency hedging is increasingly

critical to obtaining international investments exposure, particularly in the developed

world.   Central Banks and Interest Rates Impact Currencies       If the U.S. Federal

Reserve increases interest rates2 before the European Central Bank (ECB) or the Bank of

Japan (BOJ), there could potentially be a time in the next two years when U.S. investors

are paid the relative interest rate differentials to hedge foreign currencies. Currency

hedging contracts are priced based on relative interest rates. If the U.S. has higher

interest rates than foreign markets, then U.S. investors would likely be paid to hedge

the currency risk of those respective markets. For instance, if the Federal Funds Rate

increases to 2% and the ECB and the BOJ both keep rates pegged near 0%, the U.S.

investor could receive approximately 2% income to hedge the euro and yen risk. If this

scenario materializes, it could have the potential to be a game-shifting catalyst for

investors to transition to currency-hedged ETFs for their developed world exposures. In

this scenario, one can argue it would be expensive to have euro and yen exposures like

traditional foreign equity ETFs that do not hedge the currency risk—missing out on a

potential 2% income or differential in interest rates from hedging the currency as well

as the removal of a potential source of additional risk.   Myth Busting: Currency- 

Hedged Edition  WisdomTree believes there are common myths about hedging foreign

currencies and I plan to address the three main misconceptions in a series of three blog

posts. The first myth is that it is expensive to hedge foreign currencies, followed by

the myth that the euro and yen can be beneficial for the purchasing power of the U.S.

dollar, and finally the myth that currencies are a wash in the long run, so one should

default to taking the currency risk.   Myth #1: It Is Expensive to Hedge Foreign      

Currencies Typically, it is only expensive for U.S. investors to hedge certain foreign
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currencies—those that have much higher short-term interest rates than the United States.

Two current examples are Brazil and India. Both countries’ central banks have increased

interest rates to help fend off declines in their currencies. By hiking interest rates,

these central banks make it more costly for speculators to short the currencies and for

hedgers to hedge the currencies. The interest rate hikes can also make it more

attractive for foreign investors to hold assets in reais and rupees to collect higher

short-term interest rates compared to the rates in, for example, the United States. The

Brazilian Central Bank hiked rates to 11%,3 while India hiked its repurchase rate three

times since its new central bank governor, Raghuram Rajan, took office on September 4,

2013. The repurchase rate in India is at 8% as of March 31, 2014.4 These are high hurdle

rates for the currencies to depreciate against the U.S. dollar before a hedging investor

has the potential to break even from the cost of the hedge. However, the euro, yen and

British pound—which combine to represent almost three-quarters of the weight of the MSCI

EAFE Index (a widely followed developed country international equity market benchmark)—

each have a cost to hedge that is very low.5 Specifically, this cost is approximately

zero in the case of the euro and yen, and approximately 30 basis points for the British

pound.6 This is one reason why WisdomTree believes one may want to have a high conviction

in the euro, yen and British pound’s direction to fully take on this currency risk in a

traditional ETF that does not hedge the currency.   Illustrating the Difference 

Between High- and Low-Cost Currency Hedging    

   Conclusion The

bottom line is that WisdomTree ultimately believes currency hedging is gaining

prominence and importance—as was particularly evident with Japan in 2013. But Japan is

not a unique application. WisdomTree believes that currency-hedged strategies should

have broad appeal, in Europe today based on monetary policy directions of the ECB, but

also more strategically from a long-term standpoint in broader-based developed world

exposures.   1WisdomTree launched the WisdomTree Europe Hedged Equity Fund on 12/31/09,

the first U.S.-listed currency-hedged equity ETF. 2Refers to the Federal Funds Rate.

3Source: Bloomberg, as of 3/31/14. Refers specifically to the SELIC rate, which was the

rate used to implement this policy action. 4Source: Bloomberg, as of 3/31/14. 5Source:

Bloomberg, as of 3/31/14. For both currency weights within the MSCI EAFE Index and the

cost to hedge the respective currencies. 6Source: Bloomberg, as of 3/31/14.

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. The Fund focuses its investments in specific regions
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or countries, thereby increasing the impact of events and developments associated with

the region or country, which can adversely affect performance. Dividends are not

guaranteed, and a company’s future ability to pay dividends may be limited. 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 effect 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 see 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)

 

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.

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

Federal Funds Rate    : The rate that banks that are members of the Federal Reserve

system charge on overnight loans to one another. The Federal Open Market Committee sets

this rate. Also referred to as the “policy rate” of the U.S. Federal Reserve.

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

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Speculators : Individuals—typically taking a shorter-term view—looking to trade quickly

in and out of a position in an attempt to access a financial gain that is based purely

on the currency’s shifting exchange rate.

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).

Hedgers : Individuals—typically taking a longer-term view—looking to conduct business or

make an investment in a particular country where they want to minimize the exchange rate

impact as part of their strategic focus.

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.

Basis point : 1/100th of 1 percent.
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