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Most investors allocate to international stocks by adding, or stacking, currencies on

top of their equity exposures. Yet one can ‘unstack’ these currency returns and focus on

the local markets to reduce volatility when going abroad by investing in currency hedged

strategies. 

Many have viewed currency hedged strategies as making a tactical call on the U.S.

dollar. 

From that perspective, we will show the U.S. dollar has some interesting diversifying

properties.

While many international asset allocators argue foreign stocks provide diversification

properties for a declining U.S. dollar regime, we will show the U.S. markets already

have embedded exposure to a down dollar regime—and what is more interesting is the U.S.

dollar’s diversifying properties. And you can get that dollar hedge in a capital

efficient manner. 

Moreover, when contextualized, we ask, “Do you want to bet on the euro or yen

appreciating forever, or do you think that bet just stacks uncompensated risk to your

equity investment?” You might be better served by unstacking your currency risk and

using a strategic allocation that is neutral to currency directions with a currency

hedged approach. 

Currency Currency volatilityvolatility

The long-term volatility of MSCI EAFE currencies was around 8% a year since 1989.

Investors often have a hard time thinking about standard deviations—this 8% a year is

roughly half the risk of a typical U.S. equity market. 

More simply, if you take the absolute value of the differences in calendar year returns

to show what is the typical move of a currency in any given year, you find the typical

currency move for MSCI EAFE was plus or minus 6% a year. This typical move has been

lower than usual of late due to the macro environment given global policy rates that

were well anchored and predictable.  

But things are changing in macro and currency land much more quickly now with more

volatility in bond rates and terms of trade. 

It was understandable for currency volatility to be trending lower when all central bank

s pegged their interest rates at the zero lower bound (or negative territory). But now

that policy divergences are appearing, perhaps volatility in the FX world is also re-

appearing. 

Absolute Value of MSCI EAFE Yearly Currency MovesAbsolute Value of MSCI EAFE Yearly Currency Moves
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Just looking at the rolling 24-month standard deviations of major regional currencies,

we can see that Japanese currency volatility spiked in March. But even with that spike,

the trailing 24-month volatility remains at one of the lowest levels in the past 20

years. 

It should not surprise anyone to see volatility levels returning to higher levels more

consistent with past experience. 

Currency Volatility Rolling 24-Month Standard DeviationCurrency Volatility Rolling 24-Month Standard Deviation
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What diversification? What diversification? 

We argue that a strategic case for hedging currency risk is easily described by just

wanting local market returns and not wanting to bet on a currency direction. If you are

benchmarking to a worldview that starts with international investments from a foreign

stock + foreign currency stack, hedging currency risk adds a U.S. dollar return stream

to help neutralize that embedded foreign currency exposure.

Here we chart the U.S. dollar correlation to the S&P 500. What you find is a downward

sloping trendline and the latest correlation is −0.46. That means the U.S. dollar was

anti-correlated to the S&P 500. Isn’t that the definition of “diversification” and the

holy grail asset you are looking for?

Rolling 36-Month Correlation: U.S. Dollar & MSCI USA IndexRolling 36-Month Correlation: U.S. Dollar & MSCI USA Index
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In fact, the dollar has been among the best portfolio diversifiers in recent years. The

dollar’s −0.46 correlation to the S&P 500 over the most recent trailing three-year

period is better than common hedge assets like gold (0.20), investment-grade fixed

income (0.12) and even Treasuries (−0.32). 

3-Year Index Correlation Matrix3-Year Index Correlation Matrix

A similar pattern of strong negative correlation for the dollar and the S&P 500 exists

when extending to the past decade. 

10-Year Index Correlation Matrix10-Year Index Correlation Matrix
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It is puzzling to me why most asset allocators get this completely backwards. 

A well-regarded analyst at a major research firm just published the following on the

case for international equities1: 

...there’s no guarantee that international stocks will always move in lockstep

with the U.S. market. And even with higher correlation levels, international

stocks still provide some diversification benefits, particularly as it relates

to currency exposure. In a period of U.S. dollar weakness, international

diversification could become increasingly important.

The negative correlation of the U.S. dollar says it all, but just to put it simply, we

graph the opposite—the correlation of foreign currency risk to the S&P 500.

Rather than showing a negative (diversifying) correlation that is getting increasingly

more diversifying, this shows the mirror image—a rising correlation of foreign

currencies with the S&P 500—showing even lower diversification properties than has

historically been the case.

Rolling 36-Month Correlation: Foreign Currency/MSCI USA IndexRolling 36-Month Correlation: Foreign Currency/MSCI USA Index
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We graph a 30-year view of the U.S. dollar. It shows some great bull and bear market

trends that continue for long periods of time. Do you have a clear view on which

direction the dollar is going from here? 

Should the dollar be in permanent decline versus the euro, yen, Swiss franc and British

pound? Those are the major currencies in international developed markets and what you

are betting on if you take currency risk unhedged. 

The dollar has appreciated the most against the yen, as there is the starkest difference

in the two countries’ central bank policies. But what if the Fed tightens policy more

than people expect today? That has been our call for some time. Short-term rates (also

known as carry) are one of the strongest factors impacting the directions of

currencies. 

While I am arguing you should bet less on currencies by adopting a strategic currency

hedged framework, I also believe currency hedged strategies offer the more interesting

diversifying property for the current Fed cycle and the negative correlation the dollar

brings.

U.S. Dollar IndexU.S. Dollar Index
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1 See Amy Arnott, “Is International Diversification Necessary?” Morningstar Research

note, 3/28/22. 

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.

Related FundsRelated Funds

+ WisdomTree Bloomberg U.S. Dollar Bullish Fund

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

DiversificationDiversification  : A risk management strategy that mixes a wide variety of investments

within a portfolio.

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

level.&nbsp.

MSCI EAFE IndexMSCI 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.

MacroMacro  : Focused on issues impacting the overall economic landscape as opposed to those

only impacting individual companies.

Central bankCentral bank  : Refers to the the monetary authority of any country.

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

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

conversion of one currency into another currency.

S&P 500 IndexS&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

BullishBullish  : a position that benefits when asset prices rise.

Bear marketBear market  : A sustained downturn in market prices, increasing the chances of negative

portfolio returns.

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

forward contracts.

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

United States.
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