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Many investors do not hedge currency in their foreign equity mandates. Their main

rationales include a desire to conform to the status quo, a discomfort with hedging or

belief in currencies’ diversifying effect.

Investors should think twice if they are strongly embracing any of those three

approaches.

Let’s start with foreign exchange “diversification” during the COVID-19 crash, when the

dollar surged during March 2020’s fear (figure 1). It’s like the old joke about “de-

worsification”—owning foreign currencies backfired during that episode.

Figure 1: U.S. Dollar Index during COVID-19 Panic

 

That action explains how hedged-currency equity mandates tended to have more muted

downside than the MSCI EAFE Index (MXEA), which rode the currencies as they oscillated. 

The WisdomTree International Hedged Quality Dividend Growth Fund (IHDG) provides an

example (figure 2).

Figure 2: COVID-19 Crash Performance from MSCI EAFE’s 1/17/20 Peak to Mid-Year          

2020
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Standardized performance for IHDG is available here. 

During the COVID-19 crash, it was simple:

Challenging Preconceived Notions

There are three common theories: 

1. Having foreign currency exposure helps mitigate portfolio risk

2. Hedging currency is expensive, regardless of reality

3. The U.S. dollar (USD) will weaken

The first theory we disagree with, the second is wrong and the third is a weak argument

unless the investor is table-bangingly bearish  USD. 

Before we get into it, look at figure 3 to fully appreciate this market’s sleepy persona

—for now (figure 3).

Figure 3: 3-Year Currency Volatility, MSCI EAFE Countries
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Addressing Theory #1: Is Having Foreign Currency Exposure Useful?

Since the MSCI EAFE Index launch in 1989, the cumulative annual gain from its component

currencies has been just 0.1%. But that stability over 30+ years masks several bouts of

intense action. MSCI EAFE component currencies witnessed annualized standard deviation

of 7.5% in that time.

For what? For basically no reward. Sure, there were sometimes diversification benefits,

but the 14.7% annualized standard deviation of stocks in their local markets ends up

rising to 16.8% when tracked with currency layered on top (figure 4).

Figure 4: Currency Effect on MSCI EAFE Risk/Return

In the other “pain year”—2020—foreign currencies rallied 6.97%, but all of that came in

the recovery months, not the panic period.

Looking at the rest of the time frames, the prospect of gains or losses in any given

year is a coin toss. If foreign exchange is hedged, all the chart’s bars collapse to

zero. We think that means fewer sleepless nights.

Figure 5: MSCI EAFE Index Calendar Year Returns from Currency
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Addressing Theory #2: Hedging is Expensive

According to our Capital Markets team, bid/ask spread “slippage” from trade execution

may cost investors in currency-hedged developed market equity funds just a basis point (

bp) or two annually.

Also, currency hedging costs are directly tied to relative interest rates. Because so

many other central banks pin overnight rates in negative territory while the federal fun

ds rate is slightly above 0%, U.S. investors get paid to hedge.  

Addressing Theory #3: Precipice of a Secular USD Bear Market

How about the investor that is steadfastly dollar bearish? Consider this: U.S.

portfolios’ heavy bias to domestic large caps may already reflect that view.

We estimate that U.S. multinationals earn nearly half their profits abroad. When the

dollar rallies, earnings have historically taken a hit from the currency translation.

When it weakens, earnings have risen.

That means hedging forex to dollars has often ended up giving much-needed help in

investment returns during the tough times—when Wall Street is reporting disappointing

financial results. 

It’s something to think about.

Important Risks Related to this Article

There are risks associated with investing, including the possible loss of principal.

Foreign investing involves special risks, such as risk of loss from currency fluctuation

or political or economic uncertainty. To the extent the Fund invests a significant

portion of its assets in the securities of companies of a single country or region, it

is likely to be impacted by the events or conditions affecting that country or region.

Dividends are not guaranteed and 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 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.
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+ A Quality Opportunity for Quality

+ How to Avoid Unintentional Currency Bets

Related Funds

+ WisdomTree Global ex-U.S. Quality Dividend Growth Fund

+ WisdomTree International Hedged Quality Dividend Growth Fund

+ WisdomTree International Quality Dividend Growth Fund

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.

U.S. Dollar Index (USDX) : A measure of the value of the U.S. dollar relative to the

value of a basket of currencies of the majority of the U.S.'s most significant trading

partners. This index is similar to other trade-weighted indexes, which also use the

exchange rates from the same major currencies.

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.

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.

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

portfolio returns.

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

level.&nbsp.

Standard deviation   : measure of how widely an investment or investment strategy’s

returns move relative to its average returns for an observed period. A higher value

implies more “risk”, in that there is more of a chance the actual return observed is

farther away from the average return.

Bid/Ask Spread : This is essentially the difference in price between the highest price

that a buyer is willing to pay for an asset and the lowest price for which a seller is

willing to sell it.

Basis point : 1/100th of 1 percent.

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.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

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

conversion of one currency into another currency.
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