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The surge of inflows to currency-hedged foreign equities shows an increasing level of

currency awareness among U.S.-based investors.1 Today, many investors devote an

increasing amount of time to understanding how currency risk will affect their

portfolios. This is particularly true for Europe and Japan, where central banks are

pursuing relfationary policies and there is essentially a free option to hedge. Given

current interest rate differentials, investors actually earn a small amount of positive

carry by hedging the euro or the yen against the U.S. dollar. However, managing emerging

market (EM) currency risk is more challenging. This is primarily due to higher interest

rates in many emerging markets that drive up the cost of hedging. As an alternative, we

believe that combining unhedged emerging market strategies—in either equities or fixed

income—with a long dollar position against a basket of currencies2 may provide a "dirty

hedge" that helps mitigate the risk of a strengthening U.S. dollar at a more reasonable

cost.   Mechanics of Hedging   As we have explained previously, the cost to hedge a

foreign currency is generally driven by the interest rate differential between the two

currencies. In the case of emerging markets, higher growth and inflation rates have

generally led to higher short-term interest rates than we are seeing in the United

States. As a result, investors must pay the difference in order to be short the foreign

currency against the dollar. If forward currency contracts did not incorporate this

interest rate differential, investors could simply convert their U.S. dollars to a high-

yielding currency like the Brazilian real, invest the proceeds in a Brazilian bank

account earning an annualized 12.75%, then convert back to the U.S. dollar in one month

locking in an arbitrage opportunity.   Why Not Hedge Directly?    One of the primary

catalysts for hedging developed market currency risk is higher interest rates in the

U.S. than in Europe and Japan. As we explained above, investors that are long U.S.

dollars and short euros or yen currently can earn positive carry. However, in emerging

markets (EM), this carry differential is reversed. In most emerging markets, there is an

implied cost of being short an EM currency against the U.S. dollar. Using Brazil as an

example, with short-term interest rates currently 12% or more above those in the U.S.,

investors interested in hedging their Brazilian real exposure would need to have the

real depreciate by more than 12% per year to break even on their hedge. In our view,

direct hedging of emerging markets only makes sense for a short-term trade in markets

that have much higher interest rates. Historically, investors have simply sold out of

emerging market assets instead of trying to hedge them.3   Indirect or “Dirty” Hedging

After nearly two years of increasing volatility in major currency pairs, many investors

are looking at ways to reduce or isolate risk. Last year, literally every foreign

currency depreciated against the U.S. dollar.4 As we have written about extensively, U.S.

dollar strength may be poised to continue as part of a secular bull market. Not

surprisingly, some of the biggest casualties to dollar strength have been in emerging

markets. In markets where the dollar is broadly stronger against foreign currencies,

investors could use a basket of developed and emerging market currencies as a way to

indirectly hedge the value of the U.S. dollar.   Major Currency Market Performance  
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vs. U.S. Dollar     While some

emerging market currencies, such as the Russian ruble and Colombian peso, fell by more

than the yen and euro in 2014, on average, the Bloomberg Dollar Spot Index rose by

10.95%. While this “dirty” hedging strategy would not have helped much with the Russian

ruble, we believe that it would have performed well for hedging the vast majority of

other emerging market currencies. As we show in the table, this strategy would have also

performed well so far in 2015. At the end of the day, the value of this approach is that

investors are able to profit from a strengthening U.S. dollar without the significant

costs of hedging all emerging markets directly. In the case of the Bloomberg Dollar Spot

Index, the annualized cost of hedging is less than 1%, a significant discount to hedging

EM currencies directly. While currency risk seems to be top of mind for many investors,

currency volatility in emerging markets has been a difficult risk to manage. In our

view, a broad-based strategy that goes long the U.S. dollar against a basket of foreign

currencies could be an attractive alternative to direct hedging of EM currency risk.

While this approach will not perfectly offset losses in all market scenarios, we believe

that current tradeoffs favor an indirect approach to hedging.         1Source: Bloomberg,
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as of 4/13/15. 2Represented by the Bloomberg Dollar Spot Index (BBDXY). 3Source: Nier,

Erlend and Sedik, Tahsin and Mondino, Tomas, Gross Private Capital Flows to Emerging

Markets: Can the Global Financial Cycle Be Tamed? (October 2014). IMF Working Paper,

Vol. , pp. 1-34, 2015. 4Sources: Bloomberg, WisdomTree.

Important Risks Related to this Article

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

or political or economic uncertainty. Investments in emerging, offshore or frontier

markets are generally less liquid and less efficient than investments in developed

markets and are subject to additional risks, such as risks of adverse governmental

regulation and intervention or political developments. 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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You cannot invest directly in an index.

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

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

foreign exchange rates.

Reflationary : Characterized by an environment of rising price levels.

Real interest rate    : Interest rate accounting for the impact of inflation. From the

nominal interest rate, which does not account for the impact of inflation, the rate of

inflation is subtracted to get to the real interest rate.

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

forward contracts.

Long (or Long Position)     : The buying of a security such as a stock, commodity or

currency, with the expectation that the asset will rise in value, the opposite of Short

(or Short Position).

Dirty hedge : a position that is used to offset a portion of risk in an investment. A

dirty hedge will often exhibit an imperfect, negative correlation to the original

investment.

Inflation : Characterized by rising price levels.

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).

Forward currency contracts : A forward contract in the forex market that locks in the

price at which an entity can buy or sell a currency on a future date.

Arbitrageur : A person who attempts to profit from price inefficiencies in the market

by making simultaneous trades that offset each other and seek to capture a risk free

profit.

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

level.&nbsp.

Bullish : a position that benefits when asset prices rise.

Bloomberg Dollar Spot Index (BBDXY)      : Tracks the performance of a basket of ten

leading global currencies versus the U.S. dollar. Each currency in the basket and their

weight is determined annually based on their share of international trade and FX

liquidity.
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