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Investors were well compensated for investing in riskier fixed income sectors in 2012.

With U.S. Treasuries and investment-grade securities offering reduced income potential,

many investors rushed to higher-yielding sectors in what could be characterized as a

relentless pursuit of income. Total returns for sectors such as U.S. High Yield and Emer

ging Market (EM) USD Sovereigns were bolstered by significant compression in the

additional amount of yield that investors demand for assuming credit risk. EM local curr

ency debt also enjoyed significant principal returns as local rates declined in step

with aggressive central bank rate cuts.

We believe 2013 will be a different story. Selectivity and fundamentals are poised to

play a more critical role in generating returns this year. In other words, the

relentless pursuit of income may evolve into a more prudent pursuit of income. Investors

and managers may more selectively target opportunities and anticipate lower absolute

returns but continue to search for additional ways to generate income in their

portfolios.

Looking ahead, investors should be asking what the primary driver of returns in fixed

income will be in 2013. In emerging markets, we believe a majority of central banks have

completed their cycle of interest rate cuts. This year, we believe that returns from EM

local debt will largely be comprised of interest income and returns from currency

appreciation against the U.S. dollar.

While we believe there will be a more balanced return (between income and currency

appreciation) from EM local debt in 2013, we think a bias toward quality will offer

differentiated performance to investors this year. Similar to our note about EM currency

performance in 2012, EM Europe performed well after unnerved markets were calmed by the

European Central Bank’s (ECB) debt purchasing scheme. Going forward, we believe EM Asia

and EM Latin America should perform well when a focus on economic fundamentals returns

to the market.

That said, last year the WisdomTree Emerging Markets Local Debt Fund (ELD) had its best

calendar year performance since its inception in 2010. In fact, emerging market local

debt as an asset class had better returns than even high-yield debt in 2012 thanks to

aggressive interest rate cuts by many EM central banks.1 While the future path of U.S.

fixed income may be subject to debate, we believe investors should also be focusing on

the potential drivers of return in international fixed income and emerging markets when

making portfolio allocation decisions.

With less central bank activity, we believe interest rates in emerging market government

debt will remain near current levels in 2013. As of January 31, 2013, ELD had a yield to

maturity of 4.59% and duration of 4.84 years. By comparison, the current Five-Year U.S.

Treasury Note has a comparable duration of 4.8 years.2 While investors are exposed to

foreign currency risk, we believe that these yield levels provide significant income

potential from a portfolio that is currently comprised of 96% in investment-grade3

securities.

Another potential driver in 2013 could be returns from changes in currency. Since ELD’s
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inception,4 currency performance has actually had a negative impact on the Fund’s

returns. However, we do not believe this will always be the case. Based on the Fund’s

current exposures, the currencies in the Fund are down by 2.42% versus the U.S. dollar

since inception.5 While we believe in the long-term prospects of EM currencies,

appreciation will occur gradually. The rationale behind this belief is that as these

countries continue to grow at faster rates than the U.S., there may be a bias for the

currency to appreciate against the U.S. dollar. Eventually, as these countries

transition from export-driven economies to more consumer-based ones, an appreciating

currency will benefit as they import more products from abroad.

For investors seeking to increase their portfolio’s yield and gain exposure to a

depreciating U.S. dollar, we believe emerging market local debt could continue to be an

attractive asset class in 2013.

    1Bloomberg, December 31, 2012 2Bloomberg, January 31, 2013. 3Credit ratings based on

the highest rating of Standard & Poor’s, Moody’s and Fitch. 4August 9, 2010. 5WisdomTree,

Bloomberg, 2012.

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. 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. Derivative investments can be volatile, and

these investments may be less liquid than other securities, and more sensitive to the

effects of varied economic conditions. Fixed income investments are subject to interest

rate risk; their value will normally decline as interest rates rise. In addition when

interest rates fall, income may decline. Fixed income investments are also subject to

credit risk, the risk that the issuer of a bond will fail to pay interest and principal

in a timely manner or that negative perceptions of the issuer’s ability to make such

payments will cause the price of that bond to decline. Unlike typical exchange-traded

funds, there is no index that the Fund attempts to track or replicate. Thus, the ability

of the Fund to achieve its objective will depend on the effectiveness of the portfolio

manager. Due to the investment strategy of this Fund, it may make higher capital gains

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.

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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 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

High Yield : Sometimes referred to as “junk bonds,” these securities have a higher risk

of default than investment-grade securitie.

EM USD Sovereigns    : Debt denominated in U.S. dollars issued by emerging market

governments.

EM local currency debt : Debt denominated in the local currencies of emerging market

governments.

Yield To Maturity : Portfolio Yield to Maturity represents the weighted average yield

to maturity of a Fund’s investments in money market securities and fixed income

securities as a specified date. Yield to maturity is the rate of return generated on

these securities, assuming interest payments and capital gains or losses as if the

instrument is held to maturity. The weighted average yield is calculated based on the

market value of each security. The calculation does not incorporate yield from any

derivative instruments that are part of the Fund’s investments.

Duration : A measure of a bond’s sensitivity to changes in interest rates. The weighted

average accounts for the various durations of the bonds purchased as well as the

proportion of the total government bond portfolio that they make up.
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