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While we remain firm believers in the long-term potential of emerging markets (EM), the

past several years have been difficult due to increasing volatility and secular

headwinds from a strong U.S. dollar. In a previous post, we sought to introduce a more

cost-effective hedge for emerging market investing. In our view, a bullish dollar

position against a broad-based basket of developed and emerging market currencies

provides a powerful option for managing currency risk in a portfolio of emerging market

assets. In the discussion below, we put this concept in practice by combining a bullish

dollar strategy1 with an emerging market local debt strategy.2 In our view, emerging

markets provide some of the most compelling valuations around the world. Employing a

bullish dollar strategy as a hedge for EM currency risk could be a cost-effective way to

reduce volatility, particularly in advance of a shift in Federal Reserve (Fed) policy.  

The "Dirty" Hedge  in Practice   In 2014, of the 55 major currencies that WisdomTree

tracks, none appreciated against the U.S. dollar.3 In our view, during periods of broad-

based dollar strength, dirty hedges can be a particularly valuable tool. As we show in

the chart below, a 50/50 allocation of a bullish dollar strategy and EM local debt has

significantly improved the risk/return profile of emerging market fixed income

investing.   A Blended Approach to Currency Risk      50% EM Local Debt/ 50% Long-    

Dollar. (3/31/11-6/30/15)  

 In this blended approach

to emerging markets, investors are able to maintain exposure to the emerging market

assets while dampening the overall drawdowns and volatility of their investment. As we
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have seen so far in 2015, emerging markets can experience volatility on the upside as

well as the downside.4 By combining legacy EM fixed income positions with a bullish

dollar strategy, investors may be able to limit the impact of changes in global monetary

policy. While a hedged approach appears prudent, perhaps the most intriguing element of

this approach is the total volatility of the blend. Due to the significantly negative

correlation (-0.81) of the two assets, investors are able to reduce total volatility of

their portfolio by equally weighting these strategies.5 In a similar approach to

currency-hedged equities, starting with a 50/50 baseline for currency risk in a

portfolio may reduce regret in the current market environment. While we believe that the

U.S. dollar will continue to rise, markets inevitably consolidate. During these periods,

emerging market assets could perform well. Ultimately, returns for developed and

emerging market investments will continue to be impacted by the value of the U.S.

dollar. By deploying a bullish dollar strategy as a “dirty” hedge for emerging market

bond positions, investors can maintain legacy positions while reducing portfolio

volatility and drawdowns. While the timing of a shift in Fed policy remains unknown, a

bullish dollar strategy could help emerging market investors reduce risk and preserve

returns.         1As represented by the G-20 Liquidity Weighted Currency Composite. 2As

represented by the J.P. Morgan GBI-EM Global Diversified Index. 3Source: Bloomberg, as of

12/31/14. 4Source: Bloomberg, as of 6/30/15. 5Source: Bloomberg, as of 6/30/15.

Important Risks Related to this Article

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. 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.

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

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

level.&nbsp.

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.

Bullish : a position that benefits when asset prices rise.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Currency  : Currency in which the underlying index returns are calculated. Euros: The

returns are calculated, and there is no currency conversion; resulting statistics result

purely from the returns of the equities. U.S. dollars: The returns are calculated and

then converted into U.S. dollars; resulting statistics are the result of a combination

of the euro’s performance against the U.S. dollar and the returns of the underlying

equities.

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.

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.

Monetary easing policies    : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

Correlation : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.
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