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What has been one of the most important drivers of the negative total return within

emerging market (EM) investment strategies in 2015? The answer: currency. For the first

three quarters of 2015, emerging market currencies have depreciated compared to the U.S.

dollar—some much more significantly than others. At the worst end of the spectrum, the

Brazilian real lost approximately one-third of its value measured against the U.S.

dollar, and on the other end of the spectrum, the Chinese yuan—a currency often remarked

upon for the lack of a market-determined exchange rate—even lost a few percentage points

of its value against the dollar.1   Why Not  Currency Hedge ? The answer is simple:

Because it’s expensive. The cost to hedge emerging market currencies is quite high

because these economies have much higher short-term interst rates than the U.S., with

the Federal Funds Rate still targeting a range of 0% to 0.25%.2 Taking the Brazil

example: Using one-month forward contracts to initiate a hedge of the Brazilian real

versus the U.S. dollar, there is a 13% difference in short-term interest rates between

Brazil and the United States, and that is the cost to hedge the real versus the U.S.

dollar.3   Being Contrarian while Managing the Currency     Risk: Emerging Market 

Corporate Bonds  Issued in U.S. Dollars     One of the notable contrarian investments

today would be emerging markets, as performance has been challenged. But there is good

news: Not all EM investments have as much currency risk. While the emerging market

sovereign bond market is moving more and more toward debt issued in local currency,

thereby better matching government revenues with government liabilities, the large

majority of emerging market corporates issue debt denominated in U.S. dollars. This

means that an investor can gain exposure to emerging market corporate credit without

needing to have exposure to the performance of emerging market currencies against the

U.S. dollar. Note, unlike many of the sovereign countries that issue their debt in U.S.

dollars and earn revenue solely in their local currencies– leading to a different and

often hidden currency risk due to the debt being owed to lenders in U.S. dollars—many

emerging market corporations, especially commodity-centric ones, also earn their revenue

in U.S. dollars. These emerging market corporations therefore have a better asset and

liability matching than the countries issuing debt in U.S. dollars. WisdomTree has

partnered with Western Asset Management Company in just such a strategy—the WisdomTree

Emerging Markets Corporate Bond Fund (EMCB)—since March 2012. Given that currency has

been a major headwind in emerging markets during the first three quarters of 2015, we

show how EMCB performed compared to other emerging market assets, knowing that it

avoided the currency impact. We also looked at the third quarter of 2015 performance, as

this quarter was marked by significant volatility.   Average Annual Returns as of   
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 • EMCB as Least 

Negative: While neutralizing the currency headwind to returns did improve the picture,

it was still not quite enough for a positive return. However, this shows just how

important it is to think carefully about different emerging market options. We think

that pairing an investment vehicle like EMCB with other emerging market investments that

may have currency exposure could offer an interesting strategy.   • CEW Provides a 

Diversified Metric for Emerging Market Currency Performance:       CEW represents a

basket of 15 emerging market currencies, all rebalanced back to an equally weighted

6.67% each quarter. Its performance, at least in part, provides an interesting window

into how emerging market currencies, broadly, are faring against the U.S. dollar. The

one caveat to this is that, as of September 30, 2015, embedded income yield of these

positions was in the neighborhood of 5.5%, and this would provide a cushion to any

decline in the spot prices of the represented currencies against the U.S. dollar. (See

current standardized yield information for CEW). XSOE, DGS, DGRE, DEM and EMCG—exchange-

traded funds designed to track the performance of equity indexes4 —do not have exposure

to this cushion. It’s also worth noting that it is precisely this cushion that makes

hedging these currencies with forward contracts more expensive.   Implementing an

Emerging Market Strategy in the Fourth Quarter of 2015         While we believe that

emerging market asset classes may be getting to a point where the negative performance

and present valuations may appropriately reflect the inherent risks, it still does not

make allocating there easy—especially with things like the U.S. Federal Reserve interest

rate decision, China’s economic growth picture and a commodity price recovery all being

open questions. Investors often use bonds in the U.S. to mitigate the volatility of

equities. This strategy could work very well for those who want to increase their

exposure to the emerging market asset class.         1Source: Bloomberg, for period

12/31/14–9/30/15. 2Source: Bloomberg, as of 9/30/15. 3Source: Bloomberg, as of 9/30/15.

4Specifically, XSOE tracks the WisdomTree Emerging Markets ex-State-Owned Enterprises

Index; DGS tracks the WisdomTree Emerging Markets SmallCap Dividend Index; DGRE tracks

the WisdomTree Emerging Markets Quality Dividend Growth Index; DEM tracks the WisdomTree

Emerging Markets High Dividend Index; and EMCG tracks the WisdomTree Emerging Markets

Consumer Growth Index.
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Foreign investing involves special risks, such as risk of loss from currency fluctuation

or political or economic uncertainty. Funds focusing on a single sector, region and/or

smaller companies generally experience greater price volatility. 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. 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. Certain Funds may invest in the securities included in, or representative

of, their Indexes, regardless of their investment merit, and those Funds do not attempt

to outperform their Indexes or take defensive positions in declining markets.  

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. Some Funds can have a high concentration in some issuers, and

those Funds can be adversely impacted by changes affecting such issuers. Unlike typical

exchange-traded funds, there is no index that the Funds attempt to track or replicate.

Thus, the ability of the Funds to achieve their objectives will depend on the

effectiveness of the portfolio manager. Due to the investment strategy of certain Funds,

they may make higher capital gain distributions than other ETFs.  Please read each

Fund’s prospectus for specific details regarding each Fund’s risk profile.  

Investments in commodities may be affected by overall market movements, changes in

interest rates and other factors such as weather, disease, embargoes and international

economic and political developments. Hedging can help returns when a foreign currency

depreciates against the U.S. dollar, but can hurt when the foreign currency appreciates

against the U.S. dollar.

 

 

 

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)

 

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

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

Short-term rates : the rate of interest on a debt instrument maturing in two years or

less.

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.

Forward contracts : Agreements to buy or sell a specific currency at a future date at

an agreed upon rate.

Contrarian : Practice of seeing what the majority of market participants are focused on

and attempting to look in the complete opposite direction.

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.

Corporate Bonds : a debt security issued by a corporation.

Sovereign : A national government.

Government Revenues : refers to the money received by a government from sources such

as taxes, government owned corporations or central banks.

Government Liabilities : refers to government debt obligations.

Corporate Credit : compensation associated with the risk of lending to a corporation.

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

level.&nbsp.

Embedded Income Yield : Represents the annualized rate of return generated by a fund’s

investments in both fixed income securities and derivatives exclusive of interest rate

changes and movement in foreign exchange spot rates. The calculation is intended to

capture the Fund’s potential to earn income return over the following year given current

holdings and market conditions. The embedded income yield will differ from the

portfolio’s yield to maturity, due to the incorporation of derivatives in the embedded

income yield. Embedded income yield and portfolio yield to maturity may differ from a

Funds actual distribution and SEC yield and do not reflect Fund expenses.

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

United States.
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