
 

 

 

Emerging Markets Debt 
April 2010 

 

 

This communication is meant to be read only by professional 

investors, professional financial advisors and, at their 

exclusive discretion, their clients. It is not to be generally 

distributed to the public. 

 

 
 

Market insight Fixed Income 

At a glance 

 Economic data continued to improve, with inflation in particular reporting better than 

expected 

 Emerging markets returned 4.0% for the month, with significant contribution from bonds 

 We remain constructive on emerging market currencies and focus on relative value 

positions within bonds  

 Topic of the month:  To hedge or not to hedge – how to address base currency risk? 

 

Recent developments  

The so-called ‘Goldilocks scenario’ of strong growth and falling inflation returned to 

emerging markets as growth remained robust, but the feared pick-up in inflation did 

not materialise. In fact, annual inflation fell compared to the previous month in many 

emerging markets. Asset prices reacted positively, with local bonds, currencies and 

equity markets all doing well over the month. The returns were underpinned by 

significant inflows, which are increasingly focused on local currency emerging market 

debt. Central banks are taking different approaches in the current environment, with 

some Asian central banks starting to normalise policy rates due to the strong growth, 

while central banks in eastern Europe, Russia and Africa are using better inflation 

news to adopt further rate cuts.  

All in all, the JPM GBI-EM Global Diversified Index returned a positive 4.01% in US 

dollars during March. The surprise was a strong return contribution from bonds at 

1.82% as they reacted well to lower inflation. 

In March, the high yielding markets of Indonesia (+6.96%) and South Africa (+6.56%) 

did well. Egypt (0.00%) and Chile (+0.52%) lagged the universe. 

Market outlook 

It is difficult to find negatives in the fundamentals of emerging markets. Growth is 

strong and picking up further, inflation is well behaved, business and consumer 

confidence is high, central banks are still providing significant liquidity to the markets 

and investor flows are very supportive as there remain problems in developed 

markets. There are of course risks that could influence this positive picture. The 

markets have run hard and are vulnerable to some profit-taking. Also, a change in 

Federal Reserve policy toward more normalisation of rates could provide a challenge 

to the markets. 

Overall, we remain long in our portfolios but continue to be nimble around the 

expected positive trend. In currencies, we started to reduce the positions in Asia 

marginally after significant outperformance in favour of building up a position in the 

Turkish lira. In local bonds, we added some duration as we build a long position in 

Poland, but the focus of the portfolio remains on relative country and curve positions.  
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1
 Source: IAM calculations, 31 March 2010. Cost of hedging is conservative because we used mid rates for all currency 

crosses, i.e. trading costs are too low. We used a 2 month rolling window hedging with FX forwards and non-deliverable FX 
forwards. 
2
 We used a weighted average of currencies in the index and their betas with the relevant developed market currency cross 

rate. Period: past 7 years weekly. 

 

Topic of the month  

To hedge or not to hedge – how to address base currency risk? 

Please note that the following piece is intended to illustrate our views on certain 

currency hedging scenarios, and should not be construed as advice.  

Introduction 

One of the attractive features of local currency emerging market debt is gaining 

exposure to currencies that, over time, should outperform developed market 

currencies. We expect such an appreciation trend as currencies adjust to reflect the 

relative strength of the emerging market economies vis-a-vis their developed 

counterparts. In short, we would expect emerging market currencies to outperform 

the US dollar, euro and sterling over a cycle. 

That said, shorter-term moves in these developed currencies influence the returns 

that US dollar, euro or sterling investors get respectively. In 2008 for instance, while 

emerging market currencies weakened versus the US dollar, the pound was so weak 

that emerging market currencies actually gained significantly in sterling terms. An 

investor expressing the returns of the asset class in sterling will have felt he did very 

well in 2008, whereas a US dollar investor will have been worried by the negative 

returns, even though they were invested in exactly the same mix of emerging market 

currencies. Similarly and more recently, euro investors will have done quite well from 

the asset class due to general euro weakness, whereas US dollar investors will have 

seen more modest returns. 

A question we encounter regularly from investors is whether they should hedge any 

of the exposure caused by these specific moves in developed market currencies. In 

this ‘Topic of the Month’ we analyse whether this is indeed a good idea and how 

much such a hedge might be. 

Should investors consider hedging emerging market currency risk? 

Just to be clear, we are talking about putting on a EUR/USD hedge or a GBP/USD 

hedge; we would not advocate hedging out emerging market currency risk. A large 

part of the attraction of debt denominated in emerging market currencies is the 

potential for currency appreciation. Furthermore, the cost of hedging the currency 

exposure is prohibitive. This stems from the fact that emerging market currencies in 

general are higher yielding than developed market currencies. The result of this 

hedging would therefore be ‘negative carry’, i.e. you would pay away the high yield on 

emerging markets and receive a much lower yield in developed markets. For a US 

investor, a conservative estimate of this cost is 3.9% annualised (3.7% for euro and 

3.6% for a UK investor).
1
  

So what about adding a developed market hedge to the emerging market 

portfolio? 

It is reasonable to assume, for example, that if the euro rallied strongly against the 

US dollar, other currencies, including emerging market currencies, would be weak 

against the euro as well. Thus, should a euro-based investor consider buying euros 

and selling US dollars to hedge this risk? In Table 1 below we estimate the historical 

sensitivity of the emerging market currencies (measured by the mix in the GBI-EM 

index) to movements between major developed market currencies:
2
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Table 1: Effect of a base currency rally on returns 

Movement in base currency Currency effect on local currency debt 

10% rally of EUR vs. USD GBI-EM index loses 4.0% in EUR 

10% rally of USD vs. EUR GBI-EM index loses 5.9% in USD 

10% rally of GBP vs. EUR/USD GBI-EM index loses 5.5% in GBP 
 
Source: IAM calculations, 31 March 2010. Period: past seven years weekly.  

 
The key point to make is that the losses are certainly not one-for-one. Meaning that 

emerging market currencies are certainly not a ‘dollar proxy’. If the US dollar weakens 

10% against the euro, historically the universe of emerging currencies weakens only 

about 4.0% against the euro. The reason for this is that the emerging market universe 

is very diverse, with many actually tied into the euro much more than to the US dollar 

(for instance the Hungarian forint or the Polish zloty). 

What this also means is that adding a 100% long EUR/USD hedge for a euro-based 

investor would, according to our calculations, mean grossly over-hedging the base 

currency risk. In our scenario, without the hedge, an investor would lose 4% in the 

case of 10% euro strength as shown above, but with a 100% hedge, the investor 

would lose around 6% in the case of a 10% drop in the euro. 

Hedging base currency risk 

So what might be a good hedging strategy? We have done a lot of work in this area 

to determine what an optimal hedge might look like given the base currency of an 

investor, and whether a permanent, fixed or rolling hedge ratio (percentage of 

investor holdings that is hedged) might be considered given the characteristics of the 

portfolio in normal times and under stress scenarios.  

It now gets quite technical. Hedge ratios are not straightforward. In our view, the best 

method is probably to determine a rolling hedge ratio. We chose a one year weekly 

rolling window to do our calculations and assumed a hedge ratio that is updated 

every four weeks. Our conclusions are summarised in Table 2 below.  

A few general comments: the effect of hedging on returns will vary due to the strength 

or weakness of the base currency over the period. When adding a hedge (see ‘index 

+ hedge’ columns versus ‘index’ columns), standard deviations of returns generally 

decreased, and hence, Sharpe ratios improved. The maximum loss over any period 

over the past seven years would have increased for both euro and sterling investors. 

This might be quite a surprise, with the reason being that during periods of risk 

aversion, emerging market currencies come under pressure, but so do the euro and 

sterling. Thus, any hedge where an investor is long euro or sterling would have 

compounded losses. Between July and October 2008, the euro lost 20% against the 

US dollar. An investor would not have wanted to hold a long euro/short dollar position 

then. 
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3
 IAM calculations. We based all hedge ratios on a 1 year rolling regression using weekly data. The currencies chosen for the 

hedges were the most obvious pairs and which resulted in increased Sharpe ratios as compared to the index. Hence a UK 
investor would want to hedge specific GBP strength; such an investor would typically watch GBP performance against EUR 
and USD. Thus, we used a long GBP against a 50/50 basket of EUR and USD. Results are annualised, over seven years to 
31 March 2010.  
4
 The nickname Cable is derived from the transatlantic cable that was laid in 1858 to link currency quotes between London 

and New York exchanges. 

Table 2: Results of hedging base currency risk 

Hedge
3
 

Return 
Standard 
deviation 

Sharpe ratio Max drawdown 

Index 
Index 

+ 
hedge 

Index 
Index 

+ 
hedge 

Index 
Index 

+ 
hedge 

Index 
Index 

+ 
hedge 

For EUR investor: 
long € vs $ 

10.2% 10.9% 8.7% 8.5% 1.2 1.3 -12.7% -15.8% 

For USD investor: 
long $ vs € 

13.7% 12.1% 11.5% 8.5% 1.2 1.4 -27.1% -16.9% 

For GBP investor: 
long £ vs € and $ 

14.1% 14.7% 10.5% 8.6% 1.3 1.7 -12.8% -15.2% 

The graph below shows what our calculations suggest might be the rolling optimal 

hedge ratios given an investor’s base currency. We assumed a one year window to 

calculate the hedge ratio, and then assumed we would update the ratio every four 

weeks. Firstly, the hedge ratio for a euro based investor is much lower than for a US 

or UK investor. This means that the euro typically does not rally much against other 

currencies in isolation, i.e. when the euro rallies against the US dollar it typically does 

not rally much against emerging market currencies. The converse is true for a US 

investor. When the greenback rallies against the euro, it typically rallies against other 

currencies too, hence to hedge this risk an investor might want to consider buying a 

larger amount of US dollars. Finally, for UK investors, sterling performance is rather 

important. Cable4 tends to rally in an idiosyncratic fashion, so when it rallies, it rallies 

against most other currencies, including emerging markets. Thus, in order to hedge 

the risk of foreign holdings losing a lot of value due to a sharp move in sterling, 

investors might want to consider buying more sterling.  

 
Source: IAM calculations.  

Conclusions 

When investing in emerging market currencies, the returns as calculated in euros, US 

dollar or sterling will differ due to moves in these developed market currencies. 

Investors can hedge the risk of idiosyncratic moves in their base currency. In the 

long-run, such a hedge might merely mean an administrative hassle with additional 
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Selected emerging markets at a glance 

Argentina We remain overweight the Argentine peso on attractive yields, cheap looking valuations and 
the positive news from the holdout restructuring. The political situation remains a wildcard that we 
monitor closely. 

 
Brazil We continue to hold our bond overweight and our currency underweight. We believe that the 

threat of further intervention should curb strength in the real and slow its appreciation, making it a 
regional underperformer. The decision by the central bank to hold the Selic rate was in line with 
our view that although rates are likely to move higher in the near future, it will be more slowly 
than the market anticipates. We also expect the yield curve to continue to flatten further with the 
medium to long end outperforming. 

 
Chile We remain overweight, but the peso is again approaching our take profit levels. We have seen 

some volatility in the market reaction to the more hawkish than anticipated central bank, as well 
as recent data surprises, which gives us opportunities to trade the ranges. 

 
China The delay in the US Treasury report on China’s currency policy has improved relations between 

China and the US, and gives China some time to decide on any revaluation of the renminbi. 
Domestic economic data has continued to be strong, underlined by the first monthly trade deficit 
since 2004. We believe appreciation of the renminbi is likely at some stage this year, but we 
prefer to take advantage of this through other Asian currencies. 

 
Colombia We continue to hold an overweight in Colombian bonds, while we are underweight the peso. 

The recent outperformance of the currency has reversed in the past few weeks, in line with our 
views, and it has again become an underperformer. Bonds have begun to perform well again, 
with the curve flattening as inflation continues to come in better than expected and the central 
bank remains dovish. 

 
Czech Latest economic data has been relatively strong. Industrial production accelerated, 

unemployment fell and inflation increased. Domestic demand remains subdued, but the export 
sector is clearly benefiting from an improving external growth outlook as the latest trade balance 
figures show. We are overweight the Czech koruna versus the Hungarian forint, and remain 
neutral Czech government bonds. 

 
Egypt In line with our outlook, the Egyptian pound is trending marginally stronger versus the US dollar, 

whilst maintaining its characteristic extremely low volatility. Inflation is trending lower as the 
global commodity prices and a stable currency start feeding into headline numbers. We remain 
long the currency as a low beta, carry-earning position. 

rebalancing costs. While there is some expectation of an improvement in the Sharpe 

ratio (return/risk), the maximum losses in extreme crises tend to increase for most 

types of investors. 

All in all, in our view, investors might only want to consider using a hedging strategy 

from time to time when they have a strong view that their own currency is too weak. 

In such a scenario, they might consider buying a proportion of their own currency 

back against other relevant developed market currencies. This might protect the 

portfolio against idiosyncratic strength of their base currency.  

Our scenario would suggest Euroland investors might want to consider roughly 15% 

long euro against US dollar, but about 50% long US dollar against the euro for a US 

investor. Finally, a British investor in our scenario that is concerned with pound 

strength might want to consider buying 30% sterling against US dollar and also 

buying 30% sterling against euro. 
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Ghana Investor sentiment towards Ghana remains very positive. Yields on 3 year Ghana government 

debt collapsed to 14% from 19% as early as February of this year. We expect another 100 basis 
point rate cut – following the 200 basis point cut in February – next week as the cedi remains 
stable and inflation continues to trend sharply lower. 

 
Hungary Even though the outcome of the Hungarian parliamentary election was close to consensus 

market expectations, the confirmation of a strong majority for the Fidesz party (52.7%) had a 
positive impact in currency and bond markets. Economic performance remains weak, mainly as a 
result of the fiscal austerity measures in place. We remain positioned for a further steepening of 
the Hungarian sovereign curve while we initiated a short position in the Hungarian forint 
against the Czech koruna. 

 
India India surprised the markets with a rate hike as inflation continues to be a worry. Overall, the bond 

market remains under pressure. The currency moved in line with risk sentiment, and for now we 
remain neutral on the currency. 

 
Indonesia With the political situation around the Bank Centurio bailout easing, the markets focused on the 

high yields and positive inflation developments. The bond and currency markets rallied.  We took 
profit on our long rupiah position as, relative to peers in the region, the positive news now 
seems by and large discounted in the market. 

 
Israel The Bank of Israel has resumed its rate hiking cycle to remove some of the extraordinary 

monetary accommodation. We remain sidelined in the markets, our view that medium to longer 
dated bonds were vulnerable (on the back of a strong economic recovery) materialised as 
Shahar bonds tracked US treasuries higher for most of March. Longer-term, the outlook is 
positive on the currency, yet once again the Bank of Israel is accumulating US dollar reserves. 

 
Malaysia The new 10 year economic plan from the government contained some positive reforms. While 

economic news over the month was more mixed, currency continued to do very well in line 
with our positive views, partly thanks to the new hawkish stance from the central bank. 

 
Mexico The peso has rallied strongly over recent weeks, and we have benefited from our constructive 

view on the currency. We are neutral in bonds as, although we maintain our view of benign 
inflation and a more dovish central bank than the market is expecting, this view is gradually being 
priced in. 

 
Nigeria President Goodluck Jonathan has disbanded the previous cabinet and appointed a new one 

more aligned with his reformist agenda. We see this as positive since a number of critical reforms 
were held up by political infighting. Meanwhile, oil production continues to be healthy. The state 
budget was passed during the month and included a very significant 50% increase in state 
spending. Increased state spending and increased oil related government deposits pose a 
serious threat to the inflation outlook. Since the central bank seems hesitant to use interest rates 
to stem these pressures, we are moving towards a more bullish view on the naira as the 
likely instrument to be used for fighting inflation.  

 
 Peru We are underweight Peruvian bonds, but remain neutral on the sol. We believe that inflation 

is now bottoming and that growth is recovering strongly, despite the odd recent weaker than 
forecast number. In our view, policy is likely to maintain a strong growth bias, which combined 
with new supply in the long end is likely to lead to further relative underperfomance of the bond 
market after a very strong 2009.   

 
Philippines The May election campaigns are heating up. Aquino, son of the former President, remains the 

favourite. Either Aquino or the main contender Villar would be market friendly outcomes, the key 
focus probably being on the strength of the mandate the winner gets from the voters. We 
maintain our long position in the Philippine peso based on valuations and an increase in 
electronic exports. 

 
Poland A significant pick up in FDI flows together with debt-related portfolio inflows and expected 

privatisation revenues are likely to underpin the appreciation pressures for the polish zloty. 
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However, the Polish National Bank intervened in the currency markets trying to limit the pace of 
appreciation which, in its view, poses some risks to the recovery of the Polish economy. We 
remain neutral the zloty and overweight Polish government bonds. The tragic airplane 
accident that claimed the life of President Kaczynski and other senior Polish figures will not derail 
the functioning of the Polish economy and the Polish political system in our view. 

 
Russia We maintain our ruble long position, reinstated in December, after we took profits in October. 

We believe that the Central Bank of Russia is running a fine balancing act of cutting rates whilst 
inflation is falling in order to dissuade the carry trade and gradually move to a more freely floating 
exchange rate regime. We believe any indication of the disinflationary process reversing should 
lead to faster currency appreciation.  

 
South Africa The central bank surprised the market with a rate cut benefitting our overweight position in 

bonds and underweight position in currency. Despite our positive outlook on inflation (driven in 
part by the potential mispricing of the disinflationary effect of the strong rand), we did not foresee 
a rate cut as recent high frequency economic data was much stronger than anticipated. We still 
see the rand as expensive relative to peers. 

 
South Korea The new central bank governor maintained a dovish stance, helped by a positive inflation 

surprise. Generally economic news remains constructive, which is also helping the budget deficit 
improve versus expectations. The bond markets did well, while the currency is moving roughly in 
line with the universe. We are neutral on the currency for the time being. 

 
Taiwan Trade activity continues to be very strong, but despite this the central bank is unlikely to allow 

much appreciation until seeing a Chinese revaluation. We therefore continue our short Taiwan 
dollar position. 

 
Thailand Political tensions rose massively once again with the tragic loss of life during protests of the ‘red 

shirts’. It looks increasingly unlikely that a political solution can be found in the short-term. While 
we believe this is likely to hurt the economic recovery, recent news has still been very upbeat, 
which has led the Thai baht to be a strong performer. We closed our currency short, but remain 
negative on the bonds due to excessive bond supply and the political instability. 

 
Turkey We have moved to neutral in duration terms as a long easing cycle has drawn to a close. We 

now prefer to concentrate on relative value positions such as a core holding in inflation linkers. 
We added on overweight in the lira as the central banks seem to be behind the curve and 
moving towards announcing an exit strategy, which would remove lira liquidity and potentially 
move forward the rate hiking cycle. 
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Important information 

This communication is not for general public distribution. If you are a private investor and receive it as part of a 
general circulation, please contact us at + 44 207 597 1900.  
 
All the information contained in this communication is believed to be reliable but may be inaccurate or 
incomplete. Any opinions stated are honestly held but are not guaranteed and should not be relied upon. This is 
not a buy, sell or hold recommendation for any particular investment. 
 
This communication is provided for general information only. It is not an invitation to make an investment nor 
does it constitute an offer for sale.  
 
In the USA, this communication should only be read by institutional investors, professional financial advisers and, 
at their exclusive discretion, their eligible clients, but must not be distributed to US Persons.  
 
Telephone calls may be recorded for training and quality assurance purposes. Issued by Investec Asset 
Management, April 2010 
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