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With the market fixated on risks of “tapering”, investors are shortening their duration (and appear to be running for the
hills) in fixed income. As exposure to any interest rate risk has fallen out of favor, the overwhelming flow leaders in fixed

income so far this year have been short-duration, credit-focused products.1 While we can’t argue with investor flows, we
can turn our attention to another short-duration position that despite its performance has been largely overlooked by
investors so far this year: the Chinese yuan. As we will discuss, the Chinese yuan has provided steady returns to investors,
with comparatively attractive levels of volatility when compared to some of the fastest-growing assets this year. As
investors attempt to navigate this period of global rebalancing, the yuan has quietly continued along a path of modest
appreciation. Absolute and Risk-Adjusted Returns In absolute terms, the Chinese yuan has performed unusually well
during a period of broad-based U.S. dollar strength. In our view, given the low income potential/opportunity cost in
short-duration fixed income, investors could consider positions in the Chinese currency as a way to diversify their
portfolios beyond the U.S. dollar and away from U.S. interest rate risk. Trailing Returns as of July 31, 2013  

 For definitions of indexes in
the chart, please visit our Glossary.   When compared to other foreign currencies, the Chinese yuan has been broadly
stable despite the sometimes volatile moves in emerging markets. This is largely a product of the “managed band” that
Chinese policy makers currently impose on the yuan. Although the band prevents large upside surprises, the downside is
also capped, which could be attractive to investors seeking to limit volatility. Additionally, investors have also benefited
from the higher interest rates available from short-term investments in the yuan, boosting total returns relative to spot.
When taking into account the yuan’s historic volatility (approximately 2.4%), investors in China’s currency have achieved

higher risk-adjusted returns than virtually all fixed income or currency investments so far in 2013.2 In the graph below, we
track the rolling 12-month Sharpe ratio of the J.P. Morgan ELMI+ China Index  and two short-term fixed income indexes
representing the fastest growing sector of fixed income in 2013. As volatility has increased in U.S. interest rates and
returns have waned, the Sharpe ratios of U.S. fixed income have tended to trend downward. By comparison, consistent
volatility and positive performance have contributed to the yuan’s current upswing. Rolling 12-Month Sharpe Ratio:
June 1, 2008 - July 21, 2013 
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 For definitions of indexes in
the chart, please visit our Glossary.   But risk and return tell only part of the story. The Chinese yuan has had only modest
correlation to the S&P 500 Index and the Barclays U.S. Aggregate Bond Index (0.11 and 0.06, respectively) over the last
five years. Given the uncertainty related to shifts in Federal Reserve (Fed) policy, a non-correlated asset could add

valuable diversification to investor portfolios.3 What’s Driving the Yuan’s Performance?  Interestingly, as China has
continued down the path of currency internationalization, the increasing means of access have created new opportunities
for income in Chinese yuan-denominated assets. So far in 2013, more than one-third of the J.P. Morgan ELMI+ China

Index’s performance has been driven by returns from interest rates in Hong Kong and China. 4 The remaining
performance can be attributed to a broadly stronger yuan. In our view, we can best explain this phenomenon as part of
the Chinese rebalancing that is currently being overseen by Premier Li Keqiang. Outlook Chinese policy makers have
historically proven to be extremely pragmatic. If the best policy for U.S. investors has been to not “fight the Fed,” we
believe this maxim also applies to the Politburo Standing Committee in China. During this most recent period of global
rebalancing, the Chinese government will continue to make adjustments that affect the Chinese economy. So far in 2013,
it seems that an appreciating yuan has been in China’s best interest. As we stated above, a gradual, low-volatility
rebalancing seems to be the most logical course of action. Similar to what investors experienced during the Asian
financial crisis in the late ’90s, Chinese policy makers appear reluctant to devalue the yuan in the face of market stress. In
fact, since the Chinese yuan was allowed to “float” in 2005, it has yet to depreciate against the U.S. dollar in a calendar

year. 1Source: WisdomTree, Bloomberg; August 23, 2013. 2Source: Bloomberg; 2013. 3Source: Zephyr StyleADVISOR,

July 31, 2013. 4Source: J.P. Morgan, July 31, 2013.

Important Risks Re lated to th is Art ic le   

Diversification does not eliminate the risk of experiencing investment loses. Investments in currency involve additional
special risks, such as credit risk and interest rate fluctuations. Investments focused in China are increasing the impact of
events and developments associated with the region, which can adversely affect performance.

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

Tapering  : A shift in monetary policy by which the Federal Reserve would begin decreasing the amount of bonds it
purchases.

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.

Risk-adjusted returns  : Returns measured in relation to their own variability. High returns with a high level of risk
indicate a lower probability that actual returns were close to average returns. High returns with a low level of risk would
be more desirable, as they indicate a higher probability that actual returns were close to average returns.

Interest rate risk  : The risk that an investment’s value will decline due to an increase in interest rates.

Upside  : Currency appreciation.

Downside  : Currency depreciation.

Sharpe ratio  : Measure of risk-adjusted return. Higher values indicate greater return per unit of risk, specifically standard
deviation, which is viewed as being desirable.

S&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the Standard and Poor’s Index
Committee designed to represent the performance of the leading industries in the United States economy.

Barclays U.S. Aggregate Bond Index, 1-3 Year  : This index is the 1-3 Yr component of the U.S. Aggregate index.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.
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