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• Even after the Federal Reserve’s (Fed) recent policy surprise, 7 out of 20 emerging market (EM) currencies are trading at

lower levels than before the Federal Reserve’s 1st quantitative easing announcement1 • While some countries face
external headwinds, many EM countries were able to navigate the market volatility quite well • With yields above 6.5%,

EM local debt currently appears attractively priced on an absolute basis2 • On September 3, 2013, EM local debt was

out-yielding U.S. high yield by the most significant margin in history3 • A pick up in Chinese economic momentum also
offers a much firmer backdrop for the broader emerging markets In part II of our series on investing in emerging market
fixed income, we shift our focus from EM corporate debt to locally denominated fixed income, substituting currency risk
for corporate credit risk in emerging markets. Although the market environment has proven particularly difficult—in fact,
in the past five months local currency debt has generated the worst performance of all but one period in history—we
believe that the most recent sell-off has created value in currencies as well as interest rates across many emerging
markets. In light of recent guidance by the Federal Reserve, we believe that emerging markets could recapture an
increasing percentage of investor flows and reverse the recent losses sparked by fears of “tapering”. How We Got Here
After weaker economic data from key emerging markets disappointed investors, the law of unintended consequences
reared its head due to comments by Federal Reserve Chairman Ben Bernanke. The possibility of a decline in the pace of
Fed bond buying was cited as the primary catalyst for currency weakness and surging bond yields in emerging markets.
Economies that once benefitted from foreign investor flows have underperformed since flows began to reverse. However,
we believe that those moves had overshot. With the recent FOMC meeting serving as a catalyst, we believe that locally
denominated fixed income appears as an attractive way to play a less “hawkish” Fed.
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 As shown in the table above,
EM currencies, on average, are only modestly positive on a net basis since the depths of the global financial crisis. All
told, the Federal Reserve has expanded its balance sheet by nearly $3 trillion; today, the U.S. dollar is stronger against
seven out of twenty emerging market currencies. While we acknowledge that growth has slowed in many emerging
markets as of late, we believe that current exchange rates do not accurately reflect the long-term potential of many of
these economies. In many instances, EM currencies are now trading at multi-year lows against the U.S. dollar.
Additionally, with only a single exception (the Chinese yuan), EM currencies continue to trade well off their high water
marks set in 2006. Emerging Market Interest Rates In a similar vein as EM currencies, EM interest rates appear
attractive at current levels. As U.S. interest rates touched 3% for the first time in several years, EM rates approached the
7% mark for the first time in three years. At these levels, we believe that emerging markets currently strike an attractive
balance between risk and reward. As compared to EM corporate credit, which has exposure to U.S. interest rates,
investors in local debt are substituting currency risk (and volatility) plus local interest rate risk. As we noted in a recent
blog post, we believe that once the market has acclimated to an eventual Fed tapering, emerging market interest rates
will increasingly be influenced by domestic factors as opposed to U.S. policy. However, with rates rising significantly in
advance of a Fed tapering that has yet to materialize, we believe EM assets are attractively priced. At present, the

investable universe of emerging market local debt is rated 93% investment grade.4 With some emerging markets being
upgraded as recently as May 2013, we believe that only a select few pose a risk of a credit rating downgrade. However,
as shown in the graph below, EM local debt was recently offering the largest yield advantage compared to U.S. high
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yield in history.  For
definitions of terms and indexes in the chart, please visit our Glossary. Volatility Compared to traditional U.S. Treasury
Bonds, “opportunistic fixed income,” such as emerging market local debt, has a much different volatility profile. For
many investors, investing in bonds with equity-like growth elements is a comparatively new undertaking. In light of recent
market developments, we believe that volatility is going to be increasing for nearly all asset classes, including fixed
income. However, there is a major distinction between volatility and solvency risk. The recent volatility in the asset class
has largely been attributable to movements in emerging market currencies. But unlike past periods of rapid currency
depreciation, emerging market economies have taken made significant strides to reduce their external vulnerabilities. At
present, an overwhelming number of emerging market countries have significant levels of foreign exchange reserves.
These reserves can either be converted from U.S. dollars to support/dampen the volatility of their exchange rates or be
used to directly finance their government. Outlook: Being Paid to Wait Ultimately, we believe EM local debt is
attractively priced at current levels. However, there is always the possibility that market volatility may persist as the U.S.
struggles to provide appropriate guidance on the future path of interest rates. At current yields, we believe that EM local
debt provides an attractive level of carry that may help dampen future volatility associated with locally denominated

fixed income. 1Source: Bloomberg, September 18, 2013 2Source: J.P. Morgan, Bloomberg, September 18, 2013 3Source:

WisdomTree, J.P. Morgan, Bloomberg 4J.P. Morgan, August 31, 2013

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

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. 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.

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

Quantitative Easing (QE)  : A government monetary policy occasionally used to increase the money supply by buying
government securities or other securities from the market. Quantitative easing increases the money supply by flooding
financial institutions with capital, in an effort to promote increased lending and liquidity.

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

Balance sheet  : refers to the cash and cash equivalents part of the Current Assets on a firms balance sheet and cash
available for purchasing new position.

Investment grade  : An investment grade is a rating that signifies a municipal or corporate bond presents a relatively
low risk of default.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

U.S. Treasury Bond  : a debt security issued by the United States government.

Foreign exchange reserves  : The total balance of foreign currency deposits and bonds held by a central bank or
monetary authority.

Carry  : The amount of return that accrues from investing in fixed income or currency forward contracts.
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