Mexican peso is still volatile
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LONDON -- Once a source of rich returns for yield-hungry investors, emerging markets are hammering home a long-ignored truism: banking on currency strength to enhance returns on stocks and bonds is not a one-way ticket to profits.¶ Currencies such as the rupiah and lira have slumped 10-20% this year as a seismic shift in global capital flows rattles even relatively robust markets, exacerbating international investors’ losses on the underlying assets.¶ And as a long-term dollar uptrend gains momentum, fund managers are being forced to rethink their decade-long view of emerging currencies as an obviously strong bet.¶ That means having to start actively managing exchange rate risk -- and the cost of hedging may well make the underlying investment look far less attractive.¶ So far this year, a strategy based on holding the lira, zloty, real, Mexican peso and ruble versus the euro, dollar and Swiss franc is losing 2.3%, Citi calculations show.¶ Returns on the same trade in 2012 were near 9%. Full-year returns have been negative only thrice in the index’s 12-year history: 2002, 2008 and 2011.¶ “The volatility has been horrific on emerging currencies,” said Marino Valensise of Barings Asset Management.¶ “We are perplexed by high volatility even on currencies such as Mexican peso which was brought down... for no reason.”¶ In the past, the fear of missing out on currency appreciation made investors reluctant to offset exchange rate exposure. But analysts say investors are now more open to hedging.¶ Mr. Valensise remains reluctant to hedge but acknowledges the risk, especially for emerging debt, where currency appreciation contributed up to half the annual return in some recent years.¶ Currency volatility “is going to be an issue for investors in emerging bond markets because the currency side is so big relative to the bond return,” he said.¶ A dollar-based investor who earned 8% yields on Indian bonds would still have plunged into loss due to the rupee’s 12% year-to-date fall versus the greenback.¶ In many ways, the currency weakness is hardly surprising. Growth in developing countries is slowing, exports are falling and once-famed current account surpluses are dwindling.¶ And as the tide of global liquidity ebbs, over $30 billion has flowed out of emerging bonds alone in the past six months, according to data from fund tracker EPFR Global.¶ “Everything out there is conspiring to weaken emerging currencies,” said Luis Costa, head of FX and debt strategy at Citi.¶ “There’s been a big change in mindset… Until this year, FX was a source of alpha (enhanced returns) but now, if you hold local debt, the currency is the problem.”¶ MORE HEDGING¶ Derivatives markets indicate little respite.¶ One-month implied volatilities, a gauge of how choppy a currency is likely to be, are picking up again in currencies such as the Indonesian rupiah, Indian rupee and Turkish lira after easing in October.¶ Risk reversals, which compare demand for options on a currency rising or falling, show similar bias.¶ And in a vicious circle, hedging itself puts exchange rates under more pressure.¶ Real money flows in forward transactions suggest a sharp increase in hedging this year, Citi data showed.

Speculation over the taper has been revived – causes sell-offs
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Last month the delay of the Fed tapering provided some temporary relief for the emerging markets currencies – we saw some light at the end of the tunnel. But the darkness returned with the tapering moving in on the global markets, and as such most of the EM currencies came under renewed pressure in the middle of November. However, risk sentiment improved over the past week and fears that the Fed might start to taper sooner rather than later remain intact.¶ As expressed in Emerging Markets Briefer dated 15 November 2013, the combination of the US tapering and the domestic disinflation is bad news for many emerging countries. These two overall tendencies have dominated the global financial markets to renew the sell-off in emerging markets currencies. However, that the fall in inflation is driven by a positive supply shock is relatively good news for non-commodity exporting economies such as Turkey and Poland. On the other hand, lower commodity prices are not such great news for commodity exporting countries such as Russia and South Africa.

