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How Currency Risk Can Impact Portfolios

BEN MOHR, CFA, SENIOR RESEARCH ANALYST - FIXED INCOME

International investment strategies such as emerging markets debt and unconstrained fixed income have seen
significant volatility over the last few years, largely driven by gains or losses from currency movements. Over this
period, the U.S. dollar generally strengthened due to gradually rising interest rates and stronger growth in the U.S.
relative to other developed countries. The euro and yen generally declined versus the dollar during this time but
experienced bouts of short term strengthening versus the dollar. Emerging markets currencies largely weakened
throughout this period, but enjoyed a substantial rally over the past year. How does an investor make sense of
these movements?

In the following, we examine the root causes of this volatility, investment opportunities that arise from said volatility,
and share guidance on how to manage currency volatility in portfolios. More specifically, we address the following
topics, in order:

= Key currency movements of late;

= Why currencies move and what influences them to rise or fall;

= The impacts of currency movement on markets and economies;

= Investing in currencies;

= Managing currency risk ascross asset classes;

= Recommendations for managing currency risk across global investments.
Current Landscape: Recent Currency Movements

For reserve currencies, the euro depreciated in earnest against the dollar as the European Central Bank launched its
quantitative easing program at the beginning of 2015. Meanwhile, the yen started to depreciate against the dollar
when the Bank of Japan implemented the first of its modern-day QE programs in 2010. These monetary stimulus
programs were expected to place downward pressure on each region’s respective currency and both governments
wanted to develop weak currencies to bolster exports.

However, due to the extreme risk-off environment from late-2015 through mid-February of 2016, the market
purchased vast sums of the euro and yen as safe haven assets and they appreciated versus the U.S. dollar. Both
currencies continued to strengthen versus the dollar through April of 2016, due to this safe haven effect amidst the
global economic concern.
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Strategies that were short the euro and the yen experienced currency-induced losses during this period. These
patterns between the U.S. dollar and euro are shown in Exhibit 1; a similar pattern exists for the dollar and yen.

In the last two months of 2016, Trump'’s election caused the dollar to strengthen versus the euro due to his proposed
tax cuts and infrastructure spending, which are expected to produce stronger growth in the U.S. relative to that
in Europe. The Fed also hiked rates in the quarter, further strengthening the dollar as higher interest rates in the
U.S. should create higher bond returns relative to those from foreign bonds. In contrast to the previous period,
strategies that were short the euro and yen likely experienced a significant currency-induced valuation rally during

this period.
Exhibit 1: Recent Dollar-Euro Movements Due to Geopolitics
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Source: Bloomberg.

In terms of commodity-dependent currencies, most emerging market countries built up their infrastructures over
the last several decades in response to — and to further assist — China’s growth. However, as China’s economy
slowed in recent years, global commodity prices came under pressure. This led to a gradual sell-off of emerging
markets currencies, as many emerging markets countries are commodity exporters. As an example, Exhibit 2
shows how the Brazilian real depreciated during this period, in lockstep with the decline of oil prices until mid-
February of 2016. This depreciation was due to the Brazilian economy’s dependence on commodity exports,
including oil. Strategies that were overly long emerging markets currencies in 2014 and 2015 saw much of their
returns eroded by this effect. Since mid-February of 2016, however, emerging markets currencies have snapped
back during the global credit and equity rally as the price of oil stabilized.

Exhibit 2: The Oil/EM Currency Sell-Off and Rebound
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Why Currencies Move

A central theme that one can grasp from the previous examples is that the various currencies of the world can
be classified at a high level into two groups. As shown below in Exhibit 3, first are the reserve currencies, which
strengthen in a risk-off market when global credit and equities fall. Examples of this first group are the U.S. dollar,
euro, yen and Swiss franc. The second are commodity-dependent currencies, which strengthen in a risk-on market
when global credits and equities rise. Examples of this second group include the Australian dollar, Canadian dollar
and most emerging markets currencies like the Brazilian real.

Exhibit 3: Two Types of Currencies

Currency Classification Typical Behavior Examples

Strengthen in risk-off market when

Reserve Currencies . .
credit and equities fall

U.S. dollar, euro, yen, Swiss franc

Strengthen in risk-on market when Australian dollar, Canadian dollar,

Commodity-Dependent Currencies credit and equities rise Brazilian real, Chilean peso, etc.

The reserve currencies appreciate as the market, in a flight to quality, purchases them as safe havens. The
commodity-dependent currencies appreciate as the market, bolstered by confidence in future growth, purchases
them to participate in the upside from this growth.

Currencies can also rise if the market anticipates higher rates in that country, and if other countries are simultaneously
implementing quantitative easing programs (typically done by purchasing their own sovereign bonds). This has
been the case for the U.S. dollar since 2013, as investors have anticipated the rate hike while the European Central
Bank and Bank of Japan rolled out their QE programs and thus depreciated their currencies. Exhibit 4 below shows
these behaviors.

Exhibit 4: General Behavior of Currencies

Economic/Monetary Driver Typical Currency Behavior Period Examples
Strong relative economy, rate hike Strengthen U.S. dollar 2013-2014
Weak relative economy, quantitative easing Weaken Euro & yen 2013-2014

A country’s currency usually depreciates if its economy is weak or weakening, but the safe haven effect is greater.
During the 2008 financial crisis, given the number of corporate bankruptcies and layoffs, the U.S. economic
environment grew weaker, but the dollar appreciated dramatically as it was purchased as a safe haven, shown on
the following page in Exhibit 5. This safe haven effect appears to trump all other currency effects.
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Exhibit 5: Dollar Strengthened During 2008 Financial Crisis
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Source: Federal Reserve

How Countries Are Impacted by Currency Movements

In general, a weak currency helps boost a country’s exports, as foreign purchasers of that country’s goods must
first exchange their currency for that country’s currency. These foreign purchasers can buy more of that country’s
currency if that country’s currency is weak, and, in turn, buy more of the goods. But a weak currency also means
more expensive imports for the inhabitants of that country.

In addition, countries may peg their currencies to the dollar to benefit from more stability, or for other economic
reasons. For example, most of the Middle East oil-exporting countries peg their currencies to the dollar because
oil is denominated globally in dollars. Similarly, most of the Caribbean islands peg their currencies to the dollar
because their primary source of income is tourism, which is largely paid in dollars.

Currency as a Stand-Alone Investment Strategy

There are several key characteristics of currencies that make it a unique investment opportunity. First, currencies are
the purest play on macro views. Second, there are participants in the currency markets who are not trying to profit
from currency movements —i.e. corporate hedgers, governments, tourists — and, therefore, significant inefficiencies
can arise. Third, the currency market is the most liquid market in the world, with a $5 trillion daily turnover versus
only $1 trillion for the U.S. bond and stock markets combined. Fourth, currencies have low correlations with other
asset classes.

Fifth, most currencies revert to the mean. Over the short term, a currency’s market value may deviate substantially
from its fundamental value due to government intervention or technical market factors, but over the long term,
a currency’s up and down cycles average out to be symmetrical. Additionally, over the long term, free-floating
(non-pegged) currencies should not generate any real returns over one another. This is because the exchange rate
between two floating currencies tends to settle where the purchasing power of the two countries’ currencies is at

par.

Finally, due to globalization, most corporate issuers of debt or equity have multi-currency revenues as well as costs,
providing inherent diversification. Hedging a basket of such bonds or stocks could, in fact, introduce additional
directional risk.

How do managers buy or sell currencies? Currency positions can be opened by exchanging one currency for
another — for example, U.S. dollars for Japanese yen — with a currency broker-dealer, or by buying securities
denominated in the local currency.
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For example, a bond denominated in Indian rupees or a stock denominated in Malaysian ringgits. Currency
positions can also be entered into through currency derivatives. For example, going long a euro forward, or going
short a Brazilian real future.

Managing Currency Risk in Investment Portfolios

Despite the attractions of currency as a stand-alone investment strategy, most investors pursue investments in
foreign denominated stocks and bonds, so the ultimate investment is made in securities, rather than currencies.
Naturally, purchasing stocks or bonds denominated in a foreign currency exposes investors to currency risk, and
they must decide whether or not to hedge out the inherent currency risk. Many investors prefer to leave this
decision to investment managers, rather than deciding for themselves how much of their foreign investments
should be hedged.

Investment managers, when deciding whether to retain or hedge currency risk, typically assess key macroeconomic
metrics, including a country’s balance of payments, balance of trade, capital account, current account, foreign
exchange reserves, and purchase power parity. Among other considerations, these metrics help managers
determine the relative value between currencies, and how much (if any) of their exposures should be hedged.

The recommendations around hedging also tend to vary by asset class, and we have found that the following
guidance for each asset class tends to hold true in the institutional investment world:

s Global Bonds

o Currencies are the biggest driver of volatility in unhedged global bond strategies. For global bond
allocations that aim to diversify away from U.S. interest rate and credit risk while benefiting from the
general relative safety of bonds and minimizing volatility, a global bond strategy hedged to the U.S.
dollar is recommended, as currency volatility could significantly increase overall product volatility.

o However, due to most non-U.S. developed countries offering negative real rates at the moment, a
global bond strategy may not be the most feasible to achieve yield targets.

= Emerging Markets Debt (EMD)

o  Similar to global bonds, currencies are the biggest driver of volatility. However, additional challenges
remain for EMD.

If the bond is considered “external debt” (also known as “hard currency debt”), it is denominated in
U.S. dollars or euros since the issuer is paying interest in external currency and not local currency. Thus,
the issuer must earn revenue primarily in local currency but pay interest expenses in dollars or euros;
this is difficult in the event of adverse exchange rate movement between the two currencies.

Perhaps most importantly, it is typically cost prohibitive to hedge emerging markets currencies. In the
case of Brazil, a manager would like to keep the high carry from local currency Brazilian bonds while
hedging out exposure to the local currency using forwards. However, there is no such thing as a free
lunch, and to hedge this currency risk would mean giving up all of the interest rate spread. Since
Brazilian rates are currently much higher than U.S. rates, without interest rate parity, an investor could
borrow dollars at the lower rate, convert and invest in the Brazilian real at the higher rate, and earn a
riskless profit by hedging exposure back to the dollar. In practice, however, market forces eliminate
this arbitrage opportunity by forcing the dollar to trade at a forward premium equal to the differential.
Thus, it is cost-prohibitive to hedge long Brazilian real exposure, as this would negate the carry. This
is the case for most EM currencies.
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= Emerging Markets Debt (continued)

O

With the above in mind, we recommend an unhedged, blended EMD strategy that combines hard
currency sovereign and corporate bonds with local currency sovereign and corporate bonds. Such
strategies provide the manager with discretion on whether to take sovereign or corporate risk in a
hard currency such as the U.S. dollar or euro, or a local currency such as the Brazilian real or Malaysian

ringgit.

= Unconstrained Fixed Income

o

Certain unconstrained fixed income strategies have historically taken generous long or short positions
in currencies - be they in emerging markets currencies, the euro, yen and/or U.S. dollar - and at times
sustained significant losses with high volatility, while at other times produced strong gains.

It is important to be cognizant of this high risk/return profile when it comes to holding such strategies,
which may call themselves Multi-Sector Fixed Income, or even Global Bond strategies.

= International Equities

o

In the long run, hedged and unhedged international equity strategies produce about the same returns
and most international equity managers do not hedge their portfolios.

If the investor is aiming to reduce volatility in this asset class, it is recommended to utilize a hedged
strategy or a currency hedging overlay on top of an unhedged strategy.

= Emerging Markets Equities (EME)

o

e}

In this asset class, the cost to hedge is too expensive, typically exceeding 1% of total returns. Moreover,
one-third of the currencies in the MSCI EM index cannot be hedged.

Similar to the above, we recommend unhedged EME mandates.

» Real Estate/Commodities/Infrastructure

O

Investors usually allocate to real estate holdings within their country of domicile, and therefore, there
is typically no need for currency considerations. However, in the event that a U.S. investor invests in
regional strategies (i.e. European or Asian real estate), such international real estate strategies are
usually unhedged, due especially to the non-marked-to-market nature of the investments.

Just about all traded commodities are globally denominated in U.S. dollars, so currency issues such as
hedging are a moot point.

Lastly, infrastructure investments are almost entirely global and unhedged because currencies are
expected to revert to their means over time, and implementing a hedging strategy would be too costly
in this asset class. A hedged product did launch recently with an aim to minimize currency volatility
despite an expected haircut on total return due to the costly hedging.

I
MV MarquetteAssociates  How Currency Risk Can Impact Portfolios April 2017 |

6



Conclusion

Throughout this paper, we assessed the reasons why currencies move and the primary types of currencies, with
reserve currencies exhibiting negative market beta characteristics and commodity-dependent currencies exhibiting
positive market beta characteristics. Currencies in general strengthen in a strong, growing economy with tight
monetary policies such as rate hikes. On the other hand, they generally weaken in a slowing economy with loose
monetary policies such as quantitative-easing asset purchases by the government. Lastly, the strengthening effect
from safe haven purchasing of reserve currencies is perhaps the strongest force that drives currency movements.

Where appropriate, currencies can be considered as a source of potential alpha in certain international investments.
However, currencies are without a doubt a significant source for volatility. Currency hedging as an overlay may help
mitigate this volatility, but the cons typically outweigh the pros.

Over the past 25 years, the hedged and un-hedged versions of the Global Agg produced about the same returns,
with the hedged version exhibiting much less volatility, which is why we recommend hedged mandates for Global
Agg allocations, making the currency hedging point moot.

Currency hedging for EMD is highly cost prohibitive. It makes sense for investors to be in unhedged, blended EMD
mandates (i.e. hard and local currency sovereign and corporate bonds) for diversification/efficiency and additional
alpha reasons.

For international equities, active currency hedging tends to add little value over time but could help reduce the
volatility of the asset class, albeit at a cost: active currency hedging introduces additional charges over and above
a product’s management fee, trading, administrative and operating costs. The additional costs average 10 basis
points per year. Over time, hedged and unhedged strategies produce approximately the same total return, with
costs as the primary downside of utilizing a hedging overlay.

For other asset classes such as emerging markets equity, real estate, commodities or infrastructure, either the cost
of currency hedging is similarly prohibitive or the underlying assets are denominated in U.S. dollars, making the
currency hedging decision a moot point. P
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused three-point approach and careful research. Marquette has served a single mission since 1986 -
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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