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Big Currency Depreciations: What Happens Next?
-John Mullin
Emerging market currencies have taken a beating this quarter, led by declines in the Brazilian real,
Mexican peso, Russian ruble, South African rand, and Turkish lira. According to the financial press, these
declines reflect the impact of higher U.S. interest rates, a stronger U.S. dollar, and global trade tensions.
This note attempts to add a bit of perspective to these recent currency declines. In addition, the note
provides some historical information about the performances of country equity markets following
similarly substantial currency declines.

Big Currency Depreciations in Q2 2018
Nominal Exchange Rate*
March 31, 2018

June 19, 2018

FX Depreciation

Brazilian Real

3.3

3.7

11.6%

Mexican Peso

18.2

20.5

11.4%

Russian Ruble

57.3

63.8

10.2%

South African Rand

11.8

13.8

13.9%

3,954,945

4,738,851

16.5%

Turkish Lira

* Currency units per USD. Source: Bloomberg.

Recent Currency Declines in Perspective
Recent EM currency declines can be seen in perspective by viewing the past twenty years of the MSCI
EM Currency Index (see chart below). This index tracks the returns to a portfolio of un-hedged emerging
market money market investments. As such, the index reflects currency fluctuations as well as money
market interest payments.
From the perspective of the past twenty years, the index’s recent decline (of roughly 5%) leaves it not far
from its historic high. The index first neared this high in August 2011. After that, the index had two major
swings:
1. The index declined roughly 12% between May 2013 and January 2016. This period began with
Bernanke’s May 2013 statement signaling the Fed’s intention to taper its program of quantitative
easing.
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2. The index increased by roughly 20% between January 2016 and March 2018. This period began
shortly after the Fed’s first post-crisis rate hike (when the federal fund's target ceiling increased to
0.5% in December 2015). During the period, the Fed hiked the fund's rate ceiling five more
times—in December 2016, March 2017, June 2017, December 2017, and March 2018.
What stands out here is that EM currencies performed poorly when tighter monetary policy was
anticipated, but performed strongly during a two-year span when monetary policy was actually being
tightened. Viewed from this perspective, it is somewhat puzzling to read commentaries that attribute
recent EMs currency declines to tight Fed policy. After all, the markets have been digesting anticipated
and actual rate hikes for at least five years now.
Of course, it is not an easy matter to identify the source of currency movements in a particular month or
quarter. That being said, however, it would appear that increased global trade tensions are a more likely
culprit behind recent EM currency weakness.

MSCI Emerging Market Currency Return Index
(Through June 27, 2018)
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Country Equity Returns Following Big Depreciations
We now turn to the question: What happens next? What sort of USD returns do country equity markets
produce in periods following big exchange rate depreciations?
For this exercise, we define a “big depreciation” as one in which a country’s real effective exchange rate
depreciates by at least 10% over a three-month period. At the end of each month during 1989-2017, we
identify all of the MSCI ACWI countries (both emerging and developed) that had big depreciation over
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the previous quarter. We then group these countries’ equity markets into an equally weighted portfolio
and compare the subsequent USD return performance of this “depreciated currency portfolio” to MSCI
ACWI.1 The subsequent return performances are calculated for over-lapping 3-month and 12-month
holding periods. We also examine the return performance of a “blended” portfolio composed of 10% of
the “depreciated currency portfolio” and 90% MSCI ACWI.
Our main statistical findings are:
1. The “depreciated currency portfolio” generated an average return that was more than double the
return to MSCI ACWI
2. The volatility of the “depreciated currency portfolio” was almost three times that of MSCI ACWI
3. The beta of the “depreciated currency portfolio” was 1.4.
4. The beta-adjusted return—or alpha—of the “depreciated currency portfolio” was substantially
positive
5. Blending the “depreciated currency portfolio” with MSCI ACWI produces a portfolio with a
higher risk-adjusted return than MSCI ACWI.

R e turn S ta tistics -- 3-Month H olding P e riods

Portfolio of Countries
w/ Depreciated
Currencies (A)

MSCI ACWI (B)

Blend: 10% (A),
90% (B)

Average
Standard Deviation

6.9%
24.3%

2.8%
8.6%

3.2%
9.2%

Beta vis-à-vis ACWI
Alpha

1.4
3.0%

1.0
0.0%

1.0
0.3%

Portfolio of Countries
w/ Depreciated
Currencies (A)

MSCI ACWI (B)

Blend: 10% (A),
90% (B)

Average
Standard Deviation

24.5%
45.7%

10.1%
17.9%

11.6%
19.1%

Beta vis-à-vis ACWI
Alpha

1.4
9.9%

1.0
0.0%

1.0
1.0%

R e turn S ta tistics -- 12-Month H olding P e riods

1

To ensure an “apples-to-apples” comparison, we restrict our return analysis to periods when the “depreciated currency
portfolio” has at least one member.
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Conclusions





Recent EM currency weakness is more likely the result of increased global trade tensions rather
than apprehension about further Fed policy tightening
On average, country equity markets outperform following big currency depreciations
However, these markets also have high beta risk
As a consequence, we would expect these markets to outperform should global trade tensions
subside; otherwise, they may be vulnerable to further declines
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Important Disclosures:
This material has been prepared and issued by DCM Advisors, LLC (DCM), a registered investment advisor, for distribution to
market professionals and institutional investor clients only. This document has been prepared for informational purposes only
and is not a solicitation of any offer to buy or sell any security, commodity, futures contract or instrument or related derivative
(hereinafter "instrument") or to participate in any trading strategy. Any such offer would be made only after a prospective
participant had completed its own independent investigation of the instrument or trading strategy and received all information
it required to make its own investment decision, including, where applicable, a review of any prospectus, prospectus
supplement, offering circular or memorandum describing such instrument or trading strategy.
This material does not provide individually tailored investment advice or offer tax, regulatory, accounting or legal advice. The
securities discussed in this material may not be suitable or appropriate for all investors. Prior to entering into any proposed
transaction, recipients should determine, in consultation with their own investment, legal, tax, regulatory and accounting
advisors, the economic risks, and merits, as well as the legal, regulatory and accounting characteristics and consequences of the
transaction. You should consider this material among other factors in making an investment decision. This information is not
intended to be provided and may not be used by any person or entity in any jurisdiction where the provision or use thereof
would be contrary to applicable laws, rules or regulations. Any securities referred to in this material may not have been
registered under the U.S. Securities Act of 1933, as amended, and, if not, may not be offered or sold absent an exemption
therefrom.
The information contained herein is intended for informational purposes only and has been obtained from sources believed to
be reliable, but is not necessarily complete and its accuracy cannot be guaranteed. The comments contained herein are opinions
and may not represent the opinions of DCM and are subject to change without notice. It should not be assumed that any
recommendations incorporated herein will be profitable, will equal past performance or will achieve same or similar results.
The country allocations recommended herein are solely those of the Heckman Global Advisors (HGA) division of DCM and
may differ from those of other business units of DCM. The countries mentioned herein are covered by our proprietary topdown country allocation model and are included, together with any rankings and/or weightings, for illustrative purposes only.
The representative countries and related information are subject to change at any time and are not intended as a specific
recommendation for investment. Foreign securities can be subject to greater risks than U.S. investments, including currency
fluctuations, less liquid trading markets, greater price volatility, political and economic instability, less publicly available
information, and changes in tax or currency laws or monetary policy. These risks are likely to be greater for emerging markets
than in developed markets. Certain investments may invest in derivatives, which may increase the volatility of its net asset
value and may result in a loss.
Model, back-tested or hypothetical performance information, and results do not reflect actual trading or asset or fund advisory
management, and the results may not reflect the impact that material economic and market factors may have had, and can
reflect the benefit of hindsight, on HGA’s decision-making if HGA were actually managing client’s money. Any reference to
performance information that is provided gross of fees does not reflect the deduction of management or advisory fees. Client
returns will be reduced by such fees and other expenses that may be incurred in the management of the account.
Advisory fees are described in Part 2A of Form ADV of DCM, and its affiliated individuals may, from time to time, own, have
long or short positions in, or options on, any securities discussed herein. Nothing contained herein constitutes an offer to sell or
a solicitation of an offer to buy any security or an interest in any Dinosaur Capital Management LLC investment vehicle(s).
Any chart, graph, or formula should not be used by itself to make any trading or investment decision.
Morgan Stanley Capital International (MSCI) indexes are unmanaged market capitalization-weighted indexes. The indexes do
not reflect transaction costs or management fees and other expenses. MSCI index returns are calculated with dividends
reinvested. Unlike the indices, the strategies described are actively managed and may have volatility, investment and other
characteristics that differ from the benchmark index.
Source: MSCI. Pursuant to our agreement with MSCI, 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 to create any financial instruments or products or any
indices. The MSCI information is provided on an “as is” basis and the user of this information assumes the entire risk of any
use it may make or permit to be made of this information. Neither MSCI, any of its affiliates or any other person involved in or
related to compiling, computing or creating the MSCI information (collectively, the “MSCI Parties”) makes any express or
implied warranties or representations with respect to such information or the results to be obtained by the use thereof, and the
MSCI Parties hereby expressly disclaim all warranties (including, without limitation, all warranties of originality, accuracy,
completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this
information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect,
special, incidental, punitive, consequential or any other damages (including, without limitation, lost profits) even if notified of,
or if it might otherwise have anticipated, the possibility of such damages.
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