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One of most commonly held beliefs I have seen over the years is that inefﬁcient markets—such as emerging markets (EM)
—are where there are great opportunities for active managers to add value. What isn’t often said is that if there is a large
opportunity to outperform, there is an equally large opportunity to underperform—someone must be on the other side
of the “inefficiencies.”
Goldman Sachs strategists Caesar Maasry and Jane Wei wrote an interesting note about how the trends toward
exchange-traded funds (ETFs) and passive strategies have been affecting EM asset prices. Goldman Sachs pointed out
that large ETF ﬂows have been associated with “(1) the sharp rise of EM asset prices, (2) the underperformance of EM
actively managed funds, and (3) the rotation out of EM small caps into large caps.”1
One of the more interesting charts in the note showed the cumulative ﬂows for passive strategies in the emerging
markets compared to active strategies over the last 13 years.
Active EM equity strategies have garnered less than $20 billion of cumulative ﬂows over the period of Goldman Sachs’s
analysis, while passive flows have cumulatively seen more than $110 billion of inflows.
Investors seem to be voting that passive strategies are the preferred asset allocation vehicle. One reason is the long-term
performance record of passive strategies. What explains the recent performance edge?
Active and Passive Flows During Similar Periods

The Goldman Sachs strategists declared, “EM active managers’ recent underperformance is explained by their
positioning.” They went on to say the following:
Based on our sample of the 50 largest actively-managed EM funds, managers appear to have underperformed in
recent months (130 basis points (bps) since end-May) after posting 100 bps of positive alpha earlier in the year.
Put more simply, EM managers appear to be defensively positioned […they are over-weight in low- beta markets
such as India and Mexico]. Here, we argue that this defensive allocation has been true since the peak of MSCI EM
in 2010.
We find this to be the primary factor in explaining active fund underperformance, rather than flow dynamics.
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What moved in emerging markets this year are the really out-of-favor value-like exposures in countries such as Brazil,
Russia and commodity-centric plays.
If investors are increasing allocations to emerging markets today, we’d ask what they’re looking for. One common
argument for increasing emerging markets weights in portfolios is the relatively low valuations compared to more
developed markets such as the United States.
For those investors looking to capture this valuation advantage, we’d suggest looking at passive factor strategies that
focus on these depressed valuations, rather than relying on an active manager who appears more defensively biased or a
strategy tracking a market cap index, which follows momentum and rides sectors that are out of favor into lower weights
—never increasing their exposure systematically with a value-seeking mindset.
Dividend Approach Adding Value in 2016
We have been writing about the annual rebalance that WisdomTree’s EM dividend Indexes undertook in October. This
has been a year of strong gains in commodity prices and commodity countries.
• Deeper Value Tilts: The WisdomTree Emerging Markets High Dividend Index has been our best-performing strategy
in 2016, and a large part of that was because of its sector exposure to Energy and Materials, which was twice that of the
MSCI Emerging Markets Index. We wrote about its latest rebalance here.
• Small Caps: Although Goldman Sachs mentioned that investors appear to be rotating out of small caps into large
caps, we ﬁnd that, year-to-date, the WisdomTree Emerging Markets SmallCap Dividend Index has outperformed the
MSCI Emerging Markets Index and the MSCI Emerging Markets Small Cap Index by an even greater magnitude. Part of
that was due to country allocations that came with a dividend approach that included large allocations to Brazil. We wro
te about its rebalance here.
WisdomTree Cumulative YTD Performance versus MSCI Indexes

One of the key factors of WisdomTree’s passive methodology is a rebalancing discipline that favors the parts of the
markets with growth in fundamentals and better valuations. The Index methodology lowers weight in stocks, sectors and
countries that are getting more expensive as measured by their price gains compared to their dividend growth.
While active managers appear defensively positioned according to Goldman Sachs, the WisdomTree dividend
strategies, which typically have a defensive approach, have had returns that have been greater than the market in 2016
with country and sector allocations that might be considered more aggressively positioned.
We’d note that if investors are rotating into emerging markets because of relatively low valuations, WisdomTree’s
strategies tend to have more attractive valuation multiples than the MSCI and traditional cap-weighted indexes.
The rebalance that occurred in October is another time when those valuation ratios were reset, and generally they
decreased—whether seen from a price/earnings ratio perspective or a dividend yield perspective.
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We think now is a good time to reconsider how one is allocating to emerging markets with passive approaches.
1Caesar Maasry, Jane Wei, “Global

Markets Daily: Active vs. Passive and the EM Alpha Challenge” 10/13/16.

Importan t Risks Re late d to th is Article

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.
Dividends are not guaranteed, and a company currently paying dividends may cease paying dividends at any time.
For more investing insights, check out our Economic & Market Outlook
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Active manager : Portfolio managers who run funds that attempt to outperform the market by selecting those securities
they believe to be the best.
Value : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.
Passive : Indexes that take a rules-based approach with regular rebalancing schedules that are not changed due to
market conditions.
Basis point : 1/100th of 1 percent.
Alpha : Can be discussed as both risk-adjusted excess return relative to a speciﬁc benchmark, or absolute excess return
relative to a benchmark. It is sometimes more generally referred to as excess returns in general.
Beta : A measure of the volatility of a security or a portfolio in comparison to a benchmark. In general, a beta less than 1
indicates that the investment is less volatile than the benchmark, while a beta more than 1 indicates that the investment
is more volatile than the benchmark.
MSCI Emerging Markets Index : a broad market cap-weighted Index showing performance of equities across 23
emerging market countries defined as “emerging markets” by MSCI.
Valuation : Refers to metrics that relate ﬁnancial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.
Market Capitalization : Market cap = share prices x number of shares outstanding. Firms with the highest values receive
the highest weights in approaches designed to weight firms by market cap.
Dividend : A portion of corporate profits paid out to shareholders.
Rebalance : An index is created by applying a certain set of selection and weighting rules at a certain frequency.
WisdomTree rebalances, or re-applies its rules based selection and weighting process on an annual basis.
MSCI EM Small Cap Index : Includes small cap representation across 21 Emerging Markets countries. The small cap
segment tends to capture more local economic and sector characteristics relative to larger Emerging Markets
capitalization segments.
Fundamentals : Attributes related to a company’s actual operations and production as opposed to changes in share
price.
Price-to-earnings (P/E) ratio : Share price divided by earnings per share. Lower numbers indicate an ability to access
greater amounts of earnings per dollar invested.
Dividend yield : A ﬁnancial ratio that shows how much a company pays out in dividends each year relative to its share
price.
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