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For a global portfolio, emerging markets (EM) play several important roles. Some investors may invest in EM to diversify
their global allocations, while others may be looking for faster growth. This leads to a fundamental question: is a
traditional EM exposure enough to capture growth and consumption trends in the developing world? 

 

In this analysis, I propose a powerful combination as a direct play on rising EM consumers: an equally weighted blend of
India along with a growth and quality tilt that over-weights the consumer in EM. 

 

Why This Unique Blend of India and Quality Consumers?

 

Over the last few decades, as global has trade increased, economies and corporate earnings have become significantly
integrated, making it harder for investors to look for globally insulated spots. Therefore, a pure EM basket may give
exposure to economies whose net trade may be highly integrated with global markets, making the basket as a whole not
completely in sync with EM growth. To mitigate this mismatch between EM allocations and EM growth, as a first step, I
propose over-weighting EM exposure into economies with high consumption and less external trade.

 

I previously wrote about how India is largely driven internally, with nearly 60% of its gross domestic product (GDP) from

household consumption. This is more than 1.5 times that of India’s northern neighbor, China. 1 When we combine these
high consumption numbers along with India’s demographics, its rising middle class and its projected GDP  numbers from
the IMF, we have the world’s largest growing, accessible economy that is internally driven, with consumption as its
fundamental driver.

 

In addition, India has been making giant strides to improve its economy and make its markets efficient through a host of
reforms and incentives. This makes Indian equities a key component of our blend for consumption as well as growth of
EM.

 

Next, as a further over-weight in growth-oriented consumption, I propose investing in EM with an over-weight in
consumer sectors but with a strong bias for growth and quality. The WisdomTree Emerging Markets Consumer Growth I
ndex applies a carefully selected screen for growth, quality and valuations to a basket that is nearly 60% in consumer
sectors. This is a targeted exposure to EM companies that are increasing their earnings, have a healthier balance-sheet
(quality) and have revenue predominantly coming from within EM. 

 

A blend of India and EM consumer growth provides access to the two key return drivers of what we think of as “true EM
allocation”: consumption and growth.

 

WisdomTree Consumer Portfolios: A Better Risk/Reward Profile than the MSCI Emerging Markets Index
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Investors often use the Capital Asset Pricing Model (CAPM) to plot risk/return efficient frontiers. We can use this tool to
compare the portfolio described above with a traditional EM index. 

 

In the chart below, every dot is a possible blend of EM allocations. We start from a 100% EM cash allocation (at the
bottom left); this is the J.P. Morgan ELMI Index , tracking total returns of local-currency denominated money market
instruments in 24 EM countries. Thus, it serves as a starting point equivalent to an EM cash investment. Here, I would
highlight the fact that for a U.S. investor, even a cash investment outside the U.S. (i.e., EM in this instance) carries currency
risk, leading to a non-zero risk/return. However, being cash, it could be relatively safer than either equities or bonds from
those countries. 

 

Traversing the Edges of the EM Efficient Frontier: Where Is My Allocation?

 

As we travel along the lower edge of this graph, we move from a 100% cash allocation to 100% EM equities through the 
MSCI Emerging Market Index in increments of 1%. Thus, each dot here is a blend of cash and the MSCI Emerging
Markets Index with the right-most dot or Portfolio 1 being 100% MSCI Emerging Markets Index and the leftmost dot or
Portfolio 0 being 100% EM cash basket.

 

The other option is moving along the upper edge or going from a 100% EM cash allocation to 100% WisdomTree

Consumer Blend.2 As on the lower edge, every portfolio on the upper edge is also a mix of EM cash and WisdomTree
Consumer Blend, with the right-most dot or Portfolio 2 being 100% WisdomTree Consumer Blend and the left-most dot
being our Portfolio 0. 

 

Finally, most investors would probably like to be on the right-most edge of this chart, which is all possible mixes of the
MSCI Emerging Markets Index and the WisdomTree EM Consumer Blend, with the lowest dot on this edge being 100%
MSCI EM and the highest dot being 100% WisdomTree EM Consumer Blend.

 

Efficient Frontiers for Possible EM Allocations

 

 

It is pretty evident from these efficient frontiers that depending on the risk-appetite of an investor, an allocation to
WisdomTree Consumer blend (upper edge) had better returns for same level of risk historically. 
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Thus, the true efficient frontier of optimal portfolios in this EM universe, always made up of our consumer-
focused portfolio blended with a cash-like instrument for a given level of risk.

 

The table below is the actual risk/return on these portfolios.

 

 

Conclusion

 

We believe there remains a strong economic rationale for investing in segments of emerging markets with high
consumption and favorable demographics on a forward basis. However, we also notice that, historically, a much better
risk/reward profile has been offered by consumer-tilted allocations to EM instead of a vanilla EM exposure.

 

In my opinion, pockets of EM that offer a combination of consumption, growth and quality companies could significantly
improve positioning on the efficient frontier of an EM allocation. 

 

 

 

 

1Source: World Bank, as of 12/31/16.

2The WisdomTree Consumer Blend is an equally weighted blend of the WisdomTree India Earnings Index and the Wisdo
mTree Emerging Markets Consumer Growth Index.

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.

 

Investments focused in India increase the impact of events and developments associated with the region, which can
adversely affect performance. 

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
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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

International Monetary Fund  : international organization for global monetary cooperation, secure financial stability,
facilitate international trade, promote high employment and sustainable economic growth around the world.

Quality  : Characterized by higher efficiency and profitability. Typical measures include earnings, return on equity, return
on assets, operating profitability as well as others. This term is also related to the Quality Factor, which associates these
stock characteristics with excess returns vs the market over tim.

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.

Capital asset pricing model (CAPM)  : a model that describes the relationship between systematic risk and expected
return for assets, particularly stocks. CAPM is widely used throughout finance for the pricing of risky securities, generating
expected returns for assets given the risk of those assets and calculating costs of capital.

JP Morgan Emerging Local Markets Index Plus (JPM ELMI+)  : tracks total returns for local currency–denominated
money market instruments in 23 emerging markets. Risks associated with the securities comprising this index include
fixed income, emerging markets, and foreign currency.

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.
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