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Emerging market (EM) equities sold off sharply following the election of Donald Trump last November, perhaps owing
to the protectionist rhetoric and tough trade talk from the president-elect. With that, the MSCI Emerging Markets Index
fell 4.2% in the final quarter of 2016, breaking a streak of four consecutive positive quarters.

 

That sell-off represented a pause in the party, but certainly not the end of it. After the fourth quarter’s breather, EM came
roaring back in the first quarter of 2017, returning 11.5%—capping the best quarter for the asset class in five years.

 

A core tenet of behavioral finance is that flows tend to follow performance. There are currently nearly 1,800 U.S.-listed

exchange-traded funds (ETFs),1 and the one that took in the most money in the first quarter of 2017 happened to be an

EM ETF, raking in over $6.6 billion. 2 Given that EM ETFs represent a relatively small portion of the ETF universe
(currently representing a combined $166 billion in total assets, about $75 billion less than the largest U.S.-focused ETF),
this fund’s perch at the top of the list is quite impressive.

 

Finding Gaps in Portfolio Construction 

 

As we consult with our clients about how to best optimize their model portfolios, a few interesting trends typically
emerge. We’ve found that many investors include U.S. small-cap stocks in their models, but fewer tend to include
international small caps, and even fewer include EM small caps. 

 

To us, this is the opposite of how we recommend building portfolios, and we believe it represents a massive gap within a
complete model. We believe that when it comes to portfolio construction, specific to emerging markets, a larger
allocation to small-cap stocks is merited. 

 

Benefits of Small Caps That Are Unique to EM

 

Going beyond the obvious small-cap premium, there are several reasons why we have such strong conviction in EM small
caps. 

 

Smaller, more domestically oriented companies will typically conduct more of their business in their local markets. This is
an organic way to access the much-desired rise of the EM middle class consumer theme—which McKinsey referred to as

“the biggest growth opportunity in the history of capitalism3”—without being constrained to just the two consumer
sectors.

 

Further, although the anti-trade rhetoric has eased in recent weeks, the possibility of a trade war exists for as long as the
Trump administration remains in office. Due to their local focus, small caps are much less reliant on strong global growth
demand and are thus more insulated from many hypothetical trade battles.

 

A specific risk to EM is that many cap-weighted indexes and ETFs are heavily tilted toward large state-owned enterprises.
These companies can be managed inefficiently and do not always have the interests of shareholders at the top of their
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list of priorities (consider a hypothetical government-run company trying to simultaneously balance maximizing both
profits and employment). Investing in companies with smaller market caps will largely avoid many of these large,
unproductive enterprises.

 

Not Just Any Small-Cap Will Suffice

 

Lastly, one thing that we’ve discovered during our firm’s history is that our dividend-weighted approach tends to make
the greatest difference in lesser-efficient markets, particularly in mid- and small caps. Analyzing global public equity
markets, EM small caps could arguably be the least efficient of them all.

 

Our WisdomTree Emerging Markets SmallCap Dividend Index (WTEMSC) was launched on August 1, 2007. Indeed, not
only has it outperformed both the broad MSCI Emerging Markets Index as well as the MSCI Emerging Markets Small Ca
p Index since its inception, but it has done so with less volatility than both.

 

Therefore, we believe that investors shouldn’t just own EM small-cap stocks—they should own small-cap dividend
payers.

 

Are Investors Accessing These Benefits?

 

The MSCI Emerging Markets Index has just 1.5% in small caps, so ETFs and active managers that are closely tied to the
index are hardly reaping in the benefits we just reviewed. The ETF that led all funds in flows in the first quarter tracks the 
MSCI Emerging Markets Investable Market Index, an index that includes the investable universe of EM equities and has
more exposure to small-cap stocks (a total of 12.4%). 

 

While this is an improvement over the MSCI Emerging Markets Index, we do not believe that it goes far enough, and that
a dedicated allocation to WTEMSC is justified.

 

The Impact of Implementing WTEMSC in Model Portfolios

 

A hypothetical blended portfolio of the MSCI Emerging Markets Investable Market Index with WTEMSC would have
historically experienced increased returns and reduced volatility, regardless of the size of the allocation. As shown in the
chart below, for every additional 10% allocation that the WisdomTree Index represented, the risk and return profile of the
portfolio was enhanced. 

 

This also holds true when blending WTEMSC with the underlying indexes of the two largest U.S.-listed EM ETFs: the FTS
E Emerging Markets All Cap China A Inclusion Index and the MSCI Emerging Markets Index.
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Additionally, even with its strong historical performance, the current fundamentals underpinning WTEMSC make it a very
attractive option. Given the 4.17% dividend yield of WTEMSC (as opposed to MSCI Emerging Markets Investable Market

Index’s 2.32%4) and the relatively lower valuations of the WisdomTree Index (13.1x P/E vs. 15.1x5), each marginal
percentage allocation toward WTEMSC has the impact of boosting an investor’s dividend yield and reducing their
portfolio’s valuations.

 

With investors coming back into EM in droves, many would be wise to consider small-cap dividend payers as a
complement to their allocation. The list of benefits of adding WTEMSC is long, and given the macroeconomic forces
that support it, we strongly believe it can be an effective tool for investors looking to complete their EM allocations.

 

Unless otherwise noted, data source is Bloomberg, as of March 31, 2017.

 

 

 

 

1Morgan Stanley, as of 3/31/17.
2Bloomberg, as of 3/31/17.
3Yuval Atsmon, Peter Child, Richard Dobbs, and Laxman Narasimhan, “Winning the $30 Trillion Decathlon: Going for
Gold in Emerging Markets,” McKinsey, 8/12. 
4WisdomTree, FactSet, as of 3/31/17.

5WisdomTree, FactSet, as of 3/31/17.

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.

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

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

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.

Market capitalization-weighting  : 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.

Active manager  : Portfolio managers who run funds that attempt to outperform the market by selecting those securities
they believe to be the best.

MSCI Emerging Markets Investable Market Index  : The MSCI Emerging Markets Investable Market Index (IMI)
captures large, mid and small cap representation across 23 Emerging Markets (EM) countries. With 2,661 constituents,
the index covers approximately 99% of the free float-adjusted market capitalization in each countr.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

FTSE Emerging Markets All Cap China A Inclusion Index  : a market-capitalization weighted index representing the
performance of large, mid and small cap stocks in Emerging markets. The index is comprised of approximately 3350
securities from 22 countries, and is part of the FTSE China A Inclusion Indexes which contain FTSE China A All Cap Index
securities adjusted for the aggregate approved QFII and RQFII quotas available to international investor.

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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