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On last week’s podcast, we spoke to Tim Reynolds, emerging markets portfolio manager at Employee Retirement
System (ERS) of Texas. Reynolds has worked in investment management for 25 years. His start was in real estate
investing, managing REIT portfolios, before he gravitated to domestic growth investing, where he would look for
management tone changes in evaluating opportunities. ERS presented him with an opportunity to get more global in his
perspective, which he appreciated.

 

Managing Emerging Market Portfolios Is Like Being a Wine Enthusiast

 

Reynolds started the conversation with a great analogy on how managing investments, particularly for emerging
markets, is like being a wine enthusiast. He suggested that people who are very informed on wines can almost never be
“true” experts. With different microclimates every year, different vintages and different types of grapes, you can be
informed and knowledgeable, but things are always changing. This is how Reynolds thinks you can add value as an
investment manager as things are always changing.

 

ERS Generally and Return Expectations

 

ERS is a $25 billion trust—a fairly mature plan. It used to be a plain-vanilla stock and bond plan, but in the last 10 years
ERS has developed a greater set of portfolio sleeves to include alternatives, private equity, private direct real estate
investing and hedge funds. Emerging markets is 4% of total trust assets, and much of that management is done in-house.
ERS employs a mix of external investors and in-house managers.

 

The internal portfolio tends to be run as very inexpensive in-house beta tracking close to MSCI benchmarks, but it also
looks to overlay very inexpensive in-house alpha on top of that. ERS looks to external managers when it thinks alpha
potential is higher with strategies it cannot implement on its own.

 

Motivations to Look at Ex-State-Owned Universes

 

Reynolds started thinking about ex-state-owned investing with the company Petrobras, a giant energy company that
transformed itself into a poorly run company that was the most indebted in the world. That caused Reynolds to wonder if
governments were equipped to run publicly traded companies in the right way. Then he looked at comparing oil
companies and saw a chart comparing ExxonMobil to PetroChina. They both had similar levels of revenue—$400 billion
—and similar levels of profit—$30 billion. PetroChina had more than 500,000 employees, while Exxon had 75,000
employees. That knowledge led him to think about state-owned companies differently.

 

Exclusion-Based Investing
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Reynolds talked about how everyone wants to find the next Netflix or Amazon in looking for portfolio winners, but he
said another way to beat the benchmark is what you exclude. He thought that looking at excluding state-owned
enterprises could be another way to add value over a traditional benchmark.

 

How to Think about Country/Sector Tilts

 

When WisdomTree evaluated the idea of creating an ex-state owned enterprises broad emerging market index, one of
the observations we had was that 30% of a broad index could be state owned. But importantly, just removing these
could leave one exposed to very important country mismatches.

 

Reynolds said getting country allocations right could be useful to return streams but that doing so is extremely difficult to
get right. He was concerned that if we removed state-owned enterprises and just had major country misweights, that
could become a dominating factor instead of the ex-state-owned screen. He guided us to focus on controlling for country
differentials even more than sector differentials.

 

Creating Novel Index Exposures

 

WisdomTree loves to partner with sophisticated investors like ERS to create unique, innovative index exposures and
access vehicles. In this case, Tim Reynolds was a guiding beacon who awakened us to the market opportunity and
provided valuable feedback as we constructed our novel indexing approach. That has since led us to expand the suite
from just a broad emerging market ex-state-owned enterprises index to include a China Ex-State-Owned Enterprises Ind
ex. WisdomTree will be forever grateful to the collaboration we had with Reynolds, and we thank him for joining us on
our podcast to share the ideas more broadly.

 

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

Real estate investment trust (REIT)  : Investment structure containing a basket of different exposures to real estate, be
it directly in properties or in mortgages. Returns predominantly relate to changes in property values and income from
rental payments.

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.

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.
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