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Year-to-date, over $32 billion has flowed in to emerging market (EM) exchange-traded funds (ETFs) in the U.S.1 As a
consequence, EM equities, bonds and foreign exchange (FX) markets are outperforming most developed markets by a
sizable margin. Despite a proliferation of choices over the last several years, WisdomTree continues to advocate a
multiasset approach to EM. Below, we contrast the various risks and drivers of return for EM FX, equities and the fixed

income market.2

 

How Much Risk (Volatility)?

 

One of the more puzzling issues for global investors is the general lack of volatility across major asset classes. Emerging
markets are no exception. As the chart below shows,  returns have been strong and volatility has generally been
declining, similar to other markets. In the case of EM equities, volatility has fallen to levels not seen since 2007.

 

Rolling 12-Month Volatility (%)

 

While we are not in the camp that says low volatility implies that a market correction is imminent, it is notable that EM
equity volatility has dipped below EM local debt over the last 12 months. This is attributable to several factors, most
notably the underlying currency exposure difference between the equity index and bond index.

 

Equities: More In Asia with Lower FX Volatility, Fixed Income More in Latin America with Higher FX Volatility

 

Due to underlying macro conditions, currencies in Asia tend to be less volatile than currencies in Latin America. EM
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equities have over 72% of their exposure in EM Asia compared to the EM local debt3 which only has a 23% weight.4

Therefore, even though the underlying asset of equities may be higher than bonds, the overall exposures may not always
tell the same story.

 

The last time volatility converged in this way was 2013 during the “taper tantrum.” For the 12 months ending June 30,
2013, returns between EM local debt and EM equities were similar (1.32% versus 2.87%). However, in the next 12 months
ending June 30, 2014, EM equities outperformed EM local debt by over 1,000 basis points while maintaining
comparable volatility. With volatility particularly difficult to forecast, we would continue to advocate EM equity risk over
rate risk in the low-volatility, low-interest rate environment.

 

Drivers of Return

 

While investors have generally been rewarded for allocating to EM assets en masse YTD, examining the likely drivers of
return going forward can be instructive. From 2011 to mid-2015, EM currencies depreciated by approximately 7% per

year.5 In our view, while a rebound will likely not be a straight line, we feel comfortable increasing our exposure to EM
FX given current prospects for growth.

 

Despite strong returns since early 2016, EM FX remains in the bottom third of its historical range. In addition to spot FX
appreciation, investors are able to derive additional carry from EM FX in exchange for taking on risk. While short-term

interest rates peaked in late 2014, they still offer a yield of nearly 3.8% versus the U.S. dollar.6

 

Similarly, EM local debt also provides investors the opportunity to capture yields in excess of 6%. For this asset class,
investors should be conscious of three separate drivers of return: FX, the direction of EM interest rates, and income. While
the U.S. may continue its path of interest rate hikes into 2018, many EM central banks are in the process of cutting rates
to help stimulate growth. In fact, every major country in Latin America is forecast to cut rates at least once in 2017. Some

countries, including Brazil, aim to cut rates aggressively as inflation continues to fall.7 Shifting focus to EMEA, both Russia
and South Africa are expected to cut rates to help the economy offset weakness due to geopolitical tension. In EM Asia,
most central banks are expected to remain on hold through the end of the year. While some investors may worry about
EM countries cutting rates in the face of U.S. Fed rate hikes, we believe that the potential for better economic growth
should counteract a majority of any FX depreciation pressures.

 

For EM equities, technology and consumer discretionary stocks have lead the market higher YTD on the back of very
strong earnings growth. With earnings yields of nearly 7.4% on the broad market, EM equities remain among the
cheapest segments globally. While U.S. earnings are currently tracking at nearly 10% for the year, most analysts have

recently revised their broad EM earnings forecasts higher to nearly 20%.8 In our view, the rebound in EM growth and
earnings appears to be much earlier in its cycle than most developed markets.

 

Dividend Yield vs. Earnings Yield vs. Yield Maturity (%)
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In sum, we believe emerging markets represent some of the most compelling opportunities for returns over the next
several years despite strong flows and performance YTD. EM FX represents an opportunity to gain exposure to higher
carry at historically undervalued spot prices. EM fixed income should continue to deliver strong returns on account of rate
cuts from central banks and high carry relative to other forms of non-core fixed income. Finally, with economic
momentum and earnings accelerating, EM equities have the potential to continue their already strong year-to-date
performance.

 

 

1Source: Bloomberg, as of 8/24/17.
2As measured by the J.P. Morgan Emerging Local Markets Index Plus (ELMI+), MSCI Emerging Markets Index and J.P.
Morgan Government Bond Index – Emerging Markets 
3As measured by the J.P. Morgan GBI-EM Global Diversified Index.
4Source: Bloomberg, as of 7/31/17.
5Source: Bloomberg, for the period 7/31/11–6/30/15.
6Source: JPMorgan, as of 7/31/17.
7Source: Bloomberg, as of 8/24/17.
8Source: Goldman Sachs, as of 8/21/17.

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

Emerging market  : Characterized by greater market access and less potential for operational risks when compared to
frontier markets, which leads to a larger base of potentially eligible investors.

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

Taper tantrum  : a period in which global interest rates rose dramatically in 2013 as a response to a shift in monetary
policy by the Federal Reserve.

Carry  : The amount of return that accrues from investing in fixed income or currency forward contracts.

Yield  : The income return on an investment. Refers to the interest or dividends received from a security that is typically
expressed annually as a percentage of the market or face value.

Earnings yield  : The earnings per share for the most recent 12-month period divided by the current market price per
share. The earnings yield (which is the inverse of the P/E ratio) shows the percentage of each dollar invested in the stock
that was earned by the company.
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