WisdomTree Research
Investment Insights [ March 2013 ]

Why We Are Still Bullish
on Emerging Market Equities For 2013
By Jeremy Schwartz, CFA®, director of research & Christopher gannatti, CFA®, Research analyst
Emerging market equities had a strong year in 2012, delivering returns in excess of 18%.1 While we believe emerging markets are
currently some of the lone bright spots in terms of global economic growth, emerging market equity performance is certainly
not without risk. In 2011, for example, the MSCI Emerging Markets Index was down 18.42%, and in 2008 it was down over 50%.2
We believe one critical factor for the consideration of emerging market equities is valuation3—how expensive are the emerging
market stocks?
One important valuation metric concerns comparing prices to the amount of dividends the respective companies pay—or the
trailing 12-month dividend yield4. Emerging market companies are, by and large, mostly dividend payers. Well over 90% of
the weight of the MSCI Emerging Markets Index is in firms that have paid a dividend in the preceding 12 months.5 With such a
growth-oriented focus in the region, it may be easy to forget that such a high proportion of firms in the MSCI Emerging Markets
Index pay dividends.
Our research shows that the trailing 12-month dividend yield has been an important valuation indicator for the subsequent
performance of the MSCI Emerging Markets Index; and it also shows that trailing 12-month dividend yields similar to today’s
levels have been associated with strongly positive performance in the past. Of course, past performance is not indicative of
future performance, and it is important to remind investors that they cannot invest directly in indexes.
Based on the last 24 full calendar years of data on the MSCI Emerging Markets Index, the current trailing 12-month dividend
yield, as of 1/31/2013, would rank as a low price point period. Higher trailing 12-month dividend yields indicate that a greater
amount of aggregate dividends has been generated over the past 12 months relative to the current share price, while lower
trailing 12-month dividend yields indicate the opposite. In the years following these higher trailing 12-month dividend yields6,
the MSCI Emerging Markets Index generated returns that averaged 33.03%.7 The average return for all 24 calendar years was
17.47%8. During periods that ranked as expensive for emerging markets, the average return was just 1.90%. This dramatic
difference, to us, is a significant signal for the best time to own these equities.
This historical analysis is why we would say we are still bullish on emerging market equities for 2013.
	Emerging market equities: MSCI Emerging Markets Index for period 12/31/2011 to 12/31/2012; Source: MSCI.
	Source: MSCI.
3
	Valuation: Relationship of share prices to earnings per share, dividends per share, or other fundamental factors. Lower valuations indicate greater amounts of
earnings or dividends per share.
4
	Trailing 12-month dividend yield: Dividends over the prior 12 months are added up and divided by the current share price. Higher values indicate greater
dividends per unit of share price.
5
	Source: Bloomberg, as of 1/31/2013.
6
	This refers to the 12 highest year-end trailing 12-month dividend yields falling above the median observation of 2.25% within the 24 calendar-year complete
dataset. The median is the value within a dataset at which 50% of all observations occur above and 50% occur below.
7
	This average represents the average of 12 calendar years of performance for the MSCI Emerging Markets Index that specifically follow a trailing 12-month
dividend yield included among the 12 highest values over the period. This is not an average annual value.
8
	17.47% represents a simple average of each of the 24 calendar years taken individually. This is not an average annual figure.
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How Does the MSCI Emerging Markets Index Trailing 12-Month Dividend Yield
Stack Up to Its Own History?
With respect to comparisons to its own historical levels, our research shows that the starting trailing 12-month dividend yield
at the beginning of a calendar year the year had a strong relationship to the subsequent performance observed over the
subsequent 12-month period for the MSCI Emerging Markets Index.
The MSCI Emerging Markets Index has 24 full calendar years of index data history for which year-end trailing 12-month
dividend yields can be calculated. We divided these years into two baskets sorted by the trailing 12-month dividend yield as of
December 31 of each year.
+ “High Dividend Yield Years:” Years in which the starting trailing 12-month dividend yield was above the median9
trailing 12-month dividend yield for the MSCI Emerging Markets Index. The median trailing 12-month dividend
yield was 2.25%.
+ “Low Dividend Yield Years:” Years in which the starting trailing 12-month dividend yield was below the median
trailing 12-month dividend yield for the MSCI Emerging Markets Index.
Figure 1 indicates the maximum and minimum trailing 12-month dividend yields observed for the MSCI Emerging Markets
Index for both the High and the Low Dividend Yield groups to give an indication of the range of trailing 12-month dividend
yields encompassed by each basket. Additionally, we include an average value for each group.
Characteristic Summary
+	The average trailing 12-month dividend yield at the start of the high dividend yield years was more than 1 full
percentage point higher than the average trailing 12-month dividend yield at the start of the low dividend
yield periods.
+	The trailing 12-month dividend yield as of January 31, 2013, was 2.69%. This value would qualify as a high dividend
yield year. Only 6 of the 24 calendar year end-points had higher trailing 12-month dividend yields than that which
was shown as of January 31, 2013.

9

The median is the value within a dataset at which 50% of all observations occur above and 50% occur below.
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Figure 1: Characteristics of High vs. Low Trailing 12-Month Dividend Yield Baskets [ 12/31/1988–1/31/2013 ]

Trailing 12 Month Dividend Yield

5%

4.75%
Minimum Value13
Maximum Value14
Avg. For Basket15

4%
3.07%

3%

2.69%
2.26%

2.23%

1.92%

2%
1.28%
1%

0%
High Dividend Yield Years10

Low Dividend Yield Years11

As of 1/31/201312

Sources: WisdomTree, MSCI
Past performance is not indicative of future results. You cannot invest directly in an index.

Figure 2: Performance Summary of MSCI Emerging Markets Index for Calendar Year Following
High and Low Trailing 12-Month Dividend Yields [ 12/31/1988–12/31/2012 ]
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High Dividend Yield Years: Year-end trailing 12-month dividend yields characterized by being above the median of the 24 values.
Low Dividend Yield Years: Year-end trailing 12-month dividend yields characterized by being below the median of the 24 values.
12
As of 1/31/2013: Trailing 12-month dividend yield of the MSCI Emerging Markets Index as of 1/31/2013; shown as a point of reference since it is not a yearend value and would not be included in either group for the analysis.
13
Minimum Value: Minimum trailing 12-month dividend yield within the specified group.
14
Maximum value: Maximum trailing 12-month dividend yield within the specified group.
15
Average for Basket: Average of the trailing 12-month dividend yields within each group.
16
High Dividend Yield Years: Average of the 1-year forward performance, taken for each individual 1-year period, following year-end trailing 12-month
dividend yields above the median value for all 24 values. This is not an average annual return.
17
Average of All Years: Average of the 1-year forward performance for all 24 years for which data exists. This is an average of the individual calendar years
taken separately, not an average annual return.
18
Low Dividend Yield Years: Average of the 1-year forward performance, taken for each individual 1-year period, following year-end trailing 12-month dividend
yields below the median value for all 24 values. This is not an average annual return.
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Performance summary
+	The average performance of the MSCI Emerging Markets Index during years following high dividend yield values
was 33.03%, more than 31 full percentage points above the return following low dividend yield years.
+	The years following high trailing 12-month dividend yields had performances that averaged over 15 percentage
points more than the average performance of all 24 calendar years. The years following low trailing 12-month
dividend yields on average performed about 15 percentage points worse than the average performance of all 24
calendar years.
+ Four of the five best yearly return periods for the MSCI Emerging Markets Index followed trailing 12-month
dividend yields that ranked among the five highest of all 24 calendar year returns. Notably, at the 2008 year-end,
the dividend yield on the MSCI Emerging Markets Index was 4.75% (the highest value) and the 12-month forward
return of the index was 79.02% (the highest 12-month forward return).
+	On the other hand, the lowest observed year-end trailing 12-month dividend yield for the MSCI Emerging Markets
Index was observed on December 31, 1999, and it was followed by the second-worst of all 24 yearly returns
studied, specifically -30.61%.
While certainly a valuable illustration of the point—namely that there has been an association between relatively higher or lower
trailing 12-month dividend yields and subsequent higher or lower returns in the past—this may not always be the case and
should not be viewed as an exact science.
Emerging Market Defensive Stocks Show Expensive Multiples
Just as valuation metrics have been a good indicator of emerging market equity performance in general, there is also
compelling research that within emerging markets, valuations have been a good guide to the future relative performance
of various sectors.
According to a study by Jonathan Garner and his team at Morgan Stanley, which we cite in the text that follows, for the period
from December 31, 1995, to January 31, 2013, “defensive stocks” within the MSCI Emerging Markets Index universe have
tended to trade at a price-to-earnings (P/E) ratio approximately 1.3x that of “cyclical stocks” from the same universe.19 This is
also of little surprise when one realizes another important statistic cited in this Morgan Stanley research: during 2012, defensive
stocks outperformed cyclical stocks by 966 basis points20.

19

20

4

In this study, “defensive stocks” refers to those within the Consumer Staples, Health Care, Utilities and Telecommunication Services sectors; “cyclical stocks”
refers to those within the Energy, Materials, Consumer Discretionary and Industrials sectors.
Basis point: 1/100th of 1 percent.

www.wisdomtree.com

866.909.WISE (9473)

WisdomTree Research Investment Insights [ March 2013 ]

Figure 3: Price-to-Earnings (P/E) Ratio Comparison of Defensive to Cyclical Stocks from Within the
MSCI Emerging Markets Index [ 12/31/1995–1/31/2013 ]
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Past performance is not indicative of future results. You cannot invest directly in an index.

+	We believe the P/E ratio for defensives versus cyclicals is most likely to remain above 1.0x. Emerging market
equities tend to be riskier than equities in other regions in the world, and investors may be willing to pay a higher
price to gain exposure to more defensive stocks within this space.
+ Starting in 2011, emerging market defensive stocks have been trading at a more significant premium multiple
relative to cyclical stocks. Obviously, this has happened before, but there has been a tendency for the relationship
to go back toward 1.3x. While there is no way to guarantee that this relationship would occur in the future,
historical precedent does certainly exist for the valuation premium to compress back to its historical average.
Put simply, according to the historical relationships exhibited between cyclical and defensive stocks in emerging markets for the
period shown in figure 3, defensive stocks are currently “too expensive.” There are two ways that this situation might correct
itself and return to its historical average:
+	Defensive stocks become less expensive relative to their earnings.
+	Cyclical stocks become more expensive relative to their earnings.

21

22

5

Defensives Relative to Cyclicals: The P/E ratio of defensive stocks divided by the P/E ratio of cyclical stocks. Higher values indicate that defensive stocks are
rising more in price relative to their earnings per share than are cyclical stocks.
Average Value: The average value of the “Defensives Relative to Cyclicals” values over this period.
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Figure 4: Defensives Have Tended to Underperform Cyclicals over This Period with
Relative P/E ratios at These Levels [ 12/31/1995–1/31/2013 ]
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Morgan Stanley shows that when defensive stocks have traded at such expensive multiples compared to cyclical stocks in the
past, their forward-looking relative performance has suffered:
+	The 6-month cumulative underperformance of defensives: -7.8% (meaning they lagged cyclical stocks by this much)
+	The 12-month cumulative underperformance of defensives: -16.1% (meaning they lagged cyclical stocks by this much)
There can be no guarantee that this will in fact always be the case, but we believe it to be a powerful illustration encompassing
almost 20 years of returns that Morgan Stanley has studied.
WisdomTree’s Current Positioning in Emerging Markets More to Cyclicals
WisdomTree’s Emerging Markets Equity Income Index (WTEMHY) undergoes an annual rules-based rebalance, which is
based on a screen run on May 31st of each year. As of the most recent rebalance, based on the May 31, 2012, Index screening,
some of the sectors that saw the highest increases in weight at the rebalance were in the cyclical sectors of Energy and
Materials, and sectors that received lower weights at the rebalance were in the defensive basket, namely Consumer Staples
and Telecommunication Services.
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Figure 5: wtemhy index screening changes in sector weights and sector positioning
relative to msci em
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WisdomTree’s rules-based methodology for its equity income Index is designed to help identify the more inexpensively-priced
stocks in the emerging markets by its strict screening requirement for selecting the 30% of the dividend-paying stocks with the
highest trailing 12-month dividend yields. The methodology identified Energy and Materials stocks as being relatively cheap, as
did Morgan Stanley, and many of the defensive stocks as being relatively expensive.
At no point during the annual screening does WisdomTree’s rebalance process for WTEMHY distinguish between equities that
are cyclical and equities that are defensive in nature—the process is purely based on the relationship between dividend growth
and price performance over the year leading up to the annual screening date. However, we believe it is worth mentioning
WTEMHY’s current positioning—specifically, its over-weight toward two sectors that have underperformed for the most recent
full calendar year.23
Conclusion
Our research shows that the prices of emerging market equities are relatively low, which makes us bullish about the prospects
for emerging market equities in 2013. Drilling down further, Morgan Stanley research has showed that emerging market
defensive stocks could be relatively expensive compared to their cyclical counterparts. Valuations such as these have tended
to be followed by cyclicals outperforming defensives, on average, for 6 to 12 months. With respect to WTEMHY, based on the
May 31, 2012, Index screening, two of the larger sector over-weights compared to the MSCI Emerging Markets Index are in
Energy and Materials, sectors that are typically considered very cyclically sensitive. We believe that we have reason to remain
bullish on emerging market equities and in particular on WTEMHY.

23
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Refers to the Energy and Materials sectors within the MSCI Emerging Markets Index for the 2012 calendar year. Source: Bloomberg
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WisdomTree Emerging Markets Equity Income Index: A subset of the WisdomTree Emerging Markets Dividend Index, measuring the performance of the top
30% of stocks with the highest trailing 12-month dividend yields, weighted by cash dividends. MSCI Emerging Markets Index: A free float-adjusted market
capitalization index that is designed to measure equity market performance of emerging markets.
Unless otherwise stated, data source is WisdomTree.

Investors should carefully consider the investment objectives, risks, charges and expenses of the Funds before
investing. To obtain a prospectus containing this and other important information, call 866.909.WISE (9473) or
visit wisdomtree.com. Read the prospectus carefully before you invest.
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 or 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. Due to the investment strategy of certain Funds, they may make higher capital gain distributions than
other ETFs. Please see prospectus for discussion of risks.
WisdomTree Funds are distributed by ALPS Distributors, Inc.
Jeremy Schwartz and Christopher Gannatti are registered representatives of ALPS Distributors, Inc.
©2013 WisdomTree Investments, Inc. “WisdomTree” is a registered mark of WisdomTree Investments, Inc.
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