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When we launched the WisdomTree Emerging Markets Local Debt Fund (ELD) eight years ago, we 

believed that a market cap-weighted approach would have the potential to compound risk in emerging 

markets (EM). Given the dynamics of the asset class, we thought an index-based approach could also be 

challenging to construct at the time. Instead, we opted for a structured approach to portfolio management 

that was anchored by macro fundamentals but dynamic enough to evolve with changes in the market. 

At our most recent rebalance in August, we changed the way weights are assigned across ELD’s tiering 

structure. Below, we explain the rationale and what we think it can deliver as EM countries respond to 

current headwinds.

Evolution of the Investable Universe

In 2010, J.P. Morgan included 13 countries in its benchmark1 for EM local debt. Today, there are 19.2 

Among those original countries, only Mexico and Brazil currently receive the same target weight that they 

did in 2010. Shifting geographic allocations along with variability in weights means that the characteristics 

of the asset class evolve frequently, particularly during volatile markets. In our view, incorporating funda-

mentals into our selection process provides a more intuitive approach than simply owning countries that 

have issued the most debt. Similarly, we are also able to maintain the flexibility to include EM countries 

like China, India and South Korea, which, despite their importance to global markets, receive no weight in 

the benchmark.

Updating Our Approach to Tiering

When setting up any portfolio, there are exposures to consider, to be over-weight, under-weight, or have 

no position at all. By moving to a four-tier structure from a three-tier structure, our top-tier positions have a 

12% weight (2% minimum over-weight relative to the index). In the bottom tier, issuers with fundamentals 

that are in transition (such as Argentina) offer the potential to boost yield of the total portfolio while at 

the same time not overexposing the strategy to volatility. In the middle tiers, we’re able to upgrade or 

downgrade countries based on their trends in debt issuance or fundamentals. In sum, a four-tier system 

provides us the opportunity for greater differentiation across countries to strike the right balance between 

risk and reward.

ELD's Target Allocations by Tier
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The Results

After an impressive 2017, emerging market investing has been a challenge in 2018. However, we continue 

to believe that the construct of our approach can add value in the long run. Since inception, ELD has 

provided returns comparable to the performance benchmark with meaningfully less volatility (1.2% per 

year).3 While there is no guarantee that this historic relationship will always hold, we believe our bias to 

fundamentals and new tiering structure could provide a more intuitive approach to EM fixed income going 

forward. With the vast majority of EM currencies off close to 10% year-to-date,4 now could be a good 

time for investors realizing losses in other EM debt strategies to consider reallocating to our fundamentally 

weighted approach.

1J.P. Morgan GBI-EM Global Diversified Index.

2Source: J.P. Morgan, as of 7/31/10 and 8/31/18, respectively.

3Source: StyleADVISOR, as of 8/31/18.

4Source: Bloomberg, as of 9/30/18.
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Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign investing involves 

special risks, such as risk of loss from currency fluctuation or political or economic uncertainty. 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. Derivative investments can be volatile and these investments 

may be less liquid than other securities, and more sensitive to the effects of varied economic conditions.

Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates 

rise. In addition, when interest rates fall, income may decline. Fixed income investments are also subject 

to credit risk, the risk that the issuer of a bond will fail to pay interest and principal in a timely manner, 

or that negative perceptions of the issuer’s ability to make such payments will cause the price of that 

bond to decline. Unlike typical exchange-traded funds, there is no index that the Fund attempts to track 

or replicate. Thus, the ability of the Fund to achieve its objective will depend on the effectiveness of the 

portfolio manager. Due to the investment strategy of this Fund, it may make higher capital gain distributions 

than other ETFs.
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