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Emerging markets have been on an incredible performance run in 2017. Can the drivers of these results continue for
another year? That’s the question we hear many people asking.

 

Understanding the Shifting Valuation Landscape

 

With strong gains, it becomes important to look at the underlying drivers and any changes in valuation that might impact
these drivers in the future. While valuation alone may not be the best predictor of an upcoming correction, we’ve found

that the more extended the valuations become, the tougher it becomes to generate similarly high future returns.1

 

Information Technology—particularly a handful of Chinese Information Technology firms—has gotten a lot of
attention in 2017 and has performed strongly. The sector is up 66.3%. In the sector, the Internet and software
industry is up 82.9% (this is the industry to which firms such as Tencent, Alibaba and Baidu—up 116.02%, 114.13%

and 50.25%, respectively—belong).2

Energy, on the other hand, has been a rougher experience: It is the third worst performing sector in 2017, returning
18.78%. If people are trying to find single-digit P/E ratios in emerging markets, this sector is not a bad place to
look, with more than one-third of the weight of the Energy exposure in the MSCI Emerging Markets Index

benchmark having a trailing P/E ratio below 10x.3

 

The divergence in performance and valuation between the Information Technology sector and the Energy sector in
emerging markets gives us a great deal of market context—for one thing, it gives us a starting point to understand why
growth-oriented strategies have done so much better than value-oriented strategies in 2017.

 

Massive Performance Divergence Has Led to Massive Valuation Divergence
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Energy: The price-to-book value ratio of the MSCI Emerging Markets Energy Sector has reached a level that is
equal to approximately half that of the broad Index, trending toward the lowest relative level seen over more than
20 years. We can all step back knowing two things: 1) Yes, the price of a barrel of oil is at a much lower level than
what we saw only a few years ago, and 2) there remains a very large demand for petroleum and petroleum-related
products. If people are seeking an area of emerging market equities where prices might be too low compared to
fundamentals, Energy may not be a bad place to look.

Information Technology: The price-to-book value ratio of the MSCI Emerging Markets Information Technology—
more than 28% of the MSCI Emerging Markets Index as of October 31, 2017—is approaching a level that’s twice
that of the broad MSCI Emerging Markets Index. In and of itself, this does not mean a correction is necessarily
imminent, and we can see from the charts above that this is nowhere near the levels seen in 2000, what we now
know of as the “Information Technology bubble.” But what it does mean is that if these firms cannot continue to
outperform the growth that investors expect, they could be at risk of lower future returns.

To Mean Revert or Not to Mean Revert?

 

While the definitive answer to that question is impossible to know today, the viewpoint that investors choose to take will
tell them a lot about the strategy they might want to look at for emerging market equities.

 

Information Technology vs. Energy Exposure in Emerging Market Equity Indexes
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High Dividends as the “Value” or “Contrarian” Strategy: Information Technology is a large under-weight here,
and it’s notable that there was no exposure to the Internet software and services firms that have been leading the
market higher. On the other hand, the Energy sector exposure is more than twice that of the broad benchmark.
This has been the quintessential emerging markets value strategy, live for more than 10 years. In 2017, it has
underperformed the broad benchmark by about 15%, but that followed a year that it outperformed by more than

12% during a big Energy sector rally in emerging markets.4

Ex-State-Owned Enterprises as the “Growth” or “Momentum” Strategy: Approximately one-third of the
exposure of this Index is in Information Technology, with about half of that coming from Internet software and
services firms. In 2017, it is up almost 46% through November 27, which compares to a market return closer to
35%.  It only has about a 5% exposure to Energy—a sector in which many of the biggest firms would be more than

20% owned by emerging market governments and therefore ineligible for inclusion.5

 

Thoughts for 2018 and Beyond

 

As we look to the future, while we can’t ascertain performance ahead of time, we can help with context on different ways
to look at and invest in emerging market equities. The WisdomTree Emerging Markets ex-State-Owned Enterprises Inde
x by design mitigates exposure to governments and largely tilts toward the new economy sectors that we believe will
drive future growth in emerging markets. That being said, if people are worried about valuations becoming extended
and desire more defensive positioning or a contrarian view, the WisdomTree Emerging Markets High Dividend Index
may be better positioned.

 

 

 

 

 

1Sources for bullets, unless cited differently: WisdomTree, Bloomberg, with data from 12/31/16 to 11/27/17. 
2Tencent (4.29% weight), Alibaba (3.28% weight) and Baidu (1.17% weight) were the three largest exposures over the
course of 2017 in the MSCI Emerging Markets Index from the Internet software and services industry.
3Refers to the weight of the firms in the MSCI Emerging Markets Index Energy sector with trailing P/E ratios below 10.0x
divided by the total weight of all Energy firms in this Index. Data is as of 10/31/17 due to licensing restrictions.
4Sources: WisdomTree, Bloomberg. 2016 calendar year performance refers to 12/31/15 to 12/31/16. 2017 Year-to-date
performance refers to 12/31/16 to 11/27/17 performance. 
5Sources: WisdomTree, Bloomberg.

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

Valuation  : Refers to metrics that relate financial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.

Price-to-earnings (P/E) ratio  : Share price divided by earnings per share. Lower numbers indicate an ability to access
greater amounts of earnings per dollar invested.

MSCI Emerging Market Index  : The MSCI Em (Emerging Markets) Index is a free-float weighted equity index that
captures large and mid cap representation across Emerging Markets (EM) countries.

Trailing Price-to-earnings (P/E) ratio  : Trailing Price-to-earnings (P/E) ratio: Share price divided by trailing 12-month
earnings per share. Lower numbers indicate an ability to access greater amounts of earnings per dollar invested.

Price-to-book ratio  : Share price divided by book value per share. Lower numbers indicate an ability to access greater
amounts of earnings per dollar invested.

Fundamentals  : Attributes related to a company’s actual operations and production as opposed to changes in share
price.

Mean reversion  : The concept that a series of returns has a tendency to return to its average level over longer periods,
even if shorter periods can exhibit wide swings.

Value  : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.

Contrarian  : Practice of seeing what the majority of market participants are focused on and attempting to look in the
complete opposite direction.

Ex-SOEs  : ex-state owned enterprises or companies that are neither wholly or partially owned and operated by a
government.

Growth  : Characterized by higher price levels relative to fundamentals, such as dividends or earnings. Price levels are
higher because investors are willing to pay more due to their expectations of future improvements in these fundamentals.

Momentum  : Characterized by assets with recent price increase trends over time. This term is also associated with the
Momentum Factor which associates these stock characteristics with excess return vs the market over time.
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