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It’s difficult to think about global equity markets today without considering the “liftoff” from zero for the U.S. Federal
Funds Target Rate that may happen before the end of 2015. If the Federal Reserve (Fed) is going to raise short-term
interest rates, what does this mean for an investment in emerging market equities?   Quality versus Value Emerging
Market Equities One consideration we often hear about is how companies within emerging markets that issue debt may
face a headwind as short-term interest rates rise in the United States. The rationale is that many emerging market
companies issue debt in U.S. dollars, and as the dollar strengthens against emerging market currencies, it may be difficult
for them to pay this debt back. While it is important to recognize that many emerging market debt issuers do in fact have
U.S. dollar revenue streams (many commodities that they tend to be selling are priced in dollars), let us assume that, all
other things being equal, lower-leverage emerging market equities are more desirable if the perception is that U.S.
short-term interest rates will rise, leading to a potentially strong U.S. dollar against emerging market currencies.   •
Quality: The MSCI Emerging Markets Quality Index (Quality) focuses on, as part of its methodology, firms with relatively
lower debt-to-equity ratios. • Value: The MSCI Emerging Markets Value Index (Value) does not have a direct focus on
debt as part of its methodology, but it does have more significant exposure to certain sectors, such as Financials, that
tend to have a higher degree of leverage than other sectors.   Ultimately, we looked to examine whether the MSCI
Emerging Markets Quality Index or the MSCI Emerging Markets Value Index has outperformed the MSCI Emerging
Markets Index (Broad EM) in past periods when the U.S. Federal Reserve was raising interest rates.   Quality
Outperformed Value during Past Periods of the Fed Raising Short-Term Interest Rates (12/31/1996–6/30/2015)  

 • Period 1 from March 31,
1997, to August 31, 1998: The Fed Funds Target Rate went from 5.25% to 5.50%. The upward-sloping blue line
indicates that Quality was outperforming the Broad EM. Specifically, Quality returned -32.94% over this period, while
Value returned -41.38%. While neither of these returns looks good, it’s important to note that the Asian currency crisis
was impacting emerging markets over this period.   • Period 2 from June 30, 1999, to December 31, 2000: The Fed
Funds Target Rate went from 4.75% to 6.50%. Again, the upward slope of the blue line indicates that Quality was
outperforming Broad EM. Quality returned -3.96%, Value returned -16.27% and Broad EM returned -11.94%. Again, none
of these returns looks very favorable, but it’s important to remember that the U.S. Technology sector was experiencing a
bubble (and bursting thereof) over this period.   • Period 3 from June 30, 1994, to August 31, 2007: The Fed Funds
Target Rate went from 1.00% to 5.25%—the largest increase that we saw over any of these periods. Quality returned
41.20%, Value returned 39.00% and Broad EM returned 37.59%. Generally, this was a global "risk-on" period prior to
what we now remember as the global financial crisis of 2008–09.   WisdomTree’s Emerging Market Equity Toolkit Our
longest-standing emerging market equity exchange-traded fund (ETF), the WisdomTree Emerging Markets Equity

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#federal-funds-rate
https://wisdomtree.com/blog/glossary#federal-reserve
https://wisdomtree.com/blog/glossary#quality
https://wisdomtree.com/blog/glossary#value
https://wisdomtree.com/blog/glossary#emerging-market
https://wisdomtree.com/blog/glossary#leverage
https://wisdomtree.com/blog/glossary#msci-emerging-markets-quality-index
https://wisdomtree.com/blog/glossary#debt-to-equity-ratio
https://wisdomtree.com/blog/glossary#msci-emerging-markets-value-index
https://wisdomtree.com/blog/glossary#msci-emerging-markets-index
https://wisdomtree.com/-/media/US-Media-Files/blog/wp-content/uploads/Qualiy-Outperformed-Value-During-Past-Period-of-Fed-Raising-Short-Term-Interest-Rates-,-d-,gif.ashx
https://wisdomtree.com/blog/glossary#bubble
https://wisdomtree.com/blog/glossary#risk


Income Fund, began trading on July 13, 2007, so we were unable to review live performance during past periods of Fed
tightening. However, we can answer the question of which, if any, of WisdomTree’s broad-based emerging market equity
ETFs have lower leverage, which is one common measure of quality.   • WisdomTree Emerging Markets Dividend
Growth Fund (DGRE): DGRE tracks the performance of the WisdomTree Emerging Markets Dividend Growth Index,
before fees and expenses, and this Index focuses on three-year average return on equity and return on assets in order to
achieve an exposure to firms with lower leverage.   • WisdomTree Emerging Markets SmallCap Dividend Fund (DGS):
DGS tracks the performance of the WisdomTree Emerging Markets SmallCap Dividend Index, before fees and expenses.
While this Index does not directly focus on firms with lower leverage, it has tended toward lower leverage due to its focus
on small-cap companies. Based on what we’ve seen, small caps tend to have lower capacity to take on debt within
emerging markets than large caps.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

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. Funds focusing on a single sector and/or
smaller companies generally experience greater price volatility. 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. Due to the investment strategy of
these Funds, they may make higher capital gain distributions than other ETFs. Please read each Fund’s prospectus for
specific details regarding each Fund’s risk profile.

Dividends are not guaranteed, and a company’s future ability to pay dividends may be limited. A company currently
paying dividends may cease paying dividends at any time.

 

 

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

Federal Funds Rate  : The rate that banks that are members of the Federal Reserve system charge on overnight loans to
one another. The Federal Open Market Committee sets this rate. Also referred to as the “policy rate” of the U.S. Federal
Reserve.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Quality  : Characterized by higher efficiency and profitability. Typical measures include earnings, return on equity, return
on assets, operating profitability as well as others. This term is also related to the Quality Factor, which associates these
stock characteristics with excess returns vs the market over tim.

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.

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.

Leverage  : Total assets divided by equity. Higher numbers indicate greater borrowing to finance asset purchases;
leverage can tend to make positive performance more positive and negative performance more negative.

MSCI Emerging Markets Quality Index  : Measure of the performance of companies from within the MSCI Emerging
Markets Index that have exhibited profitability, earnings stability and low debt to equity.

Debt-to-Equity Ratio  : Measure of a firm’s total outstanding debt to the book value, or value of its equity listed on its
balance sheet. Higher values indicate greater debt issuance, and potentially greater risk if events occur that can
negatively impact debt.

MSCI Emerging Markets Value Index  : A market capitalization-weighted subset of stocks in the MSCI Emerging
Markets Index that have lower share prices relative to their earnings per share, dividends per share, or lower prices
relative to other financial metrics.

MSCI Emerging Markets Index  : a broad market cap-weighted Index showing performance of equities across 23
emerging market countries defined as “emerging markets” by MSCI.

Bubble  : when market participants drive stock prices above their “fair value” in relation to some system of stock
valuation.

Risk  : Also standard deviation, which measures the spread of actual returns around an average return during a specific
period. Higher risk indicates greater potential for returns to be farther away from this average.

Return on Equity (ROE)  : Measures a corporation’s profitability by revealing how much profit a company generates with
the money shareholders have invested.

Return on assets (ROA)  : Firm profits (after accounting for all expenses) divided by the firm’s total assets. Higher
numbers indicate greater profits relative to the level of assets utilized to generate them.
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