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2016 marked a remarkable turnaround for emerging markets (EM) equities. Following three

consecutive years of negative performance, the MSCI Emerging Markets Index returned

11.2%1 in 2016, which was its best annual performance since 2012. 

 

Behavioral finance has proven that flows tend to chase performance, and in 2016, EM

equities were no exception to the rule. Looking at both the broad market as well as

individual country funds, EM stock exchange-traded funds (ETFs) took in $18.034 billion

in 2016, an incredible number for an asset class that had seen only one year of inflows

since 2012.2

 

However, not all EM ETFs were beneficiaries of these flows, as digging past the headline

number reveals an interesting story.

 

Flows Return, but Only to a Handful of Funds

 

Of the flows that went into EM stock ETFs in 2016, three ETFs took in the vast majority

of the money. In fact, these three funds collectively brought in $17.3 billion of the

$18 billion total inflow—accounting for more than 95% of the total flows of the entire

asset class!3

 

These three ETFs are among the largest in the EM universe, based on their current assets

under management. It stands to reason that larger funds beget larger flows, but the

sheer percentage of flow concentration is certainly a sight to behold.

 

Did Flows Correlate to Relative Performance?

 

Normally, when flows seem magnetized to such a small number of funds, rational observers

may assume the reason behind that phenomenon is because these specific strategies have

trailing performance near the top of their peer group. However, that was hardly the case

for these three ETFs. In fact, the indexes currently tracked by two of the ETFs that

took in the most inflows in 2016 both trailed the MSCI Emerging Markets Index (the index

that is tracked by the third ETF)

 

On the flip side, two of WisdomTree’s longest-tenured diversified EM Indexes, the

WisdomTree Emerging Markets High Dividend Index (WTEMHY) and the WisdomTree Emerging

Markets SmallCap Dividend Index (WTEMSC), each outperformed the MSCI EM index by at
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least 4.7%, landing them both in the upper echelon of emerging markets strategies in

2016.

 

 

2016 Performance 

For definitions of indexes in the chart visit our glossary. 

 

Extreme Excess Performance without Extreme Excess Volatility

 

The outperformance of both the WisdomTree EM High Dividend Index and EM SmallCap

Dividend Index is notable for a few reasons. Over the past few years, the EM High

Dividend Index has typically has been over-weight in the more commodity-linked sectors

in EM, Energy and Materials. Given the rally in oil prices in 2016, these two sectors

were the top-performing sectors in emerging markets in 2016, which helped boost the

WTEMHY’s relative performance. However, this extreme excess performance did not come

with the additional cost of extreme excess volatility. In fact, WTEMHY had a standard

deviation of 18.15% relative to the MSCI Emerging Markets Index’s 17.78%4, which is a

trade-off that many investors would happily exchange for an additional 12 percentage

points of return.

 

For WTEMSC, the reasons behind its performance are also worth discussing. In many global

equity markets, the “small-cap premium” is known to exist, which helps explain the

performance of small-cap stocks above that of larger stocks. The small-cap return

premium held true in the U.S. in 2016, but within emerging markets, the story was

starkly different. 

 

Although the MSCI Emerging Markets Index (which is mostly invested in large-cap stocks)

returned more than 11% in 2016, small caps greatly lagged, and the MSCI Emerging Markets

Small Cap Index was up only 2.28%.5 One would think that WTEMSC, which primarily invests

in small-cap stocks, would be negatively affected by this bias in a poor environment for

small caps, but the Index was able to overcome that headwind by a meaningful margin. 
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In addition, similar to WTEMHY, WTEMSC had a standard deviation that was almost

identical to that of the MSCI Emerging Markets Index (18.03% vs. 17.78%)—also proving

that outsized volatility was not needed for the fund’s outsized excess returns.

 

2016: A Microcosm of Index Performance since Inception

 

It is easy for a fund family to cherry-pick and highlight years of good performance for

their strategies, but in the case of these two Indexes, we do not believe that is

necessary. Both Indexes began in 2007 and will receive their 10-year performance track

records later this year (WTEMHY in June and WTEMSC in August), and while one year of

strong performance is nice, a longer-term track record of strong performance is better. 

 

Since their respective inceptions, the WisdomTree Emerging Markets Indexes have

outperformed the broad MSCI EM Index by 2.33% annualized, and  the EM SmallCap Dividend

Index by 2.88%. But perhaps more importantly, both WisdomTree Indexes have managed this

accomplishment with less volatility than the MSCI Emerging Markets Index.6 This

impressive track record has validated what WisdomTree discovered at the 10-year

anniversary of its domestic dividend suite in 2016: that a dividend-based approach works

over time, across a number of different market caps and styles. 

 

 

We believe emerging markets investors should look beyond the largest handful of EM

strategies to those with the strongest long-term risk-adjusted numbers.

 

 

1Zephyr StyleADVISOR.

2Bloomberg, 1/3/17.

3Bloomberg.

4StyleADVISOR.

5Zephyr StyleADVISOR.

6Zephyr StyleADVISOR. WisdomTree Emerging Markets High Dividend Index performance and

standard deviation measured from 6/1/07 to 12/31/16. WisdomTree Emerging Markets

SmallCap Dividend Index performance and standard deviation measured from 8/1/2007 to

12/31/2016.
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Important Risks Related to this Article

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

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.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Standard deviation   : measure of how widely an investment or investment strategy’s

returns move relative to its average returns for an observed period. A higher value

implies more “risk”, in that there is more of a chance the actual return observed is

farther away from the average return.

Small-cap premium   : The academic concept that small-cap stocks have tended to

outperform large-cap stocks over time.
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