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It is widely recognized that emerging market equities are very susceptible to investor
sentiment—-a fact that can work toward generating both positive and negative performance
at different points in time. Wwithin emerging market economies, two of the data points
that people get most attracted to are: o Fast rates of economic growth compared to the
developed world (fast growth rates) o Very large populations (large numbers) Fast growth
rates and large numbers are two elements that have the potential to make -qinvestors
forget some of the more basic elements of dinvesting-such as valuation-and simply get
excited. Historically, we’ve seen that excitement at the exclusion of all else has
typically been associated with disappointing subsequent returns. Historically,
Cconsumer Sectors (Staples and Discretionary) Have Tended to Be Expensive Because
investors are easily enamored with the theme of consumer growth in emerging markets, we
believe that valuation risk is one of the single greatest risks to consumer-oriented
stocks and sectors in the emerging markets today. Looking specifically at the MSCI
Emerging Markets Consumer Discretionary Index (Discretionary) and the MSCI Emerging
Markets Consumer Staples Index (Staples), we see: =+« Oover the 10 Years Ending
8/31/2013: Discretionary traded at an average price-to-earnings (P/E) ratio
approximately 5% above that of the broader MSCI Emerging Markets Index (MSCI EM Index),
while Staples traded at an average P/E ratio of nearly 50% above this same benchmark
over the same period. « As of 8/31/2013: cCurrently, Discretionary has a P/E ratio
approximately 13.5% above that of the MSCI EM Index (almost three times above its 10-
year average), and Staples has a P/E ratio about 100% above that of the broad market. we
want to bring this point to people’s attention to remind them that while a theme-such as
that of the EM consumer-may 1look attractive, it cannot be considered in a vacuum.
valuation must remain an important question, and we took this as an important challenge
to tackle as we developed our methodology for the WisdomTree Emerging Markets Consumer
Growth Index (WTEMCG). A Double-Barreled Vvaluation Discipline-Selection and
wWeighting When creating any methodology for an index, there are two broad concepts that
must be considered. First 1is stock selection, 1in that there 1is always an 1initial
universe of eligible companies from which a methodology must select constituents 1in
order to emphasize certain types of attributes over others. Typically, the types of
firms that your selection steers you away from are just as +important as what your
selection steers you toward. For WTEMCG, eligible companies are screened by their
earnings yield, a factor that comprises a one-third weight within the composite score
that determines the ultimate constituent Tist. Firms with relatively Tlower earnings
yields—and, therefore, more expensive valuations—-may score Tow enough by this metric
that, even if their other scores are favorable, they do not gain inclusion in the Index.
The second broad concept in Index construction regards weighting, a process that only
begins after the final constituent Tist is set. As a general note, a big WisdomTree
theme 1is weighting by fundamentals, so a firm’s share price is not a primary determining
factor 1in dits weight. In the case of WTEMCG, constituents are weighted by their
earnings. Let’s compare an earnings-weighted methodology to a market capitalization-

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#valuation
https://wisdomtree.com/blog/glossary#msci-emerging-markets-consumer-discretionary-index
https://wisdomtree.com/blog/glossary#msci-emerging-markets-consumer-staples-index
https://wisdomtree.com/blog/glossaryE)%20ratio
https://wisdomtree.com/blog/glossary#msci-emerging-markets-index
https://wisdomtree.com/blog/glossary#wisdomtree-emerging-markets-consumer-growth-index
https://wisdomtree.com/blog/glossary#earnings-yield
https://wisdomtree.com/blog/glossary#fundamentals
https://wisdomtree.com/blog/glossary#earnings-weighted
https://wisdomtree.com/blog/glossary#market-capitalization-weighting

wWisdomTree BLOG ARTICLE

weighted methodology for two firms with: 1. The same number of shares outstanding 2. The
same Tevel of earnings per share, and 3. Different share prices In this hypothetical we
can say that a market capitalization-weighted approach would give more weight to the
firm with the higher price, as that firm would necessarily have the higher market
capitalization. Since both firms also have the same earnings per share, this firm would
also have the higher P/E ratio. on the other hand, an earnings-weighted approach would
give an equal weight to both firms, which, in other words, means giving more weight to
the firm with the Tower P/E ratio relative to the market capitalization-weighted
approach. Result: WTEMCG Exhibited a Similar valuation as MSCI EM (as of

DJ EM
WTEMCG MSCI EM Cons
Titans 30
Index
Median F/E Ratio® 12.0x 12 6x 20.1x
Median Leng-Term Earnings Growth Estimates® 14 8% 12.0% 12.3%
valuation [Median Dividend Yield® 2.8% 2.5% 1.6%
Statistics |Median Earnings Yield* 2.3% 79% 5.0%
PEGY Ratio® 81.4x 105.0x 163.8x
Median Dividend Yield/ Median Earnings\'ieldf' 34.1% 31.5% 32.2%
Return on Equity’ 28.2% 18.3% 24.7%
Quality =
. Return on Assets 12.6% 7.2% 11.4%
Statistics -
Leverage 2.2x% 2.5x 2.2x%
Source: Bloomberg.
8/31/2013) Past performance is not indicative of future results. You cannot invest directly in an index. For
definitions of terms in the chart, please visit our Glossary. e Similar Median P/E

ratio to MSCI EM: WTEMCG exhibited a similar median P/E ratio of approximately 12x as
the MSCI EM as of 8/31/2013. The Dow Jones Emerging Markets Consumer Titans 30 Index-an
Index of 30 firms in the Consumer Discretionary and Consumer Staples sectors, weighted
by market capitalization-exhibited a median P/E ratio of greater than 20x. « PEGY Ratio
Appears Attractive: of the three indexes shown, WTEMCG exhibited the lowest PEGY ratio
—a ratio that specifically denotes the Tevel of the median P/E ratio of the Index
relative to its median Tlong-term earnings growth estimates. It is approximately half
that of the Dow Jones Emerging Markets Consumer Titans 30 Index, due to the fact that
WTEMCG has both a lower median P/E ratio and a higher Tevel of median Tong-term earnings
growth estimates. Conclusion Regardless of WTEMCG’s current valuation, the biggest
ongoing benefit of the methodology, we believe, comes from the ongoing disciplined
rebalancing process. From a selection standpoint, for constituents to maintain
inclusion, higher earnings yields will be favored over Tower earnings yields. From a
weighting standpoint, qualifying firms whose price levels rise but whose earnings stay
stable or decline will tend to see reductions in weight. At each annual rebalance,
depending on the market environment, the natural focus of the Index will continue to be
sensitive to valuation.

Important Risks Related to this Article

Investments in emerging, offshore or frontier markets are generally less Tiquid 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 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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 Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

MSCI Emerging Markets consumer Discretionary 1Index : designed to measure the

combined equity market performance of the consumer discretionary sector of emerging
markets countries.

wisdomTree Emerging Markets Consumer Growth index : A fundamentally weighted index
designed to measure the performance of emerging market equities that have a potential
heightened sensitivity to 1increased emerging market consumption. Weighting 1is by

earnings.

Earnings yield : The earnings per share for the most recent 12-month period divided by
the current market price per share. The earnings yield (which is the inverse of the P/E
ratio) shows the percentage of each dollar invested in the stock that was earned by the
company.

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

Earnings-weighted : Earnings for all constituents in an index are added together, and
individual constituents are subsequently weighted by their proportional contribution to
that total.

Market capitalization-weighting : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights in approaches
designed to weight firms by market cap.

Dow Jones Emerging Markets Consumer Titans 30 Index : Index designed to measure the
performance of the 30 Tleading emerging market companies in the consumer goods and
consumer services 1industries. Weighting is by float-adjusted market capitalization,

subject to diversification requirements.
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