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when Tooking around the global fixed income Tandscape, investors searching for income
potential have essentially two choices: non-investment grade debt or emerging markets
(EM). While high yield flows continues to dominate the headlines, emerging markets have
generally flown under the radar in recent months. In this discussion, we focus on how
investors may be able to best position against a change in Federal Reserve (Fed) policy
while maintaining income potential from <investments 1in emerging markets. As we will

show, emerging market corporate debt! remains an underutilized tool in many investor
portfolios, particularly when confronted with the prospect rising U.S. interest rates.
while U.S. 1interest rates have fallen so far this year, many 1investors continue to
debate an eventual normalization of Fed policy. In a previous blog post we highlighted
how U.S. Treasuries and investment-grade fixed income fared during the “taper tantrum”
compared to the actual commencement of tapering. In a classic “sell the rumor, buy the
fact” scenario, rates rose in advance of any change in policy, only to decline after the
Fed actually started to scale back purchases. As we show in the table below, when
comparing both variants of U.S. dollar-denominated fixed income in emerging markets, we
can contrast the various drivers of return over both periods.
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For definitions of
indexes 1in the chart, please visit our glossary. During the “taper tantrum,” many
investors were initially caught off guard by the -implications of Fed chairman Ben
Bernanke’s comments. As the market grappled with this potential shift in policy, U.S.
Treasury yields rose. At the same time, rising interest rates caused many 1investors to
reduce their exposure to emerging markets. Investors reasoned that with rates in the
U.S. heading higher, opportunities in emerging markets appeared Tless attractive by
comparison. As investors sold, credit spreads widened. Interestingly, even though the
investable universe for EM corporate debt is now significantly larger than the market

for sovereign debt denominated in U.S. dollars ($806 billion versus $671 billion)?, EM
sovereigns have tended to have a much higher percentage allocation in global investors’
portfolios. According to J.P. Morgan, assets benchmarked against EM sovereign debt are

nearly five times as large as EM corporate debt ($296 billion versus $64 billion)3. In
our view, EM sovereigns represent a much more crowded trade than EM corporates. As a
result, they may be more sensitive to changes in capital flows into and out of emerging
markets. This can be clearly evidenced by EM sovereign spread returns when outflows
accelerated from EM debt in the second half of 2013. Even with higher levels of dincome,
the returns from credit cost 1investors more than 2%. Looking at the other driver of
total returns, EM corporate bonds experienced Tess pain during the sell-off due to their

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


https://wisdomtree.com/blog/glossary#non-investment-grade-debt
https://wisdomtree.com/blog/glossary#interest-rates
https://wisdomtree.com/blog/fed-policy-from-tapering-to-tightening
https://wisdomtree.com/blog/glossary#u.s.-treasury-bond
https://wisdomtree.com/blog/glossary#investment-grade
https://wisdomtree.com/blog/glossary#tapering
https://wisdomtree.com/blog/playing-defense-in-emerging-market-fixed-income
https://wisdomtree.com/blog/glossary
https://wisdomtree.com/blog/glossary#treasury-yield
https://wisdomtree.com/blog/glossary#credit-spread
https://wisdomtree.com/blog/glossary#widen
https://wisdomtree.com/blog/glossary#sovereign-debt

wWisdomTree BLOG ARTICLE

shorter duration compared to EM sovereigns (5.44 years versus 7.23 years).* Since the
actual tapering of asset purchases began December 18, EM sovereign bonds have
outperformed EM corporate bonds. However, this performance gap can largely be explained
by dits previous period of significant underperformance. when Tlooking over the entire
period, EM corporate bonds experienced Tess drawdown and greater total returns. In an
environment where 1investors are concerned about rising U.S. rates, investors should
consider a shift from EM sovereigns to EM corporates. As we have mentioned previously,
we believe emerging market corporate bonds represent a more attractive alternative to EM
sovereign debt on account of wider credit spreads, Tighter qinvestor positioning and
Tower sensitivity to 1interest rate risk. Wwhile the timing and future path of U.S.
interest rates remains far from certain, EM corporate bonds could represent a more

defensive alternative to other emerging market fixed income options. Ias proxied
by the 3J.P. Morgan CEMBI Broad. 2source: 3J.P. Morgan, as of 8/31/14. 3source: 3.P.
Morgan, June 2014. 4source: 3.P. Morgan, as of 8/31/14.

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally
decline as 1interest rates rise. In addition, when finterest rates fall, dincome may
decline. Fixed 1income 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. Investments 1in emerging, offshore or frontier markets are
generally Tess 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 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)
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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

Non-investment grade debt : sSometimes referred to as “junk bonds,” these securities

have a higher risk of default than investment-grade securities.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

U.S. Treasury Bond : a debt security issued by the United States government.

Investment grade : An investment grade 1is a rating that signifies a municipal or
corporate bond presents a relatively lTow risk of default.

Tapering : A shift in monetary policy by which the Federal Reserve would begin

decreasing the amount of bonds it purchases.

Treasury yield : The return on 1investment, expressed as a percentage, on the debt
obligations of the U.S. government.

Credit spread : The portion of a bond’s yield that compensates investors for taking
credit risk.

Widen : an increase in the amount of compensation bond holders require to lend to risky

borrowers. Wwhen spreads widen, the market is implying that borrowers pose greater risk
to lenders.

sovereign Debt : Bonds issued by a national government in a foreign currency, in order
to finance the issuing country’s growth.
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