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Emerging market (EM) equities—as measured by the MSCI Emerging Markets Index—delivered

strong performance in 2012, but India in particular did even better. India’s equities—as

measured by the popular BSE Sensex 30 Index (Sensex)—outperformed the EM by over 6%, for

a return of nearly 25% and a strong bounce back from the dismal 38% decline the Sensex

experienced in 2011. Let’s look at valuation multiples after the strong 2012Let’s look at valuation multiples after the strong 2012

performanceperformance While the Reserve Bank of India (RBI) and the Indian government recently

have been active with reforms supportive of economic growth, we believe it is of the

utmost importance to look beyond the purely macroeconomic story and to the valuation

landscape. Within the Sensex, three sectors—Consumer Discretionary, Financials and

Industrials—stood out with performance greater than 40% in 2012, and two others—Consumer

Staples and Health Care—were not far behind, delivering returns of 30% or better. After

such a strong run, many might wonder if some of these stocks have become expensive. The

price-to-earnings (P/E) ratio of the Sensex is about 16.6x. Notably, there are only two

sectors with P/E ratios above 20x: Consumer Staples at approximately 33x and

Telecommunication Services at approximately 27x. I believe the Consumer Staples sector

may be the sector within the Sensex that is the most at risk of a potential correction,

as it is the sector with the highest expectations for long-term growth.1 In many ways,

the Consumer Staples sector embodies India’s fundamental growth story2 and its equity

market in general. India’s equities—on a market capitalization-weighted basis3—sell at a

premium P/E ratio to emerging market equities. What this means is that since India’s

equities are more expensive compared to broader emerging market equities, the Indian

firms that are comprised in these indexes must exhibit higher rates of earnings growth

in order to justify those prices. For instance, the MSCI Emerging Markets Index has a

P/E ratio of approximately 12.4x, while India’s market cap-weighted benchmarks were all

approximately 32%–35.5% higher.

 When people think of
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India’s future economic growth, they tend to see the potential of India’s billion-plus

people rising out of poverty and into a vibrant middle class. The investment thesis then

focuses on all the consumption potential (especially for products originating from the

Consumer Staples sector) they will likely unlock along the way. We believe that this is

a good reason to be optimistic about India’s potential growth, especially over the

longer term. Yet this is not to say one must accept that, in thinking of India’s

equities, every index measuring the performance of these shares is trading at premium

prices compared to the broader emerging markets.4 WisdomTree created the India Earnings

Index to help manage the valuation multiples of owning equities in India back in late

2007. The Index does so by weighting constituents by earnings, meaning that firms

generating the greatest levels of profits receive the greatest weights.5 Compared to

market capitalization weighting, this approach can have the effect of tilting the

Index’s exposure away from companies with higher P/E ratios and focusing on those that

have grown their earnings. Put simply, the Index naturally provides a disciplined focus

on valuation in an equity market where we believe this is of the utmost importance. WhyWhy

consider the WisdomTree India Earnings Index?consider the WisdomTree India Earnings Index? The most common measures of India’s

equity performance typically are either the Sensex or the National Stock Exchange S&P

CNX Nifty Index (Nifty)—indexes that include 30 and 50 stocks, respectively. We believe

these are very narrow slices of India’s markets. India possesses a vibrant and deep

equity market with many mid- and small-cap companies. The India Earnings Index contained

220 constituents as of January 31, 2013. We thus believe this Index—especially compared

to the Sensex with its 30 or the Nifty with its 50 stocks—provides a more complete gauge

of the equity performance of Indian firms.6 Another benefit of weighting by earnings is

that it can help manage risk—and there can be little question that India is a developing

country with lots of room to grow. Many firms within these equity markets—especially the

smaller, more newly established ones—could be quite risky. For firms to gain eligibility

in the WisdomTree India Earnings Index, they must demonstrate positive earnings on a

cumulative basis over the four quarters prior to the annual Index screening date. In

short, these companies must demonstrate a capability to be profitable. ConclusionConclusion I

believe India is one of the most underappreciated and underinvested countries of the

often-cited “BRIC” basket of countries. Given its large population, India has a great

long-term growth story, and there are a number of potentially positive catalysts brewing

from government reforms to monetary policies. This combination could have the potential

to positively affect equity performance.   Data source is Bloomberg unless otherwiseData source is Bloomberg unless otherwise

noted.noted.   1Long-term growth refers to growth of earnings. Earnings growth expectations

are an important driver of equity price movements, but if high expectations are

ultimately not met, this could have the potential to indicate a difficult period ahead.

2India’s fundamental growth story relates to its large population (second only to China’s

as of 12/31/2012), which is starting to increase its consumption. 3Refers to the Sensex,

the NSE S&P CNX Nifty Index (Nifty) and the MSCI India Index, all of which are market

capitalization weighted. 4Refers to how three widely noted market capitalization-weighted

indexes of India’s equity performance exhibited higher P/E ratios than the MSCI Emerging

Markets Index as of 1/31/2013. 5The WisdomTree India Earnings Index has constituents

weighted by their core earnings streams. Standard & Poor’s constructed the core earnings

measure in an attempt to capture earnings from ongoing business operations and mitigate

the impact of extraordinary events. Core earnings per share are multiplied by shares

outstanding, and each constituent is weighted by its proportional contribution to the

total earnings of all firms within the Index. WisdomTree also adjusts constituent

weights to account for foreign ownership restrictions in certain Indian firms. A firm

that is limited by these restrictions would see its weight reduced below the level

indicated by its contribution to the Index earnings stream. 6The MSCI India Index

contained 73 constituents as of 1/31/2013. Source for all constituent data: Bloomberg.
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Past performance is not indicative of future results. You cannot invest directly in an

index. 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. Investments focused in India thereby increase the

impact of events and developments associated with the region which can adversely affect

performance. Investments in emerging, offshore or frontier markets such as India 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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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)
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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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