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The emerging markets (EM) represent great valuation opportunities and some of the

highest income levels, but they also represent significant volatility. One strategy that

may help investors capture yields and mitigate volatility is to blend EM equities and EM

corporate bonds. In this blog post, we will explore the strategy of blending the

WisdomTree Emerging Markets Equity Income Index (WTEMHY) and the JP Morgan Corporate

Broad EMBI Index (CEMBI), which zeroes in on the debt of EM corporate issuers, to help

investors reduce volatility and potentially increase total returns.   The 50/50 WTEMHY

and CEMBI Blend Has the Second-Highest Yields     

 For definitions of

indexes in the chart, visit our Glossary.   The 50/50 blend offers the opportunity    

of: • Yield Pickup: Compared with an all-equity position in WTEMHY that yields 5.17%,

the blend offers approximately a 10-basis-point pickup in yields (5.24%). Compared with

the S&P 500 Index and the Barclays U.S. Aggregate Bond Index, the WTEMHY/CEMBI blend

offers a 3.31% and 2.57% pickup in yields, respectively. It is also noteworthy that

WTEMHY has a 2.50% yield advantage compared with the broad MSCI EM Index. We believe

that WisdomTree’s yield advantage is largely a function of WTEMHY’s smart beta

methodology, which is focused on higher-dividend-yielding stocks. • Lower Volatility:

WTEMHY, has an annualized volatility of 22.07% since its inception on June 1, 2007. We

contrast this with CEMBI Index, which has an annualized volatility of 10.77% since

inception. The 50/50 blend gives investors a midway total volatility number of 15.10%

annually. To add further context, the S&P 500 Index and the MSCI EM Index have annual

volatility numbers of 17.06% and 26.22%, respectively. The blend’s ability to help

lessen volatility is especially powerful against a backdrop of higher yields, as

discussed in the above bullet point. • Attractive Equity Valuations:   Since the

inception of WTEMHY, the price-to-earnings ratio (as of May 31, 2014) is trading at a

20% discount to its average; the price-to-book ratio is trading at a 35% discount; the

price-to-sales ratio1 is trading at a 15% discount; and the price-to-cash-flow ratio is

trading at a 5.8% discount. This offers a powerful rationale for considering emerging

market equities in a portfolio. • Attractive Fixed Income Valuations:   EM corporates
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presently trade at a yield premium to B-rated U.S. corporates. CEMBI is 69% investment

grade as of 5/31/2014, while B-rated corporates represent the middle tier of speculative

credits in the U.S. Prior to last year’s sell-off, yields for EM corporates have

historically traded more in line with Ba-rated credits. Yields for Ba corporates as of

5/31/2014 are 4.16%, a full 115 basis points lower than CEMBI. The wider spreads are

representative of more attractive valuations in EM corporates. Some of the notable  

characteristics of using this 50/50 blend of WTEMHY and CEMBI include: • First,

the blend maintains exposure to leading EM corporations while reducing emerging

markets foreign exchange (FX) exposure by half.       Through WTEMHY’s methodology,

investors gain exposure to some of the highest-yielding segments of emerging market

equities and exposure to the pursuant currencies. As we have argued in the past, EM

currencies can be very expensive to hedge, given relatively higher local interest rates.

CEMBI offers a solution for investors who want to take part in the EM story while

dialing down exposure to EM FX. In particular, a 50% allocation to CEMBI can help reduce

currency exposure by half without incurring the high cost of hedging local currencies;

CEMBI invests in USD-denominated corporate bonds. • Second, the blend scales the   

capital structure.  Going up in capital structure from equities to emerging market

corporate bonds can translate into a reduction in asset volatility for the balanced

portfolio. Further, a priority claim on assets is an important consideration in emerging

markets. • Third, it blends active and passive management:       WisdomTree’s Emerging

Markets Corporate Bond Fund is sub-advised by Western Asset Management, one of the

premier active managers for emerging markets. Given that the role of fixed income in a

portfolio is principally to deliver income and mitigate risk from equities alone, the

active overlay, with history evaluating credits, may provide an extra level of comfort

in accessing this asset class.

Important Risks Related to this Article

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 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, intervention and political developments. Fixed income investments are

subject to interest rate risk; their value will normally decline as interest rates rise.

In addition, when interest rates fall, income may decline. Fixed income 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. Derivative

investments can be volatile, and these investments may be less liquid than other

securities and more sensitive to the effects of varied economic conditions. Unlike

typical exchange-traded funds, there is no index that EMCB attempts to track or

replicate. Thus, the ability of EMCB to achieve its objective will depend on the

effectiveness of the portfolio manager. 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. Credit ratings apply

to the underlying holdings of the Fund, not to the Fund itself. Standard &Poor’s,

Moody’s and Fitch study the financial condition of an entity to ascertain its

creditworthiness. The credit ratings reflect the rating agency’s opinion of the

holdings’ financial conditions and histories. The ratings displayed are based on the

highest of each portfolio constituent as currently rated by Standard and Poor’s, Moody’s

or Fitch. Long-term ratings are generally measured on a scale ranging from AAA (highest)

to D (lowest), while short-term ratings are generally measured on a scale ranging from

A-1 to C. 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. ALPS Distributors, Inc., is not affiliated with Western Asset Management.
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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

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

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

level.&nbsp.

WisdomTree Emerging Markets Equity Income Index       : A subset of the WisdomTree

Emerging Markets Dividend Index measuring the performance of the higher-yielding stocks

as measured by trailing 12-month dividend yields, weighted by cash dividends.

Smart Beta   : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.

JP Morgan Corporate Emerging Markets Bond Index Broad (CEMBI Broad)           : The

JPMorgan Corporate Emerging Markets Bond Index Broad (CEMBI Broad) is a market

capitalization weighted index consisting of US dollar-denominated Emerging Market

corporate bonds. The index serves as a global corporate benchmark representing Asia,

Latin America, Europe and Middle East / Africa. US dollar-denominated corporate issues

from index-eligible countries are narrowed further by only including issues with more

than $300m current face outstanding and at least five years to maturity (at the time of

inclusion into the index).

S&P 500 Quality Index     : Designed to track high quality stocks in the S&P 500 by

quality score, which is calculated based on return on equity, accruals ratio and

financial leverage ratio.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

Basis point : 1/100th of 1 percent.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

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.
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