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The S&P 500 Index has continued a relentless climb upward, leaving most other markets in
its dust. Putting the S&P’s secular rally 1in context, it was touching 666 on March 6,
2009, and settling in the mid-2,300s as of mid-April 2017, more than eight years

later.! That’s a 241% cumulative return—-304% with reinvested dividends.

Seeing data 1ike this makes us all think about one thing: how we wish we’d have had the
fortitude to put more money to work in U.S. equities in March 2009.

Emerging Markets-Where Many Investors Have Feared to Tread

After tough returns in the 2013, 2014 and 2015 calendar years, many clients abandoned
emerging market equity exposure. This reminds us of the old maxim: money managers are
compared to three benchmarks—the S&P 500, cash and the client’s next door neighbor’s
returns—and you had better be beating whichever one is doing best when it comes time for
the client meeting.

Catalyst One: valuation Relative to Other Equity Markets

It isn’t enough to simply say emerging markets are cheaper than the U.S. because by the
very nature of their being more risky than U.S. equities they are supposed to appear
Tess expensive. The real question is how much Tess expensive they need to be to pose a
compelling opportunity

we noticed the following:

e As of March 31, 2017, the reciprocal of the 22.0 trailing price to earnings (P/E)

ratio on the MSCI USA Index? is 4.54%, meaning the equity risk premium the market is
demanding for U.S. stocks is only 215 basis points (bps) over and above the 2.39%
yield on 10-Year Treasuries.

e To wit, the market capitalization-weighted MSCI Emerging Markets Index is offering
an earnings yield of 6.45%, or 191 bps over and above that of the MSCI USA Index.

e How did this valuation gap happen? woeful emerging markets performance caused it. In
the 20 years to March 2017, the U.S. index returned 7.84% annually, over two
percentage points more than the 5.73% gain for emerging markets. The contrast was
even sharper over the 10-year horizon, with the MSCI USA Index returning 7.49% per

year while the MSCI Emerging Markets Index was up just 3.03%.3
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e Taking a step even further inside broad-based exposure to emerging market equities,
there is a 9.39% earnings yield on the wisdomTree Emerging Markets High Dividend
Index, which tacks on another 294 bps to the 6.45% earnings yield of cap-weighted
emerging markets.

Catalyst Two: Emerging Market Currency Valuations May Be Supportive

Unhedged equity investments outside of the U.S. involve two critical components of
returns—the equities themselves, which are frequently the focus, and the currencies.

Currency depreciations of 6.04%, 7.36% and 9.16% in 2013, 2014 and 2015, respectively,
for the MSCI Emerging Markets Index have burned into our collective memories that

emerging market currency performance is not just important, it is critical.*

Purchasing power parity (PPP), which compares prices from country to country and can

indicate 1if currencies are expensive or dinexpensive, has been an important gauge of
where currencies may be within their respective cycles.

when Might Emerging Markets oOutperform the S&P 500 Index? In the Years After
Relative PPP Levels carved Out a Bottom.

OCED Purchasing Power Parity for GDP
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Sources: Zephyr StyleADVISOR, Bloomberg, WisdomTree, OECD. All non-eurozone nations currently in the MSCI Emerging Markets
Index with reliable exchange rates to 12/31/93 included, with Russia added as of 12/31/85. Time series of emerging markets PPP
discounts to the U.S. dollar calculated with current weighted average proportions in constant manner to 1993, *MSC| Emerging Markets
Index through 12/31/00, MSC| Emerging Markets Index (net) thereafter Past performance is not indicative of future results. You cannot
invest directly in an index

e In the chart above, the right axis measures our calculation of the MSCI Emerging
Markets Index’s aggregate PPP discount relative to the U.S. dollar, using countries
that have nearly a quarter century of OECD PPP data.

e While emerging market currencies have traded at an extended discount to the dollar
throughout the last 25 years (the median over the period is -54.37%), in 2003 there
was a discount similar to what we are seeing today, while 2010 marked the most
expensive level for emerging market currencies.
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e As the emerging markets currency discount closed from 2003 to 2010, the MSCI
Emerging Markets Index’s performance relative to the S&P 500 Index (shown on the
Teft axis above) was strong and generally relentless.

Examining the Most Recent Inflection Points in the MSCI Emerging Markets PPP
Exchange Rate
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Bources: WisdomTree, Bloomberg, with data from the Low Emerging Markets Currency PPP Valuations from 12/31/03 to 12/21/10, and data from the High Emerging Markets
Currency PPP Valuations from 12/31/10 to 12/31/16. You cannot invest directly in an index.

e From 2003 to 2010, the MSCI Emerging Markets Index handily outperformed the S&P 500
across all measured periods. The annual return differential over the seven-year
horizon was 1,353 bps (chart on the left, above).

e That was also a period in which the MSCI Emerging Markets Index more than tripled
even though the S&P 500 was able to register a compound return of only 30.27%. The
cumulative difference between the two for that seven-year horizon was 17,667 bps (or
~177 percentage points).

e In contrast, the situation since 2010 has been fundamentally different from the
2003-2010 era. The OECD PPP data for that year marked what we know in retrospect to
be the most expensive emerging markets currency environment on record, based on the
OECD’s PPP calculations.

e During the six years since the point of peak emerging markets currency valuations,
the MSCI Emerging Markets Index had a painful bout of cumulatively negative
performance, despite the S&P 500 returning 12.47% annually (chart on the right,
above).

e In fact, while the S&P 500 was in the process of doubling, emerging markets actually
experienced a cumulative loss of 13.08%. The total performance differential between
U.S. and emerging markets equities from 2010 to 2016 was 11,545 bps (or ~115
percentage points).

For investors who have come to the view that emerging market equities present a
fundamental valuation opportunity relative to U.S. equities, we think that tying in that
conclusion with the tandem element of thinking about PPP creates a further catalyst, a
catalyst for engaging this once-darling asset class that is just now catching a bout of
fortune.
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1source: Bloomberg. Data as of the first quarter of 2017.
2uscI indexes sourced from Bloomberg.
3source: Bloomberg. Twenty years and 10 years to 3/31/17, respectively.

4sources: wisdomTree, Bloomberg, with data representing the difference in returns from
12/31/12 to 12/31/13 (2013), 12/31/13 to 12/31/14 (2014) and 12/31/14 to 12/31/15 (2015)
for the MSCI Emerging Markets Index denominated in U.S. dollars and in local currency.

Important Risks Related to this Article

Investments in emerging, offshore or frontier markets are generally less Tliquid and Tless
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 1indicative 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

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the
Standard and Poor’s Index Committee designed to represent the performance of the leading
industries in the United States economy.

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.

Trailing Price-to-earnings (P/E) ratio : Trailing Price-to-earnings (P/E) ratio:

Share price divided by trailing 12-month earnings per share. Lower numbers indicate an
ability to access greater amounts of earnings per dollar invested.

MSCI USA Index : is designed to measure the performance of large and mid cap segments
of the US market.

Basis point : 1/100th of 1 percent.

10- Year Treasury : a debt obligation of the U.S. government with an original maturity
of ten years.

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.

______________ The MSCI Em (Emerging Markets) Index 1is a free-float
weighted equity index that captures large and mid cap representation across Emerging
Markets (EM) countries.

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 .

Unhedged : Strategy that includes the performance of both the underlying asset as well

as the currency 1in which it is denominated. The performance of the currency can either
help or hurt the total return experienced.

Purchasing power parity : Academic concept stating that exchange rates should adjust
so that equivalent goods and services cost the same across countries, after accounting
for exchange-rate differences.
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