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We conclude our four-post blog series of emerging market equity valuations with a focus

on what has become a major theme for equity indexes, emerging market or otherwise: Low

volatility. These “volatility-focused” indexes utilize different means for selecting and

weighting constituent stocks with a goal of exhibiting lower volatility than do broad

market benchmark indexes in different regions. The Downside to Low Volatility:   

Potential Lack of Participation in Upside Moves We believe that when people see the

words “minimum volatility” or “low volatility” as part of an index name, they are

reminded of their experience during the 2008–09 financial crisis and equate these terms

with potential downside protection. Of course, downside protection is one potential

effect of a volatility-focused approach, but another effect would be the potentially

limited upside capture during a market rally. Not to mention the thing that a volatility

focus ignores completely: fundamentals. That’s not to say that one should focus 100% on

potential volatility or 100% on fundamentals—the approaches are totally different, and

at times this difference can provide a strong diversification benefit. We often get

asked how the WisdomTree Emerging Markets Equity Income Index (WTEMHY) compares to low-

volatility indexes, given its beta of 0.8 since inception. Much of this low beta was a

result of its performance in 2008 and 2011. But while the WTEMHY has displayed a low

beta since its inception, it is not directly focused on volatility reduction. The

methodology of the Index is primarily concerned with identifying the best valuation

opportunities in the market, and those sectors can change across time. Currently, the

best valuation opportunities can be found in the more cyclical sectors, while some of

the lowest-volatility sectors have the richest valuations. Below, we compare a variety

of volatility - and dividend-focused indexes on both a valuation and volatility basis.

As we structure our analysis, we will first outline the indexes that we will be

studying. • MSCI Emerging Markets Index (MSCI EM) • WisdomTree Emerging Markets Equity

Income Index (WTEMHY) • MSCI Emerging Markets Value Index (MSCI EM Value) • WisdomTree

Emerging Markets Dividend Growth Index (WTEMDG) • MSCI Emerging Markets Growth Index

(MSCI EM Growth) • MSCI Emerging Markets Minimum Volatility Index (MSCI EM Min Vol) •

S&P BMI Emerging Markets Low Volatility Index (S&P EM Low Vol) In essence, we will group

WTEMHY and MSCI EM Value for their focus on value, albeit in different ways, and

similarly we will group WTEMDG and MSCI EM Growth for their focus on growth. Valuation

Ratios for the Value and Growth Oriented Indexes        
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 1Median price-to-earnings

(P/E) ratio: P/E ratio of index constituents where 50% of constituent values fall above and 50% fall below. 2Beta

relative to MSCI EM: Of the specified index, based on its 7/31/2013 constituents, relative to the MSCI Emerging

Markets Index. 3Median long-term earnings growth expectations: Compilation of analyst estimates of the growth in

operating earnings expected to occur over the company’s next full business cycle, typically three to five years.

Value reflects the point where 50% of values are above and 50% are below. 4Median dividend yield: Value of the

trailing 12-month dividend yield for a given index for which 50% of values are above and 50% are below. 5Median

earnings yield: Earnings per share divided by share price. Value reflects the point where 50% of values are above

and 50% are below. 6PEGY Ratio: Ratio of the median price-to-earnings (P/E) ratio divided by the sum of the median

long-term earnings growth expectations and the median dividend yield. Lower numbers indicate lower prices relative

to the median long-term earnings growth expectations and median dividend yield of the underlying stocks. 7Median

dividend yield/median earnings yield: Meant to calculate the median payout ratio, which is the median dividend per

share divided by the median earnings per share. • Beta Analysis:  If terms of beta, it is true

that MSCI EM Min Vol and S&P EM Low Vol do in fact have the lowest betas of the indexes

shown. This is their stated goal—to have relatively lower volatility while still

providing exposure to the performance of emerging market equities. • Volatility Focus

Yields Above-Market Price-to-Earnings (P/E) Ratios: The median P/E ratio of MSCI EM

is 12.3x, while the volatility-focused indexes all have a median P/E ratio of 13.9x.

This essentially gives us an idea: If one were to marry a value index with a volatility-

focused index, there could be the potential for a lower beta than that of the value

focus as well as a lower median P/E ratio than that of the volatility focus. An added

bonus could also be a higher potential dividend yield than for the volatility focus. •

Volatility Focus Yields Relatively High PEGY Ratios:       This ratio is a tool with

which one can relate the current P/E ratio to the sum of the long-term earnings growth

expectations as well as the current dividend yield. WTEMDG, with its high median long-

term earnings growth expectations and moderate median dividend yield, looks least

expensive by this metric. Both MSCI EM Min Vol and S&P EM Low Vol have relatively higher

PEGY ratios because their focus on potentially lowering volatility has led them to

stocks with higher median P/E ratios but which don’t necessarily make up for this with

high median long-term growth expectations or high median dividend yields. • Volatility

Focus Yields Below-Market Long-Term Earnings Growth Expectations:       The long-term

earnings growth expectations for the MSCI EM are 13.3%, which is above both the MSCI EM

Min Vol and the S&P EM Low Vol indexes. Similar to what we mentioned above, another

blend idea could be to combine a growth focus with a volatility focus, if in fact higher

potential earnings growth expectations are desired than those accessible with a

volatility focus alone. Conclusion: Complementarity of Fundamentals and   

Volatility-Focused Approaches  Volatility-focused indexes are great additional tools

to consider when thinking about emerging market equities, but no index or methodology

can do all things simultaneously. While market capitalization-weighted indexes may be

the proverbial blunt instruments, the genesis of new index methodologies allows for

indexes to progress further down the path of being precision tools through which to

monitor different economic approaches. Read the full research paper here.
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Important Risks Related to this Article

Diversification does not eliminate the risk of experiencing investment losses. 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. 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 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 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

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

level.&nbsp.

Downside protection   : A broad investment conception referring to the potential

mitigation of risk or negative return experience.

Upside capture   : A measure of how one index performs during periods when a benchmark

index is moving in the positive direction. A value of 100% indicates that both would

tend to move upward at the exact same pace.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

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.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a

benchmark. In general, a beta less than 1 indicates that the investment is less volatile

than the benchmark, while a beta more than 1 indicates that the investment is more

volatile than the benchmark.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Cyclical sectors   : Consumer Discretionary, Energy, Industrials, Materials, Financials

and Information Technology sectors.

MSCI Emerging Markets Index     : a broad market cap-weighted Index showing performance

of equities across 23 emerging market countries defined as “emerging markets” by MSCI.

MSCI Emerging Markets Value Index : A market capitalization-weighted subset of stocks

in the MSCI Emerging Markets Index that have lower share prices relative to their

earnings per share, dividends per share, or lower prices relative to other financial

metrics.

WisdomTree Emerging Markets Dividend Growth Index : A fundamentally weighted index

designed to track the performance of dividend-paying emerging market companies that

WisdomTree believes have the potential to increase their dividends due to certain

factors, which include estimated earnings growth, return on equity and return on assets.

Weighting is by trailing 12-month cash dividends.

MSCI Emerging Markets Growth Index      : A market capitalization-weighted subset of

stocks in the MSCI Emerging Markets Index that have higher share prices relative to

their earnings or dividends per share.

MSCI Emerging Markets Minimum Volatility Index       : An index with constituents

selected from the MSCI Emerging Markets Index, with a focus on an optimization process

subject to constraints, that attempts to generate lower volatility than the MSCI

Emerging Markets Index.

S&P BMI Emerging Markets Low Volatility Index        : Index designed to measure the

performance of the least volatile stocks in the S&P Emerging Plus LargeMidCap Index and

S&P Global BMI sub-index.
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Value : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Growth  : Characterized by higher price levels relative to fundamentals, such as

dividends or earnings. Price levels are higher because investors are willing to pay more

due to their expectations of future improvements in these fundamentals.

Trailing 12-month dividend yield     : Dividends over the prior 12-months are added

together and divided by the current share price. Higher values indicate more dividends

are being generated per unit of share price.

Median : The median is the value within a dataset at which 50% of all observations occur

above and 50% occur below.

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.
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