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There are important differences in emerging market (EM) companies, especially when it

comes to those with significant government ownership (state-owned enterprises, or SOEs)

and those without it (non-SOEs).

Government ownership may lead to corporate governance issues that arise from the

inherent principal-agent problem and cause operational inefficiencies and weaker levels

of profitability.

The predominant industries among non-SOEs are those associated with strong earnings and

revenue growth potential, such as consumer and technology companies. Non-SOEs also have

higher aggregate profitability metrics than the broad index, MSCI Emerging Markets (EM) 

Index, and provide a significant tilt to the quality factor—companies with clean balance

sheets and high profits.

When markets are volatile, exposure to the quality factor can help mitigate volatility

while maintaining broad exposure to the markets.

As shown in the chart below, the WisdomTree Emerging Markets ex-State-Owned Enterprises

Index (EMXSOE), which excludes companies with significant government ownership, has had

higher profitability, lower leverage and faster revenue and earnings growth rates than

the MSCI EM Index.

During times of market stress, investors tend to favor the cushion of high profitability

and low leverage as well as the potential for stronger growth.

 

For definitions of terms in the chart, please visit our glossary.

Quality Instead of Low Volatility in EM

As shown below, the WisdomTree Emerging Markets ex-State-Owned Enterprises Index (EMXSOE

) has outperformed the broad MSCI EM Index similar to the MSCI EM Minimum Volatility Ind

ex (MSCI EM Min. Vol. Index) during recent volatility.
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Growth of $100

 

While providing defensive characteristics in periods of volatility, over a longer time

frame as shown below, EMXSOE has been able to also capture the upside and outperform

both the MSCI EM and MSCI EM Min. Vol. Indexes.

The low volatility factor has become a favored strategy for investors seeking to reduce

volatility in their EM exposure. But there are several drawbacks to low volatility

strategies:

Higher tracking error : Potential for high deviation from the broad market’s

returns over a full market cycle

Significant sector and country tilts:     Over-weights to defensive sectors and

countries that may dampen returns in up-markets

Higher valuations with lower growth: Because of the popularity of low volatility

strategies, and the low interest rate environment, these strategies offer premium

valuations with lower earnings growth.

Full-Cycle Characteristics

As shown below, since EMXSOE’s inception in August 2014, the strategy’s balance of

growth and quality has helped it outperform an almost flat MSCI EM Index.

Despite a slightly higher standard deviation, EMXSOE shows a lower downside deviation1

compared to the broad market. EMXSOE’s tracking error to MSCI EM over the period has

been 3.05%, significantly less than MSCI EM Min. Vol.’s 5.60%.

EMXSOE’s Sortino ratio2—which measures excess return adjusted for downside deviation—is

also higher than MSCI EM Min. Vol as of March 31, 20202. This means that EMXSOE has

provided 4 basis points (bps) of excess return for every unit of downside deviation1,

while MSCI EM Min. Vol. has a -0.24 ratio. So, despite showing lower downside

volatility, it hasn’t provided excess returns.

Performance and Growth Characteristics
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Looking at up- and down-capture validates the idea of EMXSOE’s balance of growth

potential and quality to seek to manage drawdowns.

Since August 2014, EMXSOE has managed to capture close to 108% of the broad            

market’s upside while also capturing less than 100% of the downside.

Up- & Down-Capture

 

Country & Sector Exposures

Thanks to constraints embedded in its methodology, EMXSOE has more consistent country

and sector exposures compared to the MSCI EM, with modest over-weights in the

Information Technology and Consumer Discretionary sectors while being under-weight in

Financials and Energy.

On the other hand, the constraints for the MSCI EM Min. Vol. Index allow it to deviate

more from the broad market index.

As other traditional low volatility strategies, MSCI EM Min. Vol. index is over-weight

in the defensive sectors and under-weight in cyclical sectors, while also being under-

weight in China, South Korea and Brazil in favor of Taiwan, Thailand and Malaysia.

Country Exposure
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Sector Exposure

Conclusion

In periods of market volatility, having the WisdomTree Emerging Markets ex-State-Owned

Enterprises Fund (XSOE)—which seeks to track the price and yield performance, before

fees and expenses, of the EMXSOE index—within your portfolio’s EM exposure can help on

several levels.

XSOE historically has better aggregate quality      (profitability) than the broad

market and can help mitigate drawdowns.

XSOE aims to provide investors with a broad exposure to the EM space            , avoiding

significant country and sector tilts that come from targeting the low volatility factor.

XSOE seeks to achieve a balance between higher growth potential while reducing          

downside risk compared to the broad market.

Figure 7_std performance  

 

 

 

 

1 Downside deviation measures volatility in periods of negative return, addresses a

shortcoming of standard deviation which makes no distinction between upside deviations

and downside deviations.

2 Sortino ratios: 0.04 for EMXSOE, -0.24 for MSCI EM Min. Vol and -0.17 for MSCI EM.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign
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investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. Investments in emerging or offshore 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. Funds focusing their investments on certain

sectors and/or regions increase their vulnerability to any single economic or regulatory

development. This may result in greater share price volatility. Investments in currency

involve additional special risks, such as credit risk and interest rate fluctuations.

The Fund invests in the securities included in, or representative of, its Index

regardless of their investment merit, and the Fund does not attempt to outperform its

Index or take defensive positions in declining markets. Please read the Fund’s

prospectus for specific details regarding the Fund’s risk profile.

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

State-owned enterprise   : Companies in which governments have a significant ownership

stake and the potential to influence the firms’ actions over time.

MSCI Emerging Market Index     : The MSCI Em (Emerging Markets) Index is a free-float

weighted equity index that captures large and mid cap representation across Emerging

Markets (EM) countries.

Quality Factor   : Excess returns achieved by companies exhibiting higher quality or

profitability vs the market. Typically measured using operating profitability, return on

equity and/or return on assets.&nbsp.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

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

level.&nbsp.

Low Volatility   : Characterized by lower standard deviation of price over time. This

term is also associated with the Low Volatility Factor, which associates lower

volatility stocks with better risk-adjusted returns vs the market over time.

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.

Tracking Error   : Can be discussed as both the standard deviation of excess return

relative to a specific benchmark, or absolute excess return relative to a specific

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.

Standard deviation   : measure of how widely an investment or investment strategy’s

returns move relative to its average returns for an observed period. A higher value

implies more “risk”, in that there is more of a chance the actual return observed is

farther away from the average return.

Basis point : 1/100th of 1 percent.

Defensive sectors   : Consumer Staples, Health Care, Telecommunication Services and

Utilities.

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

and Information Technology sectors.
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