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While emerging market equities receive a lot of attention, a large amount of assets also

follow emerging market local debt. J.P. Morgan estimates that approximately $200 billion

is tied to its Government Bond Index-Emerging Markets (GBI-EM) Index series. The

countries included—or excluded—from the Index can have a major impact on performance.

Case in point, Nigeria. Last week, J.P. Morgan announced that Nigeria’s debt would be

phased out of the GBI-EM Index Series over the next two monthly rebalances, occurring at

the end of September and the end of October 2015.1 Nigeria first appeared in the index in

October 2012, when the government removed a required one-year lock-in period for foreign

investment in government bonds. In January 2015, Nigeria was put on watch, as a series

of administrative measures began to impede the ability of foreign investors to transact

in this debt, and in June 2015 the watch was extended because of the need to monitor the

transparency and liquidity of the Nigerian foreign exchange market.2 Nigeria’s challenges

are not surprising, given the movement in oil prices. Oil represents approximately 90%

of Nigeria’s exports and two-thirds of the government’s revenue3. Nigeria has placed

restrictions on foreign exchange to stem the fall of the currency within this

environment.   Applying a Focus on Fundamentals Never Included Nigeria        In 2010,

the WisdomTree Emerging Markets Local Debt Fund (ELD) was introduced as an active

investment approach to emerging local debt. The structured investment process of ELD

runs counter to the concept of market capitalization-weighted approaches to emerging

markets debt, which place the greatest weight in debt markets with the largest issuance.

Instead, ELD’s approach focuses on fiscal sustainability and external vulnerability

indicators in order to monitor risk. Political risk and economic solvency are also

considered. The process allocates weight according to three tiers, where the country

exposures within each respective tier are equally weighted. The portfolio is rebalanced

to targeted exposures on a quarterly basis, and the currency selection and universe

definition are reassessed at scheduled intervals at least annually. The result? Troubled

countries like Nigeria often don’t make the cut. The August 31, 2015, Rebalance &    

ELD’s New Target Weights    Below, we compare ELD’s target weights (post-August

rebalance) to that of the J.P. Morgan GBI-EM Global Diversified Index and the J.P Morgan

GBI-EM CORE Index, two of the more widely followed Indexes within J.P. Morgan’s GBI-EM

s e r i e s .   ELD Exposure Tiers versus Two GBI-EM Indexes     
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 Key Notes and 

Changes4:   • Nigeria and Hungary Excluded from ELD:      J.P. Morgan recently decided

to exclude Nigeria, but ELD never included it. As of August 31, 2015, Hungary was also

included within the J.P. Morgan Indexes as a prominent, noninvestment-grade issuer.

ELD’s process led to both Hungary’s and Nigeria’s exclusion in an effort to manage risk

within the portfolio.   • Biggest Changes at August Rebalance:     Malaysia was moved

from a top-tier to a middle-tier exposure, representing a 3.10% reduction in targeted

exposure. This change was made due to a deterioration in Malaysia’s current account and

foreign exchange reserves, coupled with limited confidence in any near-term reversal in

either trend.   • ELD Exposures Excluded from the J.P. Morgan Indexes:        It is

noticeable that South Korea is a middle-tier exposure, but has no representation within

the Indexes shown. Similarly, China and India are third-tier exposures with no

representation in the J.P. Morgan Indexes. This is an important point—ELD’s active

process is not tied to the actions taken by other Indexes.   Continuous Risk

Monitoring While steering around Nigeria’s troubles is one benefit a structured, active

approach can exhibit, in emerging markets (especially the current environment), the

portfolio management process can never rest. The team is continuously evaluating country

exposures according to growth and inflation indicators, debt capacity, serviceability

indicators, short-term liquidity factors and market-based indicators. The bottom line:

Instead of following weights within an index, ELD’s structured process is actively

looking to manage risk. Emerging markets have faced performance difficulties with the

strength in the U.S. dollar. For those contrarians who think the U.S. dollar rally has

run its course and are searching for a relatively high-yielding asset class, ELD’s

fundamental approach is worthy of consideration.         1Source: Gloria Kim et al,

“Index Watch: Nigeria to be Phased Out of the GBI-EM Series,” J.P. Morgan, 9/8/15.

2Source: Gloria Kim et al, “Index Watch: Nigeria to be Phased Out of the GBI-EM Series,”

J.P. Morgan, 9/8/15. 3Source: Paul Wallace, “JPMorgan to Remove Nigeria from Emerging

Market Bond Indexes,” Bloomberg News, 9/8/15. 4Source for bullets: ELD Semi-Annual Review

and Rebalancing Announcement, 9/1/15.
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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. 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. 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. 

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. Unlike typical exchange-traded funds, there is no index that

the Fund attempts to track or replicate. Thus, the ability of the Fund to achieve its

objective will depend on the effectiveness of the portfolio manager. Due to the

investment strategy of this Fund, it may make higher capital gain distributions than

other ETFs. 

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

JP Morgan Government Bond Index – Emerging Markets (GBI-EM) Global Diversified :

The JP Morgan GBI EM Global Diversified tracks the performance of local currency debt

issued by emerging market governments, whose debt is accessible by most of the

international investor base. The index incorporates a constrained market-capitalization

methodology in which individual issuer exposures are capped at 10%, (with the excess

distributed to smaller issuers) for greater diversification among issuing governments.

Active : Funds that attempt to outperform the market by selecting securities a portfolio

manager believe to be the best.

Market Capitalization   : 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.

Fiscal sustainability   : Attention to measures such as government spending plans and

budgets and how these relate to government revenue policies, like taxation.

External vulnerability   : Attention to measures such as current account and foreign

exchange reserves that could potentially lead to a greater influence of macroeconomic

factors occurring outside of a market influencing that particular market.

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.

Economic solvency   : Attention to a more medium- to long-term perspective relating to

how spending relates to revenue and the ability of programs or policies of particular

importance are viewed as to their longevity.

JP Morgan GBI-EM CORE Index      : A measure of the performance of the debt of emerging

market governments measured in their own local currencies.

Non-investment grade debt    : Sometimes referred to as “junk bonds,” these securities

have a higher risk of default than investment-grade securities.

Current account   : The difference between a nation’s total exports of goods, services

and transfers, and its total imports of them.

Foreign exchange reserves : The total balance of foreign currency deposits and bonds

held by a central bank or monetary authority.

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.

Debt capacity : Attention to measures that have the potential to indicate if a market

can take on additional debt without impacting the market price of existing debt to a

large degree.

Short-term liquidity factors    : Factors relating to the ability of a country’s

government to make payments on certain projects, obligations or other expenses with

current resources on hand, most notably cash.

Contrarian : Practice of seeing what the majority of market participants are focused on

and attempting to look in the complete opposite direction.
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