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One of the key themes dominating the exchange-traded fund (ETF) industry flows over the

last 12 months has been the meteoric rise in assets of minimum-volatility (min-vol)

portfolios. Year-to-date, these strategies have pulled in over $12.6 billion of new

money.1 Of the 34 strategies with “volatility” included in their respective fund name, 32

have attracted new money. While flows have largely been concentrated in U.S. and EAFE

index benchmarked strategies, emerging markets have seen nearly $1 billion of flows.

From some investors’ point of view, one size seems to fit all markets. While many debate

if there is a “bubble” brewing in these approaches, another school of thought is that

it’s simply performance chasing. Being positioned in defensive vs. cyclical sectors has

been a great trade across markets year-to-date! However, for emerging markets, the

single largest driver of volatility over the last several years has been the dramatic

decline of foreign currencies against the U.S. dollar. In my view, relying on a strategy

that seeks to minimize the volatility of an asset class while not focusing on the root

cause of that volatility is pointless. In the remainder of this piece, we’ll argue that

emerging market corporate bonds offer a compelling option for investors concerned about

volatility in emerging markets.   How Low Is “Min” One of the common critiques of min-

vol is that it doesn’t actually mean low vol. Below, we compare the rolling 12-month

standard deviations of emerging market equities (market capitalization-weighting2 and

min-vol3) and emerging market fixed income (locally denominated4 and U.S. dollar-

denominated corporates5). As you can see, the primary driver of volatility was not

necessarily the geographic region but, rather, whether the approach contained currency

risk or not. For EM min-vol, the strategy has been effective in reducing volatility

relative to market capitalization-weighted EM equities. However, with standard

deviations comparable to U.S. equity markets, “minimum” does not necessarily mean low in

absolute terms. In fact, the EM min-vol standard deviation is more akin to EM local debt

due to its exposure to currency risk. Again, positioning to more defensive, “bond-like”

sectors of the equity market is what these approaches aim to do. In our view, a clear

enhancement to an investment strategy would be to switch from stocks to bonds when

concerns about volatility in EM rise.   Emerging Markets Rolling 12-Month Standard   

Deviation 12/31/11-6/30/16
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   Performance,

Correlation and Return Drivers    While investors appear to be buying these strategies

for their purported volatility characteristics, what we think they should be focusing on

is what those approaches have delivered in total returns. Over virtually every period we

examined, min-vol equities were able to reduce volatility by approximately 4% per year

compared to EM equities. However, switching to EM fixed income (local debt) netted an

additional reduction of 2% compared to EM min-vol. Finally, by avoiding currency risk

altogether, investors were able to not only reduce volatility but significantly boost

returns as well. In fact, over the entire period, EM corporates outperformed min-vol

equities by 3.9% per year with only 32% of the volatility. While correlation against EM

equities was lower than other strategies with currency risk, EM corporate bonds averaged

a respectable 0.83 over the available data history.   Emerging Markets Annualized 

P e r f o r m a n c e           12/31/10-6/30/16 

 Ultimately, the

drivers of return for EM corporates and EM min-vol equity strategies are different. EM

corporate bonds expose investors to U.S. interest rate risk, whereas EM equity

performance will be impacted by currency fluctuations. Both will be impacted by the

outlook for the financial performance of EM corporations. While EM markets have

rebounded sharply so far in 2016, uncertainties about the strength of the global economy

remain. In our view, by allocating to EM corporate debt, investors can maintain exposure

to emerging markets, significantly reduce volatility and also boost income potential to

power returns over market cycles. While the results are of course far from guaranteed,

investors looking for a true low-vol approach to emerging markets should consider
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allocations to EM fixed income.         1Source: Bloomberg, as of 6/29/16. 2As proxied by

t h e MSCI Emerging Markets Index. 3As proxied by the MSCI Emerging Markets Minimum

Volatility Index. 4As proxied by the J.P. Morgan GBI-EM Global Diversified Index. 5As

proxied by the J.P. Morgan CEMBI Broad Index.

Important Risks Related to this Article

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.

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.

Investments in currency involve additional special risks, such as credit risk and

interest rate fluctuations.  

 

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.

MSCI EAFE Index : is a market cap-weighted index composed of companies representative

of the developed market structure of developed countries in Europe, Australasia and

Japan.

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

and Information Technology sectors.

Corporate Bonds : a debt security issued by a corporation.

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.

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.

Correlation : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

Interest rate risk    : The risk that an investment’s value will decline due to an

increase in interest rates.

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 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.

JP Morgan GBI-EM Global Diversified Index : 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.

JP Morgan CEMBI Broad Index : 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).
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