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Many are drawn to large-cap stocks, especially the technology giants that have dominated

the market in recent years. These mega-cap companies have shown impressive growth and

resilience amid the pandemic and the economic downturn, while small caps have languished

both in absolute and relative terms.

But there are some locations where small caps have done quite well, and they may

surprise you. Small caps in emerging markets (EM) have shown strong performance and

diversification benefits, as well as higher dividend yields and lower valuations than

U.S. small caps.

For all the talk of the “death” of the size factor, small caps have handily outperformed

large caps in EM for the last decade.

Trailing 10-Year Returns: Small vs. Large Caps

In addition to the strong relative performance case, some other points we’ll review that

may be surprising:

Do small caps even pay dividends in emerging markets?         The universe is quite

large and broad-based. More than 80% of EM small caps pay a dividend, and the

weighted average dividend yield is more than 5% on the WisdomTree EM SmallCap

Dividend Index1

Emerging market small caps had lower      volatility  than U.S. small caps as

measured by the MSCI EM Small Cap Index compared to the Russell 2000 over the

trailing 3-, 5- and 10-year standard deviations2
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While U.S. small-cap indexes are littered with many unprofitable companies,

WisdomTree’s EM small-cap Index filters for profitable dividend payers that favor

higher-quality companies as opposed to the more speculative titled U.S. small-cap

indexes

Let’s drill into each of these points in more detail.

Performance: Five Stars

The WisdomTree Emerging Markets SmallCap Dividend Fund (DGS) received the prestigious

five-star accolade from Morningstar, which is one way of quickly surmising it has strong

risk-adjusted performance relative to its broad emerging market category.

Over the last 10- and 15-year periods, DGS ranked in the top decile of the emerging

markets category, with more than 2% per year better performance than the category

average return.

Over the last three years, while the average emerging market fund had a -5% per year

return, DGS had a +5.8% per year return—a dramatic spread of outperformance.

Morningstar Performance: WisdomTree Emerging Markets SmallCap Dividend Fund      

(DGS)

What are some of the drivers of this? Many of the major benchmarks and active funds had

heavy exposure to the Chinese technology companies that came under significant pressure.

Focusing on dividend payers avoided those stocks.
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Dividends a Key Sign of Quality

The WisdomTree Emerging Markets SmallCap Dividend Fund (DGS) seeks to track the price

and yield performance, before fees and expenses, of the WisdomTree Emerging Markets

SmallCap Dividend Index.

Since the inception of the WisdomTree Emerging Markets SmallCap Dividend Index, it

outperformed the broad emerging markets by 347 basis points annualized.

Almost half the outperformance came from the top dividend-yielding stocks, which our

Index had more than 40% exposure to on average, whereas the cap-weighted Index had less

than 16% exposure.

The stocks in our Index in this top-yielding quintile returned 7.36% per year, while the

MSCI EM Index returned just 1.60% as a whole—showcasing the dividend factor as a key

driver of relative returns.

Even more interesting were the zero dividend payers in EM, which averaged almost 10% of

the weight of the broad EM Index and had -6.9% per year returns.

Index Dividend Yield Attribution: WisdomTree Emerging Markets SmallCap Dividend

Fund vs. MSCI Emerging Markets Index

Russell 2000 vs. EM Small Caps

People don’t think of U.S. small caps and dividends going together. Only half of

companies pay a dividend.3

The culture of paying dividends is much more prevalent in emerging markets.

DGS includes almost 1,000 companies with an average market cap similar to the levels in

the Russell and a slightly higher median market cap.

The dividend yield averages more than 5% for DGS and just 1.4% for the Russell 2000.

Twenty-six percent of the Russell 2000 is not profitable, while less than 1% of DGS is

not profitable.

Characteristics and Fundamentals Comparison
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For the most recent month-end standardized performance, please click here.

Emerging market small caps are an attractive asset class for investors seeking

diversification, growth potential and income. However, not all emerging market small

caps are created equal, and some may expose investors to higher risks and lower returns.

EM Small Caps Lower Volatility Than U.S. Small Caps

You might think EM small caps involve a lot more risk than U.S. small caps, but the data

on historical volatility shows DGS had lower volatility over all longer periods than

U.S. small caps.

Over 10 years, DGS had similar volatility as broad EM large caps.

Volatility Comparison
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For the most recent month-end standardized performance, please click here.

And over every standardized period, it had a down capture below 90%, cushioning some of

the drawdown in down months for the MSCI EM Index.

Down Capture Comparison

The biggest sector difference between DGS and the Russell 2000 is in Health Care, where

there are a vast number of unprofitable biotech companies in the U.S.

Relative to the MSCI EM Index, DGS has less exposure to Communication Services,

Financials and Information Technology—sectors where major Chinese tech companies (Comm.

Svcs. and Info. Tech.) and Chinese SOE banks (Financials) are populated.
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From a country perspective, we mentioned that the performance of DGS has benefited from

both an absolute return and risk perspective by being underexposed to China—8% for

DGS versus 25% for MSCI EM.

In exchange for less China exposure, there is an increased allocation to Taiwan, South

Africa, Thailand and Malaysia.  

For investors looking to minimize the China risk, DGS offers a compelling solution

without having to make a single country or regional bet.

Country Comparison

Conclusion

Emerging market small caps are an attractive asset class for investors seeking

diversification, growth potential and income. However, investors need to be selective

and avoid the pitfalls of traditional market cap weighting, which can expose them to

higher risks and lower returns.
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DGS, the WisdomTree Emerging Markets SmallCap Dividend Fund, offers a dividend-weighted

approach that aims to enhance the risk-return profile of emerging market small caps and

deliver higher income and lower volatility than the broader benchmarks.

DGS outperformed the broader benchmarks thanks to its dividend-weighted methodology,

sector and country allocation and exposure to value and quality factors.

 

 

1 Sources: WisdomTree, FactSet, MSCI, as of 1/31/24. Percent of EM small-cap dividend

payers based on sum of index weight for dividend payers in the MSCI Emerging Markets

Small Cap Index.

2 Sources: WisdomTree, MSCI, Russell, as of 1/31/24.

3 Sources: WisdomTree, FactSet, Russell, as of 1/31/24. U.S. small caps measured by the

Russell 2000 Index.

Important Risks Related to this Article

There are risks associated with investing, including the possible loss of principal.

Foreign investing involves special risks, such as risk of loss from currency fluctuation

or political or economic uncertainty. Funds focusing on a single sector and/or smaller

companies generally experience greater price volatility. 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, intervention and political developments. Due to the

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

other ETFs. Dividends are not guaranteed, and a company currently paying dividends may

cease paying dividends at any time. Please read the Fund’s prospectus for specific

details regarding the Fund’s risk profile.

Morningstar percentile rankings are based on a fund’s average annual total return

relative to all funds in the same Morningstar category, which includes both mutual funds

and ETFs and does not include the effect of sales charges. Fund performance used within

the ranking reflects certain fee waivers, without which returns and Morningstar rankings

would have been lower. The highest (or most favorable) percentile rank is 1, and the

lowest (or least favorable) percentile rank is 100. Past performance does not guarantee

future results.

Morningstar, Inc. All Rights Reserved. The information herein: (1) is proprietary to

Morningstar and/or its content providers; (2) may not be copied or distributed; and (3)

is not warranted to be accurate, complete or timely. Neither Morningstar nor its content

providers are responsible for any damages or losses arising from any use of this

information.

 

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.

Related Funds

+ WisdomTree Emerging Markets SmallCap Dividend Fund

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

Large-cap Value : Refers to companies with a market capitalization value of more than

$10 billion, 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 time

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

Emerging market   : Characterized by greater market access and less potential for

operational risks when compared to frontier markets, which leads to a larger base of

potentially eligible investors.

Dividend yield : A financial ratio that shows how much a company pays out in dividends

each year relative to its share price.

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

level.&nbsp.

MSCI EM Small Cap Index : Includes small cap representation across 21 Emerging Markets

countries. The small cap segment tends to capture more local economic and sector

characteristics relative to larger Emerging Markets capitalization segments.

Russell 2000 Index    : Measures the performance of the small-cap segment of the U.S.

equity universe. The Russell 2000 is a subset of the Russell 3000 Index representing

approximately 10% of the total market capitalization of that index. It includes

approximately 2000 of the smallest securities based on a combination of their market cap

and current index membership.

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.

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.

Down Capture   : Measure of the performance of an investment relative to a benchmark

index during a down market.
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