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2016—until the election—had been the year of emerging market dominance. Commodities came

roaring back, and not only was it the year of emerging markets (EM), it was also the

year of emerging market currencies (with a weak U.S. dollar) and the commodity sectors

within emerging markets. Countries such as Brazil, Russia and Peru led, while commodity

importers like India and Korea lagged.

Since the election, however, there has been a new regime. The U.S. dollar started

strengthening, and emerging markets faced a setback—although commodities have remained

robust in the hope that infrastructure spending will support commodities and discussions

of oil production cuts have supported oil. 

Valuations Make EM Attractive, but What about Currency Risk?

One of the points supporting emerging markets is that anyone building capital market

assumptions that incorporate a valuation factor in setting outlook will tend to be over-

weight emerging markets. In the WisdomTree High Dividend Index family, for instance, the

Emerging Markets High Dividend Index traded at a 50% price-to-earnings (P/E) discount to

the High Dividend U.S. Index , one of the widest margins in last nine years. Of course,

emerging markets entail higher risk levels, so they should trade at a discount, but I

believe investing is about taking risks that you are compensated to take, so emerging

markets look attractive to many. 

But emerging markets are also critically reliant today on both China’s economy not

meaningfully deteriorating and not suffering from too strong of a U.S. dollar. A strong

dollar tends to reverberate throughout emerging markets, and that has been the

environment over the last five years. 

Blending Strong Dollar and Weak Dollar Beneficiaries to Diversify Factor Risk

One idea that could balance this currency risk is to combine a strong dollar beneficiary

—a country that sees performance tend to increase on the back of a strong U.S. dollar—

with emerging markets that are reliant on a weak U.S. dollar. 

A blend I have talked about for this approach looks to DXJ, the WisdomTree Japan Hedged 

Equity Fund, which I believe is one of the exchange-traded funds (ETFs) most tied to a

strong dollar and an improving U.S. economy, and DEM, the WisdomTree Emerging Markets Hi

gh Dividend ETF, which is reliant on the opposite from a currency side—a weak U.S.

dollar. 

A 50/50 blend of these two funds makes an interesting comparison to the MSCI AC World ex

-US Index over the last five years. 

Over the past five years, emerging market currencies generally were under great

pressure. Emerging markets and DEM underperformed the MSCI AC World ex-US Index

considerably—by more than 5 percentage points per year over this period. 

That was a time when Japan outperformed considerably. Over the full period, Japan on a c

urrency-hedged basis outperformed the MSCI AC World ex-US Index by more than 10

percentage points per year. 
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Implementing a blend of these two exposures would have landed investors ahead over five

years and also in 2016—a year emerging markets finally began turning around after a

dismal five years.

Allocating to a potentially strong dollar exposure—like DXJ, which is also among the

lowest valuation countries in the developed world today—therefore has the potential to

hedge what I think could be one of biggest risks to emerging market exposures for people

who like the valuations presented therein. 

The same can be said in reverse: If one is allocated to Japan exposure, perhaps a risk-

mitigating strategy is also to allocate toward higher-dividend emerging markets that

potentially benefit from a weak dollar and rising commodity prices. 

In summary, this 50/50 blend not only has an attractive historical return profile.

Looking at bottoms-up valuations of this 50/50 blend in comparison to the international

benchmarks below, we believe this valuation profile could continue to look attractive

going forward. 

Cumulative Return Chart—WisdomTree Blend vs. MSCI ACWI ex—USA Index

Click ticker for standardized performance of DEM and DXJ.

Fundamentals Perspective Supportive of WisdomTree 50/50 Blend:

 

Lower Price-to-Earnings Ratios, Higher Return on Assets (ROA) and Return on Equi
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ty (ROE) 

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

Unless otherwise noted, data source is Bloomberg, as of November 30, 2016.

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. Funds focusing on a single sector 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. 

DXJ focuses its investments in Japan, thereby increasing the impact of events and

developments in Japan that can adversely affect performance. Investments in currency

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

derivative investments which can be volatile and may be less liquid than other

securities, and more sensitive to the effect of varied economic conditions. As this Fund

can have a high concentration in some issuers, the Fund can be adversely impacted by

changes affecting those issuers. 

Due to the investment strategy of these Funds they may make higher capital gain

distributions than other ETFs. Please read each Fund’s prospectus for specific details

regarding each 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

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.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

MSCI AC World ex-US Index : Measures the performance of companies incorporated in both

emerging markets and developed markets, excluding the United States. Index weighting is

by market cap.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by

the firm’s total assets. Higher numbers indicate greater profits relative to the level

of assets utilized to generate them.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.
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