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The last blog on emerging market equities discussed my view of being bullish on emerging

market equities for 2013 because of relatively attractive valuations and an analysis of

forward returns from similarly attractive price points. Yet there are segments within

the emerging market equity space that I believe are more attractive than others. The

“defensive” stocks in the universe look like they have stretched valuations compared to

the “cyclical” stocks. According to a great study on this topic published by Jonathan

Garner and his team at Morgan Stanley, for the period from December 31, 1995, to January

31, 2013, “defensive stocks” within the MSCI Emerging Markets Index universe traded at a

price-to-earnings (P/E) ratio approximately 1.3x that of “cyclical stocks” from the same

universe. The current valuation multiple is 1.6x, which has already started trending

down from recent highs of 1.8x.

 (For definitions of

terms in this chart, please see our Glossary.)   Historical Premium for Defensive  

Stocks • The P/E ratio for defensives versus cyclicals is likely to remain above 1.0x.

Emerging market equities tend to be riskier than equities in other regions in the world,

and investors may be willing to pay a higher price to gain exposure to more defensive

stocks within this space. • Starting in 2011, emerging market defensive stocks traded at

a more significant premium multiple than cyclical stocks. Obviously, this happened

before, but there has been a tendency for the relationship to revert toward 1.3x and

sometimes well below that level.   Put simply, according to the historical relationships

exhibited between cyclical and defensive stocks in emerging markets for the period shown

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/blog/we-are-still-bullish-on-emerging-market-equities-for-2013
https://wisdomtree.com/etfs/fund-details.aspx?etfid=50
https://wisdomtree.com/blog/glossary#defensive-stocks
https://wisdomtree.com/blog/glossary#cyclical-stocks
https://wisdomtree.com/blog/glossary#msci-emerging-markets-index
https://wisdomtree.com/blog/glossaryE)%20ratio
https://wisdomtree.com/blog/glossary


in the preceding figure, defensive stocks are currently “too expensive.” There are two

ways that this situation might correct itself and return to its historical average: •

Defensive stocks become less expensive relative to their earnings. • Cyclical stocks

become more expensive relative to their earnings.   History Has Shown a Tendency for

Correction Research shows that when defensive stocks have traded at such expensive

multiples compared to cyclical stocks in the past, their forward-looking relative

performance has suffered: • The 6-month cumulative underperformance of defensives: -7.8%

(meaning they lagged cyclical stocks by this much) • The 12-month cumulative

underperformance of defensives: -16.1% (meaning they lagged cyclical stocks by this

much) There can be no guarantee that valuations will compress1 or that this relative

performance will always hold, but we believe this research to be a powerful illustration

encompassing almost 20 years of returns and historical relationships that Morgan Stanley

has identified. WisdomTree’s Current Positioning in Emerging Markets More to      

Cyclicals WisdomTree’s Emerging Markets Equity Income Index (WTEMHY) undergoes an

annual rules-based rebalance, which is based on a screen run on May 31 of each year. As

of the most recent rebalance, based on the May 31, 2012, Index screening, the sectors

that saw the highest increases in weight at the rebalance were in the cyclical sectors

of Energy and Materials, and sectors that received lower weights at the rebalance were

in the defensive basket, namely Consumer Staples and Telecommunication Services. At no

point during the annual screening does WisdomTree’s rebalance process for WTEMHY

distinguish between equities that are cyclical and equities that are defensive in nature

—the process is purely based on the relationship between dividend growth and price

performance over the year leading up to the annual screening date. However, we believe

it is worth mentioning WTEMHY’s current positioning—specifically, its over-weight toward

two sectors that have underperformed for the most recent full calendar year2. Conclusion

While there is no way to know future performance with certainty, history has shown a

tendency for defensive stocks within the emerging markets to be about 1.3x as expensive

as cyclical stocks on a P/E ratio basis. As of January 31, 2013, this figure was over

1.6x, indicating to us that defensive stocks may be expensive in historical terms. While

no guarantee of future performance, this makes us supportive of WTEMHY’s current

positioning with some of its largest weightings in the Energy and Materials sectors.  

For more information on the subject, read our research here.     1“Compress” in this

context means “become less expensive,” observed through a decline in the P/E ratio.

2Refers to the Energy and Materials sectors within the MSCI Emerging Markets Index for

the 2012 calendar year. Source: Bloomberg.

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.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#wisdomtree-emerging-markets-equity-income-index
https://wisdomtree.com/-/media/US-Media-Files/Documents/resource-library/documents/schwartzcommentary/WT-Research-Commentary-03-05-13-50.ashx?la=en
https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2013/03/12/emerging-market-cyclical-stocks-look-inexpensive


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

Defensive stocks : Refers to stocks in the Consumer Staples, Health Care, Utilities and

Telecommunication Services sectors.

Cyclical stocks : Refers to stocks in the Consumer Discretionary, Energy, Industrials,

Materials, Financials and Information Technology sectors.

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.

WisdomTree Emerging Markets Equity Income Index       : A subset of the WisdomTree

Emerging Markets Dividend Index measuring the performance of the higher-yielding stocks

as measured by trailing 12-month dividend yields, weighted by cash dividends.
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