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Following a relatively tranquil 2017, volatility came roaring back in late January and

early February 2018, resting currently generally higher than what was seen last year. 

 

Many investors were calling for this change. That said, few foresaw how quickly and how

violently that prediction would come to fruition. While there was some debate as to what

exactly prompted the pickup in volatility, the bottom line is that the spike in the

Volatility Index (VIX) left equity investors running for cover. 

 

One thing we found interesting was that during the height of the February 2018

correction, the MSCI Emerging Markets Index outperformed the S&P 500 by almost 150 basis

points on the downside1. Given that the Emerging Market (EM) asset class historically has

had a standard deviation about 50% higher than that of the S&P2, EM investors who may

have expected the performance of EM to be worse than that of the US were likely

pleasantly surprised.

 

Valuation’s impact on beta

 

The EM outperformance in February 2018 brings to mind a concept that investment

strategist Jeremy Grantham has written about: beta is a critical component of explaining

relative performance, but valuation can influence beta. Assets that are more expensive

relative to their history may experience volatility above their expected levels (and

vice versa). When an asset’s price outruns its fundamentals, a downturn in the market

can be disproportionally negative when the music stops3. 

 

With the S&P 500 trading at or near historic highs (a statement we’ve been making for

some years now), this concept may become more important to consider.

 

This is the exact same idea that underpins WisdomTree’s original investment philosophy

and why we focus on fundamentals. Regarding those fundamentals, within EM we remain

encouraged by corporate earnings and believe that the valuation currently offered by the

asset class could be underappreciated.

 

Considering volatility as a buy signal

 

VIX Levels vs. MSCI Emerging Market Index forward one-year returns
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Sources: WisdomTree, Bloomberg. You cannot invest directly in an index. Data is for the period 01 August 2007 to 31 August 2018 and

corresponds with the inception date of the WisdomTree Emerging Markets SmallCap Dividend Index. 

Historical performance is not an indication of future performance and any

investments may go down in value. 

 

Learning to embrace volatility

 

On a closing basis, the recent high on the VIX was 37.32, set on 5 February 2018. Dating

back to 2007, of all 163 instances when the VIX reached levels at least that high, the

MSCI Emerging Markets Index had positive returns over the next year on every single

occasion—with the average one-year return at 69.7%. While VIX spikes admittedly were

clustered around a handful of key events, the results each time were unanimous: the

higher the levels reached by the VIX, the higher the forward returns tended to be for

EM.

 

The lesson here for investors is the potential to embrace volatility. Where a rising VIX

typically equates to a short-term equity sell-off, EM investors who have used the dips

as buying opportunities historically have seen positive results. 

 

Small-Cap dividends in Emerging Markets

 

Over our history, we’ve found that our dividend-weighted approach typically has the

greatest excess performance relative to cap weighting in lesser efficient markets,

particularly in mid-caps and small caps around the globe. Since its inception in 2007,

the WisdomTree Emerging Markets SmallCap Dividend Index not only has outperformed the

large-cap-focused MSCI Emerging Markets Index, but, contrary to what one might expect

with small caps, it has done so with less volatility.
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This excess performance holds true for both the Index’s entire history as well as

immediately following jumps in the VIX. Regardless of how high the VIX went, the

WisdomTree Index outperformed the MSCI index in the aftermath of all elevated VIX

levels.

 

Index forward returns following different VIX regimes

 

Sources: WisdomTree, Bloomberg. You cannot invest directly in an index. Data is for the period 01 August 2007 to 31 August 2018 and

corresponds with the inception date of the WisdomTree Emerging Markets SmallCap Dividend Index. 

Historical performance is not an indication of future performance and any

investments may go down in value.

 

Source

1 Bloomberg, for the period 26/01/18–08/02/18.

2 Bloomberg, for the period from 31/08/2008 to 31/08/2018.

3 Klijn, Wouter. “The Biggest Risk in Investing is in Trying to Avoid it: Grantham.” Investment Innovation

Institute. 21 March 2018. 

 

Related blogs

 

+ Surprise: Amidst 2018’s political bluster, emerging market equities are off to a stron

g start

Related products

 

+ WisdomTree Emerging Markets SmallCap Dividend UCITS ETF (DGSE)

View the online version of this article here.
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Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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