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For several years, investors allocating to emerging markets (EM) had little reason to cheer. With U.S. markets 

reaching all-time highs, the sputtering of EM equities contrasted sharply with those in developed markets. Patient 

investors were finally rewarded as the markets turned shortly after the start of 2016. After a very strong 2017, 

where the asset class had its best year since 2009, flows back into EM continued to accelerate through the first 

quarter of 2018, while exercising more caution in the turbulent second and third quarters.

We’ve found two takeaways from studying recent EM fund flows. First, the trend from active strategies into passive 

is starting to bleed into emerging markets, as significantly more in assets flowed into EM ETFs than mutual funds.1 

Second, the ETFs receiving flows seem to be concentrated in the largest cap-weighted funds—specifically the iShares 

Core MSCI Emerging Markets ETF (IEMG), the Vanguard FTSE Emerging Markets ETF (VWO) and the iShares MSCI 

Emerging Markets ETF (EEM).

Despite these flows, U.S. investors largely remain under-weight EM, if we can use aggregate ETF industry data as a 

proxy. Of the approximately $3 trillion in U.S.-listed equity ETFs, only about 9% is in EM equity strategies.2 Given that 

EM equities represent about 11% of the MSCI ACWI, we believe flows into EM could likely continue as investors move 

to a neutral or over-weight position in their portfolios.

FINDING GAPS IN PORTFOLIO CONSTRUCTION 

As we consult with our clients about how to best optimize their model portfolios, a few interesting trends typically 

emerge. We’ve found that many investors include U.S. small-cap stocks in their models, but fewer tend to include 

international small caps, and even fewer include EM small caps.

To us, this is the opposite of how we recommend building portfolios, and we believe it represents a massive gap in 

a complete model. We believe that when it comes to portfolio construction, specific to emerging markets, a larger 

allocation to small-cap stocks is merited.
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BENEFITS OF SMALL CAPS THAT ARE UNIQUE TO EM 

The first and most obvious benefit of investing in EM small-cap stocks is access to the small-cap return premium. 

Academic research has shown that smaller companies have tended to outperform larger companies over the long run, 

which has held true across all major regional equity markets.

Smaller, more domestically oriented companies will typically conduct more of their business in their local markets. 

Investing in these companies is an organic way to access the much-desired rise of the EM middle-class consumer 

theme—which McKinsey referred to as “the biggest growth opportunity in the history of capitalism”3—without being 

constrained to just the two consumer sectors. As EM GDP growth is expected to continue its 2017 acceleration through 

2018, smaller companies that are more levered to their local markets should benefit more from faster growth than larger 

globally oriented companies.

The WisdomTree Emerging Markets SmallCap Dividend Fund (DGS), launched in October 2007, was the first emerging 

market small-cap ETF launched in the ETF industry. With its small-cap focus, DGS’s constituents have typically derived 

more of their revenue from within their local markets when compared to IEMG, VWO and EEM.

The possibility of a trade war exists for as long as the Trump administration remains in office. Due to their local focus, 

small caps are much more insulated from many hypothetical trade battles, and are much less reliant on potentially weak 

global growth demand in the developed world.
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Sources: WisdomTree, FactSet, as of 9/30/18. Past performance is not indicative of future results. You cannot invest directly in an index.

3 Yuval Atsmon, Peter Child, Richard Dobbs and Laxman Narasimhan, “Winning the $30 Trillion Decathlon: Going for Gold in Emerging 
Markets,” McKinsey, 8/12.
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A specific risk in EM investing is that some of the largest companies by market capitalization are state-owned enterprises 

(SOEs), which make up a significant portion of many cap-weighted indexes and ETFs. These companies can be 

managed inefficiently and do not always have the interests of shareholders at the top of their list of priorities (consider 

a hypothetical government-run company trying to simultaneously balance maximizing both profits and employment). 

Investing in companies with smaller market caps can largely avoid many of these large, less efficient enterprises.

For example, DGS has roughly half the SOE exposure as IEMG, VWO, EEM and the MSCI EM Index.

Exposure to State-Owned Enterprises
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Sources: WisdomTree, Bloomberg, as of 9/30/18. Subject to change. You cannot invest directly in an index.

NOT JUST ANY SMALL CAP WILL SUFFICE 

Finally, one thing that we’ve discovered during our firm’s history is that our dividend-weighted approach tends to make 

the greatest difference in less efficient markets, particularly in mid- and small caps. Analyzing global public equity 

markets, EM small caps could arguably be the least efficient of them all. Real-time results for over 10 years suggest so. 

Indeed, not only has DGS outperformed both the broad MSCI EM Index as well as the MSCI EM Small Cap Index since 

its inception, but it has done so with less volatility than either.4

Therefore, we believe that investors shouldn’t own just EM small-cap stocks—they should own small-cap dividend payers.

4 Sources: WisdomTree, Zephyr StyleADVISOR, as of 9/30/18.
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ARE INVESTORS ACCESSING THESE BENEFITS? 

The MSCI Emerging Markets Index has just over 2.0% in small caps, so ETFs that track the Index (such as EEM) and 

active managers that are closely tied to it are hardly reaping the benefits we just reviewed. IEMG and VWO track 

indexes that cover a broader universe of EM equities and have relatively more exposure to small-cap stocks.

Exposure to Small Cap Stocks

Sources: WisdomTree, Bloomberg, as of 9/30/18. Small caps defined as those with less than $2 billion in market capitalization. Subject 
to change. You cannot invest directly in an index.

While both of these are an improvement over EEM, we do not believe that this allocation goes far enough, and believe 

that a dedicated allocation to DGS is justified.

THE IMPACT OF IMPLEMENTING DGS IN MODEL PORTFOLIOS 

A blended model of IEMG with DGS would have historically experienced increased returns as a larger portion was 

added to DGS, regardless of the size of the allocation. Further, as DGS was added to an IEMG allocation, the overall 

portfolio volatility would decrease, with the minimum variance portfolio featuring 60% in DGS and 40% in IEMG. 

Outside of allocations that contained at least 80% in DGS, this 60/40 allocation also represented the maximum Sharpe 

ratio for the IEMG/DGS blended model.
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Sources: WisdomTree, Zephyr StyleADVISOR. Data for the period 11/1/12–9/30/18. Past performance is not indicative of future 
results. You cannot invest directly in an index.
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Additionally, on top of its attractive risk-enhancement characteristics, the fundamentals underpinning DGS further 

make the case for its inclusion in an EM model portfolio. DGS has both a higher dividend yield and lower P/E ratio than 

all three competitor ETFs. Thus, each marginal percentage allocation toward DGS has the dual impact of boosting an 

investor’s dividend yield and reducing the portfolio’s valuations.

Sources: WisdomTree, FactSet, as of 9/30/18. Past performance is not indicative of future results. You cannot invest directly in an index.

5.0%

4.5%

16.0x

DGS DGSIEMG IEMGEEM EEMVWO VWOMSCI EM 
Index

MSCI EM 
Index

0.0% 0.0x

0.5% 2.0x

1.0%
4.0x

1.5%

6.0x2.0%

8.0x2.5%

14.0x

12.0x

10.0x3.0%

4.0%

3.5%

Dividend Yield P/E Ratio

4.51%

2.52% 2.52% 2.63% 2.53%

12.98x

10.85x

13.46x
12.98x

14.22x

Fund/Index Fund/Index

WisdomTree.com    866.909.9473

A similar pattern exists when blending DGS with VWO and EEM, but with the volatility of the model at its lowest when 

DGS represented 70% of each allocation.
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CONCLUSION 

Investors who are allocating to emerging markets should be aware of some of the pitfalls of investing in cap-weighted 

ETFs, as well as the nuances that are specific to the EM universe. While we understand that not all investors are 

comfortable allocating 100% of their EM exposure to small caps, we believe that carving out a significant sleeve to DGS 

can act as a powerful diversification tool in building EM model portfolios.

Unless otherwise noted, data source is Bloomberg, as of September 30, 2018.

Average Annual Returns as of  9/30/18

Fund/Index Information Total Return NAV (%) Market Price (%)

Fund/Index Ticker Exp.  
Ratio

Inception 
Date 1-Yr. 3-Yr. 5-Yr. 10-Yr. Since 

Inception 1-Yr. 3-Yr. 5-Yr. 10-Yr. Since 
Inception

WisdomTree Emerging Markets 
SmallCap Dividend Fund DGS 0.63% 10/30/07 -2.40% 12.43% 2.93% 7.66% 2.40% -3.49% 12.22% 2.83% 7.34% 2.34%

iShares Core MSCI Emerging 
Markets ETF IEMG 0.14% 10/18/12 -0.86% 11.89% 3.55% N/A N/A -1.61% 11.61% 3.53% N/A N/A

iShares MSCI Emerging  
Markets ETF EEM 0.72% 4/7/03 -1.35% 11.73% 3.02% 4.45% N/A -2.14% 11.60% 3.04% 4.26% N/A

Vanguard FTSE Emerging  
Markets ETF VWO 0.14% 3/4/05 -3.10% 10.09% 2.98% 4.71% N/A -3.55% 10.11% 3.11% 4.62% N/A

MSCI Emerging Markets Index N/A -0.81% 12.36% 3.61% 5.40% N/A -0.81% 12.36% 3.61% 5.40% N/A

Performance is historical and does not guarantee future results. Current performance may be lower or higher than quoted. 
Investment returns and principal value of an investment will fluctuate so that an investor’s shares, when redeemed, may be worth 
more or less than their original cost. Performance data for the most recent month-end is available at www.wisdomtree.com. 
Performance data for the most recent month-end for iShares funds is available at www.ishares.com. Performance data for the most 
recent month-end for Vanguard funds is available at www.vanguard.com.
WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the Fund. Total returns 
are calculated using the daily 4:00 p.m. EST net asset value (NAV). Market price returns reflect the midpoint of the bid/ask spread 
as of the close of trading on the exchange where Fund shares are listed. Market price returns do not represent the returns you 
would receive if you traded shares at other times.
Index performance does not represent actual fund or portfolio performance. A fund or portfolio may differ significantly from the 
securities included in the index. Index performance assumes reinvestment of dividends but does not reflect any management fees, 
transaction costs or other expenses that would be incurred by a portfolio or fund, or brokerage commissions on transactions in 
fund shares. Such fees, expenses and commissions could reduce returns.

WisdomTree.com    866.909.9473
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Investors should carefully consider the investment objectives, risks, charges and expenses of the Funds before investing. To 
obtain a prospectus containing this and other important information, please call 866.909.9473, or visit WisdomTree.com to 
view or download a prospectus. Investors should read the prospectus carefully before investing.

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 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 and intervention or political 
developments. Due to the investment strategy of this Fund, it may make higher capital gain distributions than other ETFs. Please read the 
Fund’s prospectus for specific details regarding the Fund’s risk profile.

Neither MSCI nor any other party involved in or related to compiling, computing or creating the MSCI data makes any express or implied 
warranties or representations with respect to such data (or the results to be obtained by the use thereof), and all such parties hereby 
expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness for a particular purpose with respect to 
any such data. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third party involved in or related to 
compiling, computing or creating the data have any liability for any direct, indirect, special, punitive, consequential or any other damages 
(including lost profits), even if notified of the possibility of such.

The WT Funds may pay cash when redeeming Creation Units in addition to, or in place of, the delivery of a basket of securities. The Fund 
may be required to sell portfolio securities in order to obtain the needed cash, which may cause the Fund to recognize taxable income 
that it might not have recognized if it had completely redeemed in-kind. As a result, the Fund may be less tax efficient than if the in-kind 
redemption process was used.
The Vanguard FTSE Emerging Markets ETF (VWO) seeks to track the performance of a benchmark index that measures the investment return of stocks issued 
by companies located in emerging market countries. Investment Strategy and Risks: The Fund employs an indexing investment approach designed to track the 
performance of the FTSE Emerging Markets All Cap China A Inclusion Index, a market-capitalization-weighted index that is made up of approximately 3,658 common 
stocks of large-, mid-, and small-cap companies located in emerging markets around the world. The Fund invests by sampling the Index, meaning that it holds a 
broadly diversified collection of securities that, in the aggregate, approximates the Index in terms of key characteristics. These key characteristics include industry 
weightings and market capitalization, as well as certain financial measures, such as price/earnings ratio and dividend yield. International investing involves risks, 
including risks related to foreign currency, limited liquidity, less government regulation and possibility of substantial volatility due to adverse political, economic or 
other developments. These risks often are heightened for investments in emerging/ developing markets or in concentrations of single countries. China A-shares 
risk, which is the chance that the Fund may not be able to access a sufficient amount of China A-shares to track its target index. China A-shares are only available to 
foreign investors through a quota license or the China Stock Connect program. For a prospectus visit investor.vanguard.com. The iShares Core MSCI Emerging 
Markets ETF (IEMG) (the “Fund”) seeks to track the investment results of an index composed of large-, mid- and small-capitalization emerging market equities. 
Investment Strategy and Risks: The Fund seeks to track the investment results of the MSCI Emerging Markets Investable Market Index (IMI) (the “Underlying Index”), 
which is designed to measure large-, mid- and small-cap equity market performance in the global emerging markets. The Underlying Index may include large- or mid-
capitalization companies. International investing involves risks, including risks related to foreign currency, limited liquidity, less government regulation and possibility 
of substantial volatility due to adverse political, economic or other developments. These risks often are heightened for investments in emerging/ developing markets 
or in concentrations of single countries. The iShares MSCI Emerging Markets ETF (EEM) (the “Fund”) seeks to track the investment results of an index composed 
of large- and mid-capitalization emerging market equities. Investment Strategy and Risks: The Fund seeks to track the investment results of the MSCI Emerging 
Markets Index (the “Underlying Index”), which is designed to measure equity market performance in the global emerging markets. Underlying Index may include 
large- and mid-capitalization companies. The Fund is not actively managed and BFA generally does not attempt to take defensive positions under any market 
conditions, including declining markets. International investing involves risks, including risks related to foreign currency, limited liquidity, less government regulation 
and possibility of substantial volatility due to adverse political, economic or other developments. These risks often are heightened for investments in emerging/ 
developing markets or in concentrations of single countries. For a prospectus visit www.iShares.com.

WisdomTree Funds are distributed by Foreside Fund Services, LLC. Foreside Fund Services, LLC, is not affiliated with other entities mentioned. WTGM-1345


