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We recently wrote about why our multifactor strategies favor using the low-correlation f

actor instead of the low-volatility factor as part of our alpha-seeking stock selection

composite multifactor scoring. In that piece we laid out two reasons for this. The first

was that low volatility as a standalone factor did not generate absolute excess returns

versus the market over the last 50-plus years. The second is that, historically, the

low-volatility factor has been extremely sensitive to interest rates, generally

underperforming in rising rate environments. 

 

Since the inception of WisdomTree’s U.S. Multifactor Index (WTUSMF) just over 14 months

ago, the yield on the 10-year U.S. government Treasury has increased 60 basis points (bp

s).1 As can be seen in the chart below, over this same period, the S&P 500 Index returned

19% annualized, led by its highest-volatility stocks, while low volatility has

underperformed, in line with what we’ve seen in past rising interest rate periods.

 

S&P 500 Volatility Quintile Returns S&P 500 Volatility Quintile Returns 

Low Volatility Underperforms with Rising Rates

 

 

WTUSMF’s Implicit Tilt to Low VolatilityWTUSMF’s Implicit Tilt to Low Volatility

 

Despite not using low volatility as an alpha-seeking factor, we are aware of its prowess

i n risk-adjusted terms and therefore use it as part of our strategy’s weighting

mechanism. Also, given some of our factor definitions, like risk-adjusted returns for mo
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mentum, the composite multifactor score rewards lower-volatility companies and

implicitly tilts the strategy toward this factor. (For more on our multifactor methodolo

gy, please refer to this piece.) 

 

 

Stock Selection Value Added Within Lowest-Volatility Stock Selection Value Added Within Lowest-Volatility QuintileQuintile

 

The table above shows the performance attribution of WTUSMF versus the S&P 500 Index in

terms of volatility quintiles. It is interesting to see how, since its inception, WTUSMF

has been over-weight the lowest-volatility quintile while being under-weight the rest. 

 

The WTUSMF has outperformed the S&P 500, despite having its highest allocation and

greatest over-weight in what was the worst performing segment for the S&P 500. Strong

stock selection is evident throughout four of the five volatility quintiles, combining

for 333 basis points of outperformance. 

 

Typical single-factor low-volatility portfolios tend to naively over-weight the lowest-

volatility stocks in the investment universe, resulting in significant deviations in

active weight while not providing differentiated stock selection. As a result of their

methodology, these pure low-volatility portfolios magnify their interest rate

sensitivity, and their performance becomes heavily dependent on the path of rates, as

they have no other means of factor diversification.

 

ConclusionConclusion

 

WisdomTree implements a composite multifactor blending approach targeting value-added

stock selection. Although we do not explicitly target low volatility as an alpha-seeking

factor, our methodology results in an implicit tilt toward it. This implicit tilt allows

the stock selection benefits inherent in our methodology to persist and thus give alpha

potential regardless of the path in interest rates.

 

 

 

1Source: Bloomberg, 6/30/17–8/31/18.

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.
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For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

AlphaAlpha  : Can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more

generally referred to as excess returns in general.

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

level.&nbsp.

Interest ratesInterest rates  : The rate at which interest is paid by a borrower for the use of money.

YieldYield  : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

10- Year Treasury10- Year Treasury  : a debt obligation of the U.S. government with an original maturity

of ten years.

Basis pointBasis point  : 1/100th of 1 percent.

S&P 500 IndexS&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Risk-adjusted basisRisk-adjusted basis  : When calculating the return, we refines the return by measuring

how much risk is involved in producing that return.

MomentumMomentum  : Characterized by assets with recent price increase trends over time. This

term is also associated with the Momentum Factor which associates these stock

characteristics with excess return vs the market over time.

Composite Factor Score (CFS)Composite Factor Score (CFS)  : Taking individual measurements of factor exposures,

and combining them into a single measure meant to represent multifactor exposure for a

certain asset. For example, in the case of the WisdomTree U.S. Multifactor Index, the

composite factor score aims to measure factor exposures to Value, Quality, Momentum and

Low Correlation as they relate to a single asset..

QuintileQuintile  : One of the class of values of a variate which divides the members of and

batch or sample into equal-sized subgroups of adjacent values or a probability

distribution into distributions of equal probability.
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