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One of the most discussed topics in 2016 was the “smart beta” conversation. Many

investors are evaluating whether and how to integrate factors that have been associated

with driving stock returns—value, size, momentum and quality—into their overall

allocations, and which exchange-traded funds (ETFs) best help them to do so. Over the

past 10 years, WisdomTree has been leading this conversation with our family of

dividend-weighted and earnings-weighted ETFs. 

2016 also reminded us that the U.S. dollar is often an important “factor” when investing

outside the United States. Consider the MSCI ACWI ex-U.S. Index, which measures the

returns of developed world and emerging markets stocks outside the U.S. In 2016, the

MSCI ACWI ex-U.S. Index underperformed the S&P 500 Index for the fourth year in a row

and for the fifth time in the last six years. The chart below plots the ratio of total

returns (in white) generated by the MSCI ACWI ex-U.S. Index to those of the S&P 500

Index, going back to 2000. Note how that ratio rose from 2002 through early 2008 to more

than 1.6, during a period when the U.S. dollar declined by about 25% against a basket of

foreign currencies (in orange).1 Once that process reversed itself and the dollar began

to appreciate again, beginning in the summer of 2011, the ratio of the MSCI ACWI ex-U.S.

Index relative to the S&P 500 declined precipitously. Over that period, the dollar

appreciated 28%, or roughly 4.7% per year. Many of the gains generated by foreign equity

markets over those last five and a half years were washed away by losses posted by

foreign currencies. In a low-yielding, low-return world, losing 4.5% per year due to

foreign currency movements is not a formula for success. 

Total Returns of MSCI ACWI ex-U.S. Index Relative to S&P 500 Index (12/31/99—           

12/31/16)

Once an investor realizes that success in overseas investing is typically shaped by
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multi-year moves in the dollar, the question then becomes this: What is the best way to

capitalize on this phenomenon while managing the risk that comes from foreign currency

exposure? WisdomTree believes the answer is to dynamically hedge exposure to foreign

currencies. Or stated another way, seek to capture the lion’s share of the foreign

currency move when it helps you, and seek to avoid foreign currency exposure when it

hurts you. 

WisdomTree created an Index that makes this decision for you, at the end of each month,

based on how foreign currencies are behaving relative to the U.S. dollar. The WisdomTree

Dynamic Currency Hedged International Equity Index incorporates three signals—momentum, 

interest rate differentials and relative value based on purchasing power parity (PPP)—to

determine how much foreign currency exposure to assume. It began 2017 with roughly 70%

of foreign currencies hedged.

The chart below illustrates how well the WisdomTree Index did relative to the unhedged M

SCI EAFE Index and to a 100% currency-hedged version of the MSCI EAFE.

The WisdomTree Index returned 8.3% in 2016, outperforming the MSCI EAFE Index by more

than 7 percentage points and beating the 100% hedged version of the MSCI EAFE by 219 bas

is points (bps). As the chart and table below show, the impact these depreciating

foreign currencies had on MSCI EAFE’s returns for U.S.-based investors—515 bps—had a

bigger impact on returns in 2016 than did tilting toward MSCI EAFE Value, MSCI EAFE

Quality, MSCI EAFE Minimal  Volatility or even MSCI EAFE Small Cap.

2016 Cumulative Total Return
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For definitions of indexes in the chart, visit our glossary.

Although returns over many decades are not expected to be impacted by currency exposure

in the developed world, in any given year, foreign currency exposure can impact returns

as much or more than any of the so-called smart beta factors. This was true in 2016, and

it has been true over the past three years. The strength of the U.S. dollar has had a

greater impact on international equity returns than any of the commonly used smart beta

factors, if MSCI EAFE is your proxy.

Most international equity managers measure themselves against the unhedged MSCI EAFE

Index. And with last year’s paltry 1% return, many, like their benchmark, have generated

negative returns over the past few years, disappointing U.S. investors. Much of the

disappointment stems from international equity managers—and unhedged index funds—not

having a viable strategy to manage foreign currency risk.

Conclusion

2017 could well be another year in which the U.S. dollar appreciates in value against

other developed world currencies. That could once again pose a challenge for investors

who own funds that buy stocks outside the United States. For investors looking to

outsource the decision regarding when to hedge foreign currency exposure, WisdomTree has

a one-stop solution. Launched in January 2016, the WisdomTree Dynamic Currency Hedged In

ternational Equity Fund (DDWM) provides broad exposure to the developed world equity

markets while dynamically mitigating the impact of foreign currency exposure, using a

rule-based algorithm that resets at the end of each month. Learn more about the WisdomTr

ee Dynamic Currency Hedged International Equity Fund (DDWM).

 

 

1U.S. dollar uses the Real Trade Weighted U.S. Dollar Index from the St. Louis Fed. 

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. The Fund invests in derivatives in seeking to obtain

a dynamic currency hedge exposure. Derivative investments can be volatile, and these

investments may be less liquid than other securities, and more sensitive to the effects

of varied economic conditions. Derivatives used by the Fund may not perform as intended.

A Fund that has exposure to one or more sectors may be more vulnerable to any single
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economic or regulatory development. This may result in greater share price volatility.

The composition of the Index underlying the Fund is heavily dependent on quantitative

models and data from one or more third parties, and the Index may not perform as

intended. The Fund invests in the securities included in, or representative of, its

Index regardless of their investment merit, and the Fund does not attempt to outperform

its Index or take defensive positions in declining markets. Please read the Fund’s

prospectus for specific details regarding the 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

Smart Beta   : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.

Dividend weighted : Constituent securities represented within the Index in proportion

to their contribution to the dividend stream of the Index.

MSCI ACWI ex-U.S. Index     : A free-float adjusted market capitalization-weighted index

that is designed to measure the equity market performance of developed and emerging

markets excluding companies based in the United States.

S&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.

Dynamic Hedge   : Strategy in which a currency hedge can be varied (as opposed to

targeting a constant level) and change over the course of time.

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

Purchasing power parity : Academic concept stating that exchange rates should adjust

so that equivalent goods and services cost the same across countries, after accounting

for exchange-rate differences.

MSCI EAFE Index : is a market cap-weighted index composed of companies representative

of the developed market structure of developed countries in Europe, Australasia and

Japan.

Basis point : 1/100th of 1 percent.

Real Trade Weighted U.S. Dollar Index      : A weighted average of the foreign exchange

value of the U.S. dollar against the currencies of a broad group of major U.S. trading

partners.
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