wWisdomTree BLOG ARTICLE

INTRODUCING CURRENCY HEDGING TO
GLOBAL EX U.S. REAL ESTATE

Christopher Gannatti — Global Head of Research
11/09/2015

At WisdomTree, we introduced in 2009 the concept of currency-hedged equities to the
exchange-traded fund (ETF) structure-a concept that caught fire subsequent to the

introduction of Abenomics in Japan in Tate 2012.1 since then, similar excitement has
taken hold of eurozone equities and is beginning to take hold more broadly in developed

international equities.? The Bottom Line: we believe investors have awakened to the
“currency factor,” which we’ve seen can have rather significant dimpacts on the risk
/return profile of different investments over time. Currency Hedging Meets Global
ex-U.S. Real Estate Real estate occupies an 1interesting asset class in the current
market environment. One of the more attractive potential attributes of real estate is
that of rising income streams, thereby providing the potential to keep pace with
inflation. wWe don’t have notable inflation today, but all of the central bank policies
that contribute to making currency hedging interesting may Tlead to higher inflation in
the future. The current Tow-interest rate stance, seen from the perspective of developed
market central banks, could, however, make the relatively higher dividend yields of real
estate attractive presently, as 1income-generating assets. The critical question:
Does global ex-U.S. real estate represent an interesting valuation opportunity today
compared to other asset classes? If so, accessing it while seeking to neutralize the
challenges and headwinds that could come from a stronger U.S. dollar could be of
particular interest. How Does WisdomTree Focus on Global ex-U.S. Real Estate? At
wisdomTree, we have a history of designing Indexes that weight securities by their
fundamentals, and the case of the wWisdomTree Global ex-U.S. Real Estate Index 1is no
different. This Index weights each constituent by dividends paid. what does this mean?
well, the simplest way to see that is by looking at the difference in dividend yield

versus a similar universe of securities3: o FTSE EPRA/NAREIT Global ex US Index:
This Index has a dividend yield of approximately 3.3%, achieved by weighting
constituents on the basis of float-adjusted market capitalization. . WisdomTree Global
ex-U.S. Real Estate Index: This Index has a dividend yield of approximately 4.4%,
achieved by weighting constituents on the basis of the income they generated over the

prior annual cycle.? Gauging the Attractiveness of Global ex-U.S. Real Estate
It’s worth noting that, when Tooking at real estate globally, approximately 60% of the
opportunity set 1is outside of the uUnited States, as compared to equities broadly, where

slightly more than half of the opportunity set Tlies abroad.’ e Low Interest Rates
Could Continue: Taking the top five country exposures in the MSCI AC world ex-US Index
, we see the following 10-year government bond yields: 3Japan, 0.3%; United Kingdom,

1.8%; France, 0.8%; sSwitzerland, -0.33%; and Germany, 0.4%.° « Real Estate Is
currently Interesting Compared to Fixed Income: WwisdomTree’s Global ex-U.S. Real
Estate Index weights constituents by the income they generate, and while the risk
profile of these assets is different from that of government bonds, the current income
advantage may be of dinterest. Comparing the aforementioned country exposures, we see:
Japan, 1.64%; United Kingdom, 3.05%; France, 4.30%; Switzerland, 4.39%; and Germany,

2.59%.7 Don’t Let cCurrency Movements Swamp the Attractiveness of the Asset
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Class Wwe’ve written extensively about currency exposure having the potential to add
uncompensated risk over time. The WisdomTree Global ex-U.S. Real Estate Index has been
around for more than four years, so we Tlooked to quantify the currency impact from a

risk and return perspective over that period. How WisdomTree’s Index Has Performed
during a “Strong pollar” Period
Average Annual
Currency Impact Retum Sharpe Ratio
7% WisdomTree Global ex-U.S. Real Estate Index Nene 8.25% 0.55
&% |wisdomTree Global ex-U.5. Real Estate Index U.5, Dellar 2.67% 0.16
s0%  [Difference 5.58% 0.29
g;p’:s 0.5%
2
EZG’:(»
2 1% 12.1%
g o
-10%
0% -20.0%
T ] [ Il N [ [ L) ] L) L] ) L)
ey - - ..: - - - - - .: - ... - - - - - - - - = 5 = - - =
Currency Impact = WedomTres Giobalex-U S Red Exate index {with Currency Expoaane]

= WisdomTres Giobal ex-U 5 Real Egse inde {w thout Cunrency Bxposurs)

Sources: WisdormTree, Standard & Poor's, with data frorm 6811 to 930015 BB/ corresponds to the inception date of the
WisdorTree Global ex-U.5. Real Estate hdex. Past peformance is not indicative of future results. You cannot irvest directhy

S ——— ..
inan indesx For definitions of

terms in the chart, please visit our glossary.  On a cumulative basis, we see that the
currencies represented in the wisdomTree Global ex-U.S. Index universe depreciated 20.0%
over the period against the U.S. dollar. The difference 1in average annual returns
between the WwisdomTree Global ex-U.S. Index measured with currency and without currency
impact amounted to nearly 5.6% per year. ¢ On a risk-adjusted basis, we see that the
Sharpe ratio increased by 0.39 when the impact of currency was excluded. How to
Strategically Allocate to Global ex-U.S. Real Estate In reality, we understand that
this period was characterized by dollar strength. However, we pose this question: Is an
allocation to global ex-U.S. real estate being made in order to take advantage of a
particular movement in currency compared to the U.S. dollar, or is the allocation more
due to the attributes of the asset class, such as the income-generating potential? Since
we think that exposure to the income-generating assets is of primary importance, we
think that approaches designed to mitigate the impact of currency movements could be of
interest, and that is why we created the WwisdomTree Global ex-U.S. Hedged Real Estate

Index. Isource: Bloomberg. 2Developed international equities refers to the MSCI

EAFE Index universe. 3source: Bloomberg, with data as of 10/28/15. 4Refers to the period
of payments occurring over the 12 months prior to September 30 of each year, the annual

screening date for this Index. >source: Bloomberg, with data as of 10/28/15. Real estate
universes: FTSE EPRA/NAREIT Global ex US Index and FTSE EPRA/NAREIT United States Index.

Equity universe: MSCI ACWI Index. 6source: Bloomberg, with data as of 10/28/15. “source:
Bloomberg, with data as of 10/28/15.

Important Risks Related to this Article
Foreign investing involves special risks, such as risk of loss from currency fluctuation
or political or economic uncertainty.

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.

Investments 1in real estate involve additional special risks, such as credit risk,
interest rate fluctuations and the effect of varied economic conditions.

For standardized performance and the most recent month-end performance click here NOTE,
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this material 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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

Abenomics : sSeries of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.

Eurozone (Ez) : Consists of the following 18 countries that have adopted the euro as
their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,
Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia
and Spain (source: European Central Bank, 2014).

currency Factor : Currency is one of the factors that affect the fund return.

Risk : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for
returns to be farther away from this average.

Inflation : Characterized by rising price levels.

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

Dividend yield : A financial ratio that shows how much a company pays out in dividends
each year relative to its share price.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Fundamentals : Attributes related to a company’s actual operations and production as
opposed to changes in share price.

Dividend : A portion of corporate profits paid out to shareholders.

Float-adjusted market capitalization : Share price x number of shares outstanding,
adjusted for the fact that in many emerging markets, not all of the shares outstanding
regularly trade, which Teads to a reduction in the number of shares outstanding used 1in

the calculation.

MSCI AC World ex-US Index : Measures the performance of companies incorporated in both
emerging markets and developed markets, excluding the United States. Index weighting is
by market cap.

Risk-adjusted basis : Wwhen calculating the return, we refines the return by measuring
how much risk 1is involved in producing that return.

Sharpe ratio : Measure of risk-adjusted return. Higher values indicate greater return
per unit of risk, specifically standard deviation, which is viewed as being desirable.

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.

Annual screening date : The screening date vrefers to the date upon which
characteristics of eligible constituent firms are measured, whereas the rebalance refers
to when the results from the screening date are implemented by way of Index weights and
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constituents.

MSCI ACWI Index : A free-float adjusted market capitalization-weighted index that is
designed to measure the equity market performance of developed and emerging markets.
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