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Regardless of whether you believe markets are efficient or return premiums exist, in any

given year smart beta indexes that focus on capturing return premiums or “factors” are

either going to out- or underperform market cap-weighted indexes. Over long periods, we

feel that focusing on fundamentals and rebalancing back to those fundamentals at

periodic intervals can add value over complete market cycles, partly by tilting toward

known return premiums. In 2015, value and size (i.e., small caps) underperformed, but

momentum, quality and low volatility outperformed.1 Now the question is what factors will

perform best in 2016 and whether the answer changes depending on the direction of the

market. WisdomTree recently created the WisdomTree Dynamic Long/Short U.S. Equity Index

(WTDLS), designed to generate alpha at the core with a multi-factor stock selection

model along with the ability to hedge market risk dynamically. Key Features to 

WisdomTree Approach WisdomTree has been a pioneer in fundamental indexing for almost a

decade, typically focusing on signal factors such as value, quality and size; but now we

are pleased to introduce this new multi-factor approach. The WisdomTree Dynamic Long

U.S. Equity Index (WTDL) is the long component of WTDLS and comprises approximately 100

stocks with the highest combined fundamentals, which are low volatility weighted and

rebalanced quarterly. • Fundamental Selection:  Stocks are graded on a combination of

growth, quality and value factors, and the most attractive stocks in each sector are

selected for inclusion. It is important to note that each sector has its own unique

factor scoring system, because we believe a different set of fundamentals may

potentially work better in one sector as opposed to another. By combining quality and

value factors, which we believe complement each other, we hope to smooth the return

variance in the short term, while still tapping into the long-term return premiums.   •

Low-Volatility Weighting: In each sector, the Index assigns higher weights to stocks

that exhibit lower volatility characteristics, as measured by the stocks’ standard

deviation and beta to the market. We know that low volatility weighting has historically

worked as a single factor, so we believe applying it to a multi-factor selection model

will also add value.   • Sector-Neutral Capping:  The Index targets a sector-neutral

allocation when compared to the largest 500 U.S. stocks by market capitalization. We

believe this keeps the Index properly diversified and eliminates the potential for the

fundamental selection or low-volatility weighting to significantly over- or under-weight

certain sectors. We are confident about the stock selection and weighting process, so we

wanted to rely on that to drive the relative return differentials instead of taking

sector bets against a cap-weighted index. To get a sense of the outcome from the

selection and weighting process, we compared WTDL against popular market cap-weighted

style and factor indexes.   I n d e x     Valuations 
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 For definitions of

terms and indexes in the chart, visit our glossary.   • Attractive across Multiple 

Valuation Measures:  We find it impressive, but not surprising, that WTDL scored high

on multiple valuation measures. As of 12/31/2015, WTDL had the highest dividend yield;

it also showed similar price-to-earnings (P/E) ratios as the S&P 500 Value Index, both

indicators highlighting its tilt toward value. WTDL had the second-highest quality

metrics, defined by return on equity (ROE) and return on assets (ROA), a very close

second only to the MSCI USA Quality Index, which focuses more directly on that factor.

Lastly, WTDL had higher profit margins than the S&P 500 Index and very similar growth

expectations.   Dynamic Hedging  Indicator  The above table highlights how WTDL had

diversified exposure across multiple factors—but what if markets are choppy? For one

thing, the low-volatility weighting methodology could help smooth the returns and lower

market drawdowns, but a primary driver will be the dynamic hedging indicator. The

dynamic hedging indicator uses growth and quality indicators such as profit margins and

popular valuation measures to determine the hedge ratio or short percentage. So when the

fundamentals, or profits, of the universe are deteriorating, the dynamic indicator would

look to hedge the portfolio or increase the short percentage. Similarly, as valuations

become more stretched, adding risk to the portfolio, the indicator would look to hedge

as well. While our hedging indicator will certainly not get every market downdraft timed

perfectly, it did start getting more bearishly positioned toward the end of 2015 and

signaled to be 100% hedge for January 2016, making the net equity exposure for WTDLS 0%

(or market neutral). We believe the factor diversity and dynamic equity exposure this

index provides deserve a second look, given the recent market volatility and uncertainty

for 2016.         1Sources: WisdomTree, Bloomberg, 12/31/14–12/31/15. Refers to the

relative underperformance of the MSCI USA Value (Value) and MSCI USA Small Cap (Size)

and relative outperformance of MSCI USA Momentum (Momentum), MSCI USA Quality (Quality)

and MSCI USA Barra Low Volatility (Low Volatility) indexes against the MSCI USA Index.

Important Risks Related to this Article

Diversification does not eliminate the risk of experiencing investment losses.

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.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

Efficient Market Hypothesis    : Current share prices correctly reflect all available

information about publicly traded firms and continually incorporate the emergence of new

information on a nearly instantaneous basis; there are no bubbles, and firms are neither

expensive nor inexpensive.

Return premium : References the additional return generated by investing in securities

with certain fundamental factors (or attributes) that have shown persistent

outperformance over long periods.

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

market-cap weightings.

Market capitalization-weighting   : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights in approaches

designed to weight firms by market cap.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

Value : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

Quality : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

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

level.&nbsp.

Alpha  : 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.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

Growth  : Characterized by higher price levels relative to fundamentals, such as

dividends or earnings. Price levels are higher because investors are willing to pay more

due to their expectations of future improvements in these fundamentals.

Standard deviation   : measure of how widely an investment or investment strategy’s

returns move relative to its average returns for an observed period. A higher value

implies more “risk”, in that there is more of a chance the actual return observed is

farther away from the average return.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a

benchmark. In general, a beta less than 1 indicates that the investment is less volatile

than the benchmark, while a beta more than 1 indicates that the investment is more
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volatile than the benchmark.

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

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Dividend yields   : Refers to the trailing 12-month dividend yield. Dividends over the

prior 12 months are added together and divided by the current share price. Higher values

indicate more dividends are being generated per unit of share price.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

S&P 500 Value Index     : A market capitalization-weighted benchmark designed to measure

the value segment of the S&P 500 Index.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by

the firm’s total assets. Higher numbers indicate greater profits relative to the level

of assets utilized to generate them.

MSCI USA Quality Index : refers to the MSCI USA Quality Index which is a large and mid

cap US equity index aiming to capture the performance of quality growth stock. The Index

screens its parent index, the MSCI USA Index for ROE, stable year-over-year earnings

growth, and low financial leverage.

Profit margins   : Net income divided by total sales. Higher values indicate a greater

fraction of each dollar of sales being left to the firm and its owners after expenses

are accounted for.

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.

Drawdowns : Periods of sustained negative trends of return.

Short (or Short Position)     : The sale of a borrowed security, commodity or currency

with the expectation that the asset will fall in value, the opposite of Long (or Long

Position).

Bear market : A sustained downturn in market prices, increasing the chances of negative

portfolio returns.

MSCI USA Value Index     : is a large and mid cap US equity index aiming to capture

securities exhibiting overall value style characteristics. The Index screens for book

value to price, 12-month forward earnings to price, and dividend yield as value

characteristics.
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