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WisdomTree aspires to be at the forefront of innovative ways for marrying the benefits

of the exchange-traded fund (ETF) structure with goals that are associated with active m

anagers, such as outperforming market cap-weighted indexes over the long run.

 

In 2017, WisdomTree launched a domestic multifactor strategy to target factors well

researched in the academic literature. We believe our bottom-up method for combining

factors helps maximize the potential for higher absolute and risk-adjusted returns in a

unique fashion—and the real-time performance of this strategy has been quite good among

all the multifactor approaches, as we wrote about our one-year anniversary here.

 

WisdomTree is expanding this strategy and providing investors access to its multifactor

approach with two new active ETFs: the WisdomTree International Multifactor Fund (DWMF)

and the WisdomTree Emerging Markets Multifactor Fund (EMMF).

 

Going Beyond Beta for Alpha

 

The very first ETFs—and the majority of those that followed—were based on market

capitalization-weighted indexes. Broad market indexing and ETFs have gained a large and

growing share of the asset management marketplace due to investors’ desire to lower the

costs of investing. In addition, studies continually have found it difficult for

traditional active managers to overcome the higher fees they charge.

 

Believing in a passive, low-cost approach, WisdomTree launched a suite of fundamentally 

weighted Indexes and ETFs in 2006 that were designed to address a central drawback of

market cap-weighted indexing: that traditional cap weighting incorporates no sense of

rebalancing back to relative value and thus becomes unduly exposed to all major asset

pricing bubbles.

 

Alongside the consistent drive toward index investing, there has also been a growing

adoption of factor-based portfolio strategies. The research in the academic community

has centered its focus on value, quality, low volatility, momentum and size factors.

 

In WisdomTree’s original factor ETFs from 2006, we provided exposure to four of the five

well-regarded factors, with the exception of momentum. Factor analysis would illustrate

that our small-cap dividend ETF provides exposure to small caps (size), value, quality

and low beta (low volatility). These original WisdomTree factor ETFs were set up to be

broad-based, scalable solutions with low levels of tracking error versus more

traditional market capitalization-weighted benchmarks.
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While WisdomTree believes broad beta benchmarks—both market capitalization weighted and

fundamentally weighted—will continue to gain share at the expense of expensive active

management, we also think there is a place in portfolios for higher alpha-seeking

investment strategies that are priced reasonably and at relatively low fees compared

with traditional active management.

 

Modern Alpha Strategies

 

In a quest to build our higher tracking error and more-active strategies, WisdomTree

believes it is important to balance the risks that come with more-active mandates. Some

of these risks include:

 

Balance of Factors:   Are you over-weight in certain factors that become

meaningfully out of favor for a long stretch of time? For instance, WisdomTree

believes in the long-run efficacy of the value factor, yet in the past decade, value

indexes have lagged growth indexes in nearly every market globally, with Japan as

one of the only notable exceptions. A strategy that just tilts to value, therefore,

has had a meaningful headwind over this period.

Sector and Country Bets:    Are you meaningfully under-weight or over-weight in

certain sectors or countries that are a result of your factor tilts? For instance,

minimum volatility and high dividend indexes have an inherent over-weight in bond

proxy sectors such as Utilities, Telecom and Real Estate. A country like China and

its tech sector has experienced some of the highest growth in emerging markets, and

as a result has had among the lowest earnings yields. A value index may be

chronically under-weight in a country like China.

Balance Benefits of a Diversified Factor Approach:       In a strategy designed to

add alpha, one must take meaningful stock selection risk. Employing factor

diversification to improve the merits of stock selection signals was a key element

shaping WisdomTree’s thinking on a more “active” methodology.

Currency Management Overlay:   WisdomTree has worked with Record Currency

Management (Record) to use its currency research and currency signals to dynamically

hedge currency exposures within international equity strategies. In international

investing, currencies can contribute a significant proportion of overall returns and

volatility, making exposure to currency an important factor driving international

results.

 

Unique, Multifactor Active ETFs

 

WisdomTree’s multifactor strategies not only will seek significant tilts away from pure

market cap weighting with 1) more concentrated stock selection rules, and 2) a flatter

“factor” and risk-based weighting methodology more akin to equal weighting, but there

will also be an active overlay from the purely model-based output.

 

The active overlay: WisdomTree seeks to apply risk analysis of our raw factor model.

When certain factor bets creep into the model portfolio that make the balance of risks

tilt too much in one factor’s direction, we can adjust the portfolio to be more balanced

across our factors. 

Our research shows there are times when a pure indexing approach can lead to unbalanced

factor or sector concentration risk—even when indexes are designed to equally weight a

diverse set of factors.
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And as WisdomTree gets more active in spirit of our underlying investment strategies, we

believe it is important to utilize the type of risk controls active management shops

employ.

 

In an upcoming blog post, we will discuss the specific factors we are targeting in our

new multifactor active equity strategies and the research underpinning our multifactor

process.

 

The Future for Active ETFs

 

Active equity strategies are an exciting new frontier for ETFs. So far, successful

active strategies really have been confined to some of the well-known fixed income

managers whose brands ported well into fully transparent ETFs. But WisdomTree believes

there is value that active strategies can provide. Many active investment managers could

likely improve their performance by marrying a more systematic discipline to their

subjective decision-making.

 

WisdomTree believes our active ETFs are examples for a new breed of “modern alpha”

seeking strategies and we are excited for much more to come in this space.

 

Important Risks Related to this Article

Investing involves risk, including possible loss of principal. Investments in non-U.S.

securities involve political, regulatory and economic risks that may not be present in

U.S. securities. For example, foreign securities may be subject to risk of loss due to

foreign currency fluctuations, political or economic instability, or geographic events

that adversely impact issuers of foreign securities. Derivatives used by the Funds to

offset exposure to foreign currencies may not perform as intended. There can be no

assurance that the Funds’ hedging transactions will be effective. The value of an

investment in the Funds could be significantly and negatively impacted if foreign

currencies appreciate at the same time that the value of the Funds’ equity holdings

falls. While the Funds are actively managed, the Funds’ investment process is         

expected to be heavily dependent on quantitative models and the models may not       

perform as intended.

 

Additional risks specific to EMMF include but are not limited to emerging markets risk.

Investments in securities and instruments traded in developing or emerging markets, or

that provide exposure to such securities or markets, can involve additional risks

relating to political, economic or regulatory conditions not associated with investments

in U.S. securities and instruments or investments in more developed international

markets.

 

Please read the Funds’ prospectuses for specific details regarding the Funds’ risk

profiles.

For the top 10 holdings of EMMF please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/equity/emmf

For the top 10 holdings of DWMF please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/equity/dwmf

For standardized performance and the most recent month-end performance click here NOTE,
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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

Active manager : Portfolio managers who run funds that attempt to outperform the market

by selecting those securities they believe to be the best.

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.

Factor  : Attributes that based on its fundamentals or share price behavior, are

associated with higher return.

Bottom-up : An investment approach that de-emphasizes the significance of economic and

market cycles. This approach focuses on the analysis of individual securities.

Risk-adjusted returns   : Returns measured in relation to their own variability. High

returns with a high level of risk indicate a lower probability that actual returns were

close to average returns. High returns with a low level of risk would be more desirable,

as they indicate a higher probability that actual returns were close to average returns.

Fundamental weighting : A type of equity index in which components are chosen based on

fundamental criteria as opposed to market capitalization. Fundamentally weighted indexes

may be based on fundamental metrics such as revenue, dividend rates, earnings or book

value.

Relative value : The relationship between a particular attribute, e.g., a dividend, and

the firm’s share price compared to that of another firm.

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.

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.

Low Volatility   : Characterized by lower standard deviation of price over time. This

term is also associated with the Low Volatility Factor, which associates lower

volatility stocks with better risk-adjusted returns vs the market over time.

Momentum  : 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.

Size  : Characterized by smaller companies rather than larger companies by market

capitalization. This term is also related to the Size Factor, which associates smaller

market-cap stocks with excess returns vs the market over time.

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

capitalization between $200 million to $2 billion.

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

volatile than the benchmark.
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Tracking Error   : Can be discussed as both the standard deviation of excess return

relative to a specific benchmark, or absolute excess return relative to a specific

benchmark.

Modern Alpha : Modern Alpha® combines the outperformance potential of active with the

benefits of passive—to offer investor strategies that are built for performance.
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