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In a recent post, we highlighted our rationale for why we believe investors should consi
der maintaining exposure to developed international equities in the current market envir
onment. In this post, we dive deeper into how our approach stacks up against some of the
biggest active managers in the category. As we will show, currency hedging and small cap
S are two important themes that can potentially help investors generate excess returns
and 1imit downside risk across developed international markets.

The 50% Currency-Hedged Baseline

In reviewing the returns in the below table of the MSCI EAFE 100% Hedged Index compared
to the MSCI EAFE Index going back to 2001, the unhedged Index had a return advantage of
just under 50 basis points (bps) annualized-a modest but notable performance advantage.
with returns between the two Indexes so close over the long run, why should investors
even care about currency hedging? A few points to consider:

e Incremental vVolatility: Wwhile we don’t know if the currency exposure will be a
headwind or tailwind going forward, our research has shown that taking on currency
risk across broad international equity allocations has consistently increased risk
(volatility). over the time frame back to 2001, the additional return from bearing
currency risk resulted in 248 bps of additional volatility-16.57% versus 14.09%.

e Diversification: Given that currency risk tends to increase volatility, the only
legitimate justification to assume this risk is that you are expressing a market
view or if the currency exposure were a diversifier to your existing portfolio. When
comparing returns to the S& 500, a proxy for the core of most dollar-based
investors’ portfolios, we see the hedged and unhedged Indexes produced the same
correlation of 0.87. Simply put, currency exposure didn’t enhance diversification.

e Cost to Hedge: In today’s environment of rising interest rates in the U.S. and
negative short-term rates in markets such as the eurozone and Japan, hedging costs
for dollar-based investors 1is negative against most major currencies. From the
perspective of U.S.-based investors, hedging developed market currency risk results
in positive carry. In other words, investors are getting paid to hedge.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/~/link.aspx?_id=E2B3418C158443608134CAE1C3A40043&_z=z
https://wisdomtree.com/blog/glossary#active-manager
https://wisdomtree.com/blog/glossary#currency-hedging
https://wisdomtree.com/blog/glossary#small-caps
https://wisdomtree.com/blog/glossary#downside-protection
https://wisdomtree.com/blog/glossary#msci-eafe-100%25-hedged-to-usd-index
https://wisdomtree.com/blog/glossary#msci-eafe-index
https://wisdomtree.com/blog/glossary#basis-point
https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/blog/glossary#s&p-500-index
https://wisdomtree.com/blog/glossary#correlation
https://wisdomtree.com/blog/glossary#carry

wWisdomTree BLOG ARTICLE

e Tracking Error: At the end of the day, the reality of the allocation decision for
many investors is typically that they want to have some exposure to currencies so
that they will not dramatically Tag an unhedged benchmark if there is a period of
dolTlar weakness. This means investors could experience slightly more absolute
volatility in their portfolios in the pursuit of Tlower tracking error versus an
unhedged benchmark. For this reason, we often encourage investors to think about a
50% hedged approach as their baseline. In this framework, dinvestors should be
agnostic to currency hedging since 50% may outperform and 50% may underperform. As
the efficient frontier shows below, one can see a 50/50 blend offered the best
risk/return trade-off (i.e., the highest Sharpe ratio).
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Summary Risk / Return Table

MSCI EAFE 100% Hedged Index 3.80% 14.09% 0.17 0.86 0.87
50% MSCI EAFE/50% MSCI EAFE 100% Hedged 4.14% 14.93% 0.18 0.54 0.89
MSCI EAFE Index 4.28% 16.57% 0.17 1.02 0.87
S&P 500 6.47% 14.22% 0.36 1.00 1.00

Sources: WisdomTree, Bloomberg, Zephyr StyleADVISOR. Data from 1/31/01 to 9/30/18. Start date selected due to
earliest data availability. Past performance is not indicative of future results. You cannot invest directly in an index.

For definitions of terms in the charts, please visit our glossary.
A Multifactor Portfolio with Potential Downside Risk Protection

Taking this 50% currency-hedged approach one step further, we can look at how the fully
hedged wisdomTree International Hedged Quality Dividend Growth Fund (IHDG), Tlaunched 1in
May 2014, pairs with the unhedged WisdomTree International SmallCap Dividend Fund (DLS),
one of wisdomTree’s original Funds launched in June 2006. Wwhile our research has shown
that currency fluctuations should generally be viewed as uncompensated risk to be
hedged, we advocate that the small-cap premium can reward investors over the Tlong run
and has not contributed as much incremental risk in the developed international market
as might be expected.
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The Index that IHDG tracks selects 300 Targe-cap dividend-paying companies from the
developed international universe based on profitability and growth characteristics in an
attempt to identify companies with attractive future dividend growth. This Index, just
Tike the 1Index for DLS, 1is reconstituted on an annual basis, and constituents are

weighted based on their contribution to the total index Dividend Stream®. we believe this
fundamental rebalance is critical to imposing a value tilt to both Indexes.

A hypothetical portfolio of 50% IHDG and 50% DLS can provide investors with exposure to
three important factors—quality, value and size-while also providing the potential for
greater protection to currency moves than typically offered by most active managers.
Unsurprisingly, this hypothetical blended approach outperformed the median performance
of the top 10 Targest active managers in the Morningstar Foreign Growth, value and Blend
Categories over a period in which the dollar has generally strengthened. In our view, it
seems that most active managers have unhedged portfolios that rely heavily on dollar
weakness to generate performance. The hypothetical blend of IHDG and DLS outperformed
the active managers by more than 250 bps, and nearly doubled the performance on a risk-a
djusted basis.

while a common defense of active management 1is that it provides greater downside
protection and mitigates risks in portfolios, the Tlast four+ years have shown mixed
evidence to support that case. While the median performance of the top 10 active
managers has a slightly Tower standard deviation and downside risk than the MSCI EAFE
Index, their approach has resulted in significantly higher risk than our blending of
passive funds.
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vs. MSCI EAFE
c f - Sharpe
Summary Risk/Return Table Return Std Dev i Beta Alpha
Ratio

Hypothetical 50% IHDG/50% DLS Blend 6.82% 9.72% 0.81 4.35%
Top 10 Active Managers by AUM in

P g Y 4.09% 10.69% 6.82% 0.33 0.93 1.37%
Category
MSCI EAFE Index 2.89% 11.26% 7.40% 0.21 1.00 0.00%

Sources: WisdomTree, Zephyr StyleADVISOR, Momingstar. Data from 5/31/14 to 9/30/18. Period chosen to coincide with the
launch of IHDG on 5/7/14. Performance of Top 10 Active Managers by AUM in Category is the median performance of these
managers in the Merningstar Foreign Growth, Value and Blend Categories.

Performance is historical and does not guarantee future results. Current performance may be lower or higher than quoted.
Investment returns and principal value of an investment will fluctuate so that an investor's shares, when redeemed, may
be warth more or less than their original cost. Performance data for the most recent month-end is available at
wisdomtree.com.

WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the Fund. Total
Retumns are calculated using the daily 4:00 p.m. EST net asset value (NAV). Market price returns reflect the midpoint of the
bid/ask spread as of the close of trading on the exchange where Fund shares are listed. Market price returns do not represent the
returns you would receive if you traded shares at other times.

You cannot invest directly in an index. Index performance does not represent actual fund or portfolio performance. A fund or
portfolic may differ significantly from the securities included in the index. Index performance assumes reinvestment of dividends
but does not reflect any management fees, transaction costs or other expenses that would be incurred by a portfolio or fund, or
brokerage commissions on transactions in fund shares. Such fees, expenses and commissions could reduce returns.
WisdomTree, its affiliates and their independent providers are not liable for any informational errors, incompleteness or delays or

for any actions taken in reliance on information contained herein.

For definitions of terms in the charts, please visit our glossary.

For standardized performance of the Funds in the chart, please click their
respective tickers: IHDG, DLS.

Turning our attention to drawdowns, this time frame has avoided dipping into a bear mark
et, but there have been several sharp corrections. The corrections of late 2015, early
2016 and early 2018 all show that the performance of the active managers provided
minimal, if any, downside protection compared to the MSCI EAFE Index, and significantly
less than the hypothetical IHDG/DLS blend.

Monthly Rol1ling Drawdowns
May 31, 2014-September 30, 2018
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Sources: WisdomTree, Zephyr Style ADVISOR, Morningstar. Data from 5/31/14 to 9/30/18. Period
chosen to coincide with the launch of IHDG on 5/7/14. Performance of Top 10 Active Managers by AUM
in Category is the median performance of these managers in the Momingstar Foreign Growth, Value and
Blend Categories. Past performance is not indicative of future results. You cannot invest directly in an
index.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF’


https://wisdomtree.com/glossary
https://wisdomtree.com/~/link.aspx?_id=99B726E90F094A0CB49EFCB5C6C3D9A6&_z=z
https://wisdomtree.com/~/link.aspx?_id=00B08B9A4D9848FBB60CDDB7CE68EB49&_z=z
https://wisdomtree.com/blog/glossary#drawdowns
https://wisdomtree.com/blog/glossary#bear-market
https://wisdomtree.com/blog/glossary#correction

wWisdomTree BLOG ARTICLE

For investors who want to take advantage of the valuation opportunity 1in international
equities, we would advise considering at least a 50% currency-hedged approach to
mitigate the risks of international investing, while also tapping into factors proven to
enhance equity returns, such as size, value and quality. From the WwisdomTree family of
international equity offerings, we favor a blending of IHDG and DLS to fit these
criteria.

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. To the extent the Fund invests a significant portion
of its assets in the securities of companies of a single country or region, it is Tikely
to be impacted by the events or conditions affecting that country or region. Dividends
are not guaranteed, and a company currently paying dividends may cease paying dividends
at any time. Investments in currency involve additional special risks, such as credit
risk and interest rate fluctuations. Derivative investments can be volatile, and these
investments may be less Tiquid than other securities, and more sensitive to the effects
of varied economic conditions. As this Fund can have a high concentration in some
issuers, the Fund can be adversely impacted by changes affecting those issuers. The Fund
invests in the securities included in, or representative of, 1its Index regardless of
their investment merit, and the Fund does not attempt to outperform its Index or take
defensive positions in declining markets. Due to the investment strategy of this Fund,
it may make higher capital gain distributions than other ETFs. Please read each Fund’s
prospectus for specific details regarding the Fund’s risk profile.

For the top 10 holdings of IHDG please visit the Fund's fund detail page at https://www.
wisdomtree.com/investments/etfs/equity/ihdg

For the top 10 holdings of DLS please visit the Fund's fund detail page at https://www.w
isdomtree.com/investments/etfs/equity/dls

For standardized performance and the most recent month-end performance click here NOTE,
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 1indicative 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 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 qinternal 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 idinvestment 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

Active manager : Portfolio managers who run funds that attempt to outperform the market
by selecting those securities they believe to be the best.

currency hedging : strategies designed to mitigate the impact of currency performance

on investment returns.

small caps : new or relatively young companies that typically have a market
capitalization between $200 million to $2 billion.

Downside protection : A broad investment conception referring to the potential
mitigation of risk or negative return experience.

MSCI EAFE 100% Hedged to USD Index : Achieves an index return very similar to the

MSCI EAFE Index but with the addition of hedging its currency exposure.

MSCI EAFE Index : is a market cap-weighted index composed of companies representative
of the developed market structure of developed countries 1in Europe, Australasia and
Japan.

Basis point : 1/100th of 1 percent.

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

Tevel.&nbsp.

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.

correlation : Statistical measure of how two sets of returns move in relation to each
other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two
subjects of analysis move in Tockstep with each other. A correlation of -1 means the two
subjects of analysis have moved in exactly the opposite direction.

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.

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.

Small-cap premium : The academic concept that small-cap stocks have tended to
outperform large-cap stocks over time.

Dividend Stream : Refers to the regular dividends per share multiplied by the number of
shares outstanding.

value : characterized by lower price Tlevels relative to fundamentals, such as earnings
or dividends. Prices are Tower 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.
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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 1is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

Size : Characterized by smaller companies rather than Tlarger 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.

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

standard deviation : measure of how widely an 1investment or dinvestment strategy’s
returns move relative to its average returns for an observed period. A higher value
implies more “risk”, 1in that there 1is more of a chance the actual return observed is
farther away from the average return.
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