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In the asset management industry, assets often follow performance. Funds that beat their

benchmarks and the vast majority of their peers tend to have an edge in attracting

investor interest and new inflows into their strategies. But investors, and the

financial professionals who serve them, also need to be mindful of what risks are taken

to generate stellar performance if and when it occurs. For example, sometimes active man

agers will use leverage. Sometimes active managers will drift from their defined

investment style. Others, including index-based strategies, will concentrate holdings in

a narrow list of names or a narrow group of sectors. This can result in a fund having a

much higher level of volatility than that of the market, which raises the question,

after one adjusts for that extra level of risk, was any additional return achieved?

 

When evaluating investment strategies, investors also need to be mindful of how much

risk an investment manager takes. For many investors, the best measure of this risk is

the annualized volatility embedded in the strategy that will impact its risk-adjusted

return. This is typically done by measuring the standard deviation of the fund’s

returns, and then measuring returns based upon the risk that was taken. The Sharpe

ratio, named after Nobel Prize winner William Sharpe, is one such way to measure return

per unit of risk.

Recently, we highlighted how several of WisdomTree’s U.S. dividend-weighted exchange-

traded funds (ETFs) beat at least 95% of their peer group over the past five years. What

makes that performance especially compelling is that those higher returns were generated

while WisdomTree’s ETFs exhibited lower volatility than their cap-weighted peers.

Usually, higher returns are associated with higher risk. But when one dividend-weights

the market, we often see higher returns generated with less risk, as measured by both be

ta and the standard deviation of returns. For standardized returns of WisdomTree ETFs cl

ick here.

 

Risk-Adjusted Returns, WisdomTree U.S. Dividend-Weighted Indexes and ETFs, 2011–
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For definitions of terms and indexes in the chart visit our glossary.

 

 The table above quantifies how, over the last five years, each of WisdomTree’s U.S.

dividend indexes and the ETFs that track them generated higher risk-adjusted

returns, based on the Sharpe ratio, than were generated by their comparable cap-

weighted benchmark.

In every case, the beta for both the WisdomTree Index and its corresponding ETF over

the past five years was lower than its market benchmark, ranging from .66 to .84.

In every case over the last five years, all five dividend-weighted indexes and the

WisdomTree ETFs that track them exhibited lower standard deviation compared to their

benchmark peers, ranging from 1.5 to 2.8 percentage points less annualized

volatility.

 

Stocks, as an asset class, are typically more volatile than bonds. So reducing the

volatility of one’s equity exposure can help investors remain invested in equities for

the long term. One strategy that may potentially reduce volatility is to select stocks

that have lower beta, lower annualized volatility or lower correlations relative to the

broader market. Another way is to tilt the portfolio toward the lower correlating

sectors of the market, which often have been the more defensive sectors of the market—

utilities, telecom, consumer staples and health care. Using more mature, dividend-paying

companies—and then weighting them by the dividends they pay—is another way one can

typically tilt indexes and ETFs that track them toward the more defensive, lower

correlating sectors of the market. Certainly, that has been true over the past five

years. Combining less correlated sectors or asset classes in a diversified portfolio may

help to reduce overall volatility.
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Another way to view the reduction in volatility that occurred with WisdomTree’s

dividend-weighted ETFs is to see how they performed in months when their cap-weighted

benchmark indexes generated positive returns and in months when those returns were

negative. In the table below, over the last five years, we see in the size segments of

the markets that the WisdomTree ETFs have consistently captured between 88% and 91% of

their benchmark’s upside, while typically capturing between 71% and 84% of the downside.

In the case of the WisdomTree High Dividend Fund (DHS), the Fund was able to capture

79.5% of the upside of the Russell 1000 Value Index, while helping to protect investors

in down markets, capturing just 53.4% of the Russell 1000 Value Index’s downside, from

2011 through 2016.

 

Up Down Capture

 

Conclusion

 

WisdomTree’s dividend-weighted ETFs have outperformed the vast majority of passive and a

ctive managers managers in their peer group over the past five years. But they have also

done so over that period with lower beta, lower volatility, and therefore higher risk-

adjusted returns than their comparable cap-weighted indexes. In the U.S., WisdomTree has

shown that risk and return are not necessarily joined at the hip. Put another way, it

can be possible to generate higher returns than capitalization-weighted indexes while

also lowering volatility. Over the last five years, WisdomTree proved it in every major

size segment of the U.S. market.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Funds

focusing their investments on certain sectors and/or smaller companies increase their

vulnerability to any single economic or regulatory development. This may result in

greater share price volatility. Please read the Fund’s prospectus for specific details

regarding the Fund’s risk profile.

Dividends are not guaranteed, and a company currently paying dividends may cease paying dividends at

any time.

 

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.
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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.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; leverage can tend to make positive performance more positive

and negative performance more negative.

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

level.&nbsp.

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.

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.

Dividend weighted : Constituent securities represented within the Index in proportion

to their contribution to the dividend stream of the Index.

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.

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.

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 lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

Russell 1000 Value Index : A measure of the large-cap value segment of the U.S. equity

universe, selecting from the Russell 1000 Index.

Passive  : Indexes that take a rules-based approach with regular rebalancing schedules

that are not changed due to market conditions.
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