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A few weeks ago, we looked at the current state of affairs in smart beta factors in the

U.S. markets. With flows into U.S. smart beta stock ETFs in recent years, we found that

there was a reduced, but not eliminated, effectiveness with a factor-based approach.

 

Many investors see international equity markets as generally less efficient than U.S.

markets, and as such, we wanted to see if factors have a greater propensity to

outperform the broad market outside the U.S.

 

Rolling 10-Year Annualized Excess Returns vs. MSCI EAFE

For definitions of the terms in the graph please visit our glossary.

 

International Factors: Larger Excess Performance than U.S. Factors

 

Over the last 10 years, the size, quality and momentum factors have generated strong

excess returns compared to the MSCI EAFE Index. Echoing what we saw in the U.S., the val

ue factor is in the midst of its worst relative performance in its (albeit shorter)

history.
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An important takeaway we found was that for the international size, value and momentum

factors, their excess performance over the last 10 years was greater than what we found

from their U.S. counterparts (and the international quality factor, although having

slightly less robust outperformance than the U.S. quality factor, still managed to

outperform the MSCI EAFE Index on every rolling 10-year time frame).

 

To us, this has massive implications: that a factor-based approach may be even more

effective at outperforming cap-weighted indexes in international markets than in U.S.

markets.

 

Size on the Rise

 

Interestingly, the size factor has seen its excess performance spike upward in recent

years. When we review investors’ portfolios, we typically see many who already allocate

to U.S. small caps. However, it is far less frequent that we find international small

caps, from either developed or emerging markets. Given how much value small caps can add

to a portfolio, we fully advocate for their inclusion where appropriate. That said, when

it comes to small caps, we always prefer a discretionary approach.

 

Not All Small Caps Will Suffice

 

AQR wrote an influential paper in 2015 about the need to take an additional step beyond

market cap when analyzing and investing in small caps.1 While many small companies can be

lower in quality, when those are removed from the equation, the size factor becomes much

more robust in efficacy. The paper focused on U.S. markets, so we wanted to see if the

additional layer of scrutiny held up in international markets as well.

 

Rolling 10-Year Annualized Excess Return vs. MSCI EAFE

 

Size Is Good, But Size and Something Else Is Better

 

On every single rolling time frame, the combination of size and one additional factor

outperformed the standalone size factor. Further, outside of a three-month period in

2000, each of the “size-plus” portfolios outperformed the broad MSCI EAFE Index as well.
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Therefore, we can conclude that investors allocating to international small caps may

outperform the market—but those allocating within small caps may do even better.

 

Dividend Weighting in Small Caps: 3 Factors in 1

 

Launched in 2006, the WisdomTree International SmallCap Dividend Fund (DLS) takes our

dividend-weighted approach and applies it to small-cap companies in the international

developed markets. In addition to the obvious size factor, we’ve found that DLS also

regresses strongly to the value and quality factors (mirroring the results of our U.S.

dividend-weighted strategies). This combination has provided a potent multifactor

approach in generating significant excess returns compared to cap weighting, along with

an income boost to boot.

 

With U.S. investors starting to pivot portfolio flows into internationally focused

strategies, we believe it makes a lot of sense to consider small caps—particularly those

that implement a factor-based approach.

 

 

 

 

1Source: Clifford S. Asness et al., “Size Matters, if You Control Your Junk,” AQR, 1/15

(first draft).

Important Risks Related to this Article

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

dividends at any time.

 

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. 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

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

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

market-cap weightings.

Factor-based  : Strategies that focus on groups of firms thought to share common

attributes, be it in terms of their fundamentals or their share price behavior.

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.

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.

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.

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.

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.

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.

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

capitalization between $200 million to $2 billion.

Dividend weighted : Constituent securities represented within the Index in proportion

to their contribution to the dividend stream of the Index.
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