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When I speak at investment conferences across the country, the subject of the clever but

polarizing phrase “smart beta” often comes up. Once the obligatory comments are made

about how much people hate the phrase or how hard it is to define, the conversation

typically turns to the category of passive investment choices that the term attempts to

summarize. For WisdomTree, when we talk about smart beta, what we are really talking

about is a new generation of index-based products that empower investors to explore the

core of their portfolios in an attempt to generate better risk-adjusted returns compared

to traditional benchmarks. On the international front (EAFE), this means re-examining

basic beliefs about whether to take on currency risk in an investor’s core international

equity exposure. In recent months, as the dollar has rallied dramatically against both

the yen and the euro, interest has turned to strategies that give U.S.-based investors

ways to own foreign stocks, while neutralizing foreign currency fluctuations that may

move against them. This makes sense. Currency exposure is a separate and distinct source

of risk in an investor’s portfolio. Currency-hedged portfolios give investors a way to

benefit from international equity performance without being penalized by—or rewarded for

—movements in foreign currencies. Over the last 20 years, exposure to developed world

currencies has not added to overall stock returns, although it has added volatility. By

examining the historical returns of the MSCI EAFE Index —both with and without exposure

to currency—we can examine what happens to the risk/return profile of international

stocks when the currency impact is removed. In the table below, we see how significantly

the beta of MSCI EAFE is reduced (in blue) when currency is removed from the equation.  

Currency Consistently Added to Risk and Beta of International Stocks        
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 For definitions of

terms and indexes in the chart, visit our glossary.   If an investor had targeted the

local returns of EAFE for the past three, five, 10 or 20 years, the returns would have

been higher without the currency exposure than with it. Moreover, currency exposure

added several percentage points of incremental volatility to international equity

exposure in each period shown above, going back to 1970. And while having the currency

exposure may have provided some diversification benefit several decades ago, the

correlation between the EAFE currencies and the S&P 500 has been rising in the past

decade compared to where it had been over the past 20 or 40 years. All this raises a

question: Should investors be 100% unhedged in their core international equity exposure,

especially given the low cost of hedging developed world currencies today with interest

rates in Japan and Europe at or below 0%? One way to help generate higher risk-adjusted

returns is by reducing overall volatility. The other is by generating returns that

exceed those of a comparable cap-weighting index. In WisdomTree’s case, we have been

doing so with several of our broad-based Indexes that have some of the longest track

records in the fundamentally weighted indexing space.   Smart Beta International 

Equities: Real-Time Results   For example, the WisdomTree DEFA Index, a broad measure

of the dividend-paying segment of developed equity markets outside the U.S. and Canada,

has outperformed the MSCI EAFE Index by 90 basis points (bps) on an annualized basis

since its inception in June 2006 for more information on the WT DEFA Index, click to

this recent blog post. For investors looking to access the same equity methodology of

the WisdomTree DEFA Index while mitigating the impact of foreign currency movements,

WisdomTree recently launched a currency-hedged version of the WisdomTree DEFA Index

called the WisdomTree International Hedged Equity Index. The WisdomTree International

Hedged Equity Index mitigates the impact of 12 distinct foreign currencies, and it does

so with an estimated annual cost to hedge of just 0.13%. Because the Index of some 2,300

dividend-paying stocks is dividend weighted and rebalanced annually, it will have

different country and sector weights than the MSCI EAFE Index. The International Hedged

Equity Index also exhibits a higher trailing dividend yield—3.98% as of June 19,

compared to a trailing dividend yield of 3.12% for the MSCI EAFE Index.   Conclusion:

Creating Higher Risk-Adjusted Returns over Time Can Create Value for Investors         

Using dividend-paying stocks and dividend weighting, the WisdomTree DEFA Index has

helped to generate higher returns compared to the MSCI EAFE Index over the last nine

years. If WisdomTree can reduce volatility even further by removing the impact of

foreign currencies, the WisdomTree International Hedged Equity Index may represent a

valuable tool for investors looking to push the efficient frontier even more to the

north/northwest quadrant.1 For investors interested in the strategy, the WisdomTree

International Hedged Equity Fund is designed to track the performance of the WisdomTree

International Hedged Equity Index before fees and expenses.         1Describes the

capability to potentially maximize returns for any given level of risk.

Important Risks Related to this Article

HDWM is new and has limited operating history. There are risks associated with
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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 in a single country or region, it is likely to be impacted by

the events or conditions affecting that country or region. The Fund’s exposure to

certain sectors may increase its vulnerability to any single economic or regulatory

development related to such sectors. The Fund uses various strategies to attempt to

minimize the impact of changes in foreign currency against the U.S. dollar, which may

not be successful. Derivative investments can be volatile, and these investments may be

less liquid than other securities, and more sensitive to the effects of varied economic

conditions. Due to the investment strategy of the Fund, it may make higher capital gain

distributions than other ETFs. 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.

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

that are not changed due to market conditions.

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.

EAFE  : Refers to the geographical area that is made up of Europe, Australasia and the

Far East.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

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

level.&nbsp.

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.

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.

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.

Unhedged : Strategy that includes the performance of both the underlying asset as well

as the currency in which it is denominated. The performance of the currency can either

help or hurt the total return experienced.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Basis point : 1/100th of 1 percent.

Dividend yield : A financial ratio that shows how much a company pays out in dividends

each year relative to its share price.

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.
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