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Prior to the popularization of currency-hedged equity strategies, equity investments

outside the United States included two trades:

1. The equities, which in most cases were the primary focus

2. The currency, which was a secondary exposure, which some investors were unaware of

One of the most widely held rationales for owning international currencies was the

diversification potential, namely how currency volatility, when combined with the rest

of the assets in a portfolio, would actually lead to lower overall volatility. How

Global Small-Cap Allocations Reduced Risk of the Russell 2000 Starting from a base

of the Russell 2000 Index, a common benchmark for U.S. small-cap equity performance, we

added developed international equities in 10% increments to the picture to see what

would happen. Two primary questions warranted testing:  

1. Did adding international exposure improve the risk/return profile?

2. Did adding international equity exposure combined with currency further improve the

risk/return profile as compared to adding international equities alone?

  Adding International Small Caps to U.S. Small Cap Allocations- Last Ten Years

(4/30/2005-4/30/2015) 

 

 • Northwest Is

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#currency-hedging
https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/blog/glossary#russell-2000-index
https://wisdomtree.com/blog/glossary#risk
https://wisdomtree.com/-/media/US-Media-Files/blog/wp-content/uploads/Adding-Int-Small-Caps-to-US-Small-Cap-Allocation1,-d-,gif.ashx
https://wisdomtree.com/-/media/US-Media-Files/blog/wp-content/uploads/Index-Blend5,-d-,gif.ashx


Best: Within the chart, anything that pulls the data points upwards and to the left (in

other words, “northwest”) is offering a greater risk/return trade-off compared to

anything positioned further downwards and to the right. Adding international small caps

in local terms consistently pulled the data points the furthest toward the northwest

corner over the examined period.   • Lower Risk Than the Russell 2000 Index:       Over

the 10-year period shown, the Russell 2000 Index had average annual volatility of about

22.4%. International small caps with currency risk had 15.4%, or 7% less, average annual

volatility over the same period. Taking away the currency risk brought the average

annual volatility to 13.2%—more than 9% below that of the Russell 2000 Index.   • The

50–50 Foreign–U.S. Blend:   The U.S. represents just 50% of the global equity

opportunity set1. A 50–50 U.S.–foreign allocation, regardless of whether one hedged

currency risk, had significant risk-reduction properties. Volatilities of the 50–50

U.S.–foreign blends ranged from 15.0% to 15.7%, down from 22.36% for just the Russell

2000 by itself. The lowest risk profile of these three 50–50 blends was having

international wholly represented by small caps without the currency risk.   •

Importance of the International Small-Cap Mix: We recognize that currencies tend to

move in waves and that this 10-year period might be one in which foreign currency

exposures faced a particular headwind. Therefore, an interesting baseline could involve

looking at mixes of international small-cap exposure that were 50% in local terms

(without currency) and 50% in U.S. dollar terms (with currency). This would minimize the

risk of being fully exposed or unexposed to fluctuating exchange rates, given that there

is no way to know precisely how they might behave in the future.         1Source:

Bloomberg; refers to the MSCI ACWI Index universe, with data measured as of 5/22/15.

Important Risks Related to this Article

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

vulnerability to any single economic or regulatory development.

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)
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 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

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.

Russell 2000 Index    : Measures the performance of the small-cap segment of the U.S.

equity universe. The Russell 2000 is a subset of the Russell 3000 Index representing

approximately 10% of the total market capitalization of that index. It includes

approximately 2000 of the smallest securities based on a combination of their market cap

and current index membership.

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.

MSCI ACWI Index    : A free-float adjusted market capitalization-weighted index that is

designed to measure the equity market performance of developed and emerging markets.
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