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One of the lessons learned over the past 10 years is that the U.S. equity market has great resiliency—even during periods
when markets tank. Although the S&P 500 Index collapsed by more than 50% during the financial crisis, from the end of
April 2007 through April 2017 the Index still managed to generate annualized returns of about 7.15%. That translates into
a cumulative total return of nearly 100%. But for U.S. investors buying into broad developed world index funds tracking
the MSCI EAFE Index, the last 10 years were disappointing. The MSCI EAFE Index, a broad index measuring the returns
of developed world stocks outside the U.S. and Canada, returned just 0.87% on an annualized basis—or just over 9% on
a cumulative basis.  

 

Now that tide is beginning to turn. Thus far in 2017, developed world equity markets have outperformed the S&P 500.
And based on year-to-date inflows, investors appear to be voting with their feet. WisdomTree estimates that $46 billion
has flowed back into unhedged developed world equity funds, with $20 billion in new money flowing into the exchange-
traded fund (ETF) industry’s three largest developed world equity ETFs. For investors who believe that many equity
markets tend to revert to their long-term means over time, the paltry trailing 10-year returns for EAFE may mark this
moment as a buying opportunity for long-term investors. 

 

The flood of new money into unhedged developed world exposure indicates investors may now believe that foreign
currency exposure could represent a source of positive returns, after serving as a headwind for much of the past six years.
WisdomTree has provided research to show that, over long-term holding periods, currency exposure does not typically
add return in a broad developed world equity exposure, but that foreign currency fluctuations do typically add to the vol
atility that must be endured to get that exposure. Over years and decades, currency has typically added or subtracted 7
to 8 percentage points to returns in any given year, which translated to between 2 and 3 percentage points of additional

annualized volatility for international indexes.1

 

That raises an interesting question: Is hedging currencies potentially a more effective way of reducing volatility than
trying to invest in less volatile stocks on an unhedged basis? Over the past few years, billions of dollars have flowed into
lower-volatility ETFs, including those that provide exposure to the EAFE universe of stocks. But if we examine the table
below, we notice there may be a much simpler way to reduce volatility in developed markets: managing the currency risk
directly. While the WisdomTree Dynamic Currency Hedged International Equity Index has only a short real-time history,
one of the striking characteristics it demonstrates has been its ability to reduce volatility compared to the unhedged
MSCI EAFE Index.
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Since November 2015, the WisdomTree Dynamic Currency Hedged International Equity Index has exhibited annualized s
tandard deviation more than 2 percentage points less than that of the unhedged EAFE Index. That reduction of volatility,
to 9.3%, was comparable to the reduction in volatility exhibited by the MSCI EAFE Minimum Volatility Index. The
WisdomTree Index also generated a beta, a measure of market risk compared to EAFE, of just 0.74. However, that
reduction in volatility did not come at the price of missing out on a meaningful portion of EAFE’s upside. While the MSCI
EAFE Minimum Volatility Index returned just 2.85% over the prior year through the end of April, the WisdomTree
Dynamic Currency Hedged International Equity Index returned 16.91%, outperforming an unhedged EAFE exposure by
more than 5 percentage points. Since inception, WisdomTree’s dynamically hedged approach has beaten MSCI’s
Minimum Volatility approach by more than 4 percentage points.

 

This is an important distinction because one of the risks associated with a low-volatility approach is that investors may be
asked to take on too much “active risk” compared to a benchmark Index. This may result in the low-volatility strategy
meaningfully underperforming the broader cap-weighted index during periods when equity markets levitate higher. The
MSCI approach, which seeks to select stocks from countries that have demonstrated lower volatility compared to the
broader EAFE universe, may inevitably lead to some large “country bets” compared to the broader cap-weighted
universe the stocks are chosen from. By trying to manage currency risk directly—based on the value of a foreign currency
compared to the U.S. dollar, the interest rate differential to the dollar and its price momentum compared to the dollar—
WisdomTree tries to limit exposure to foreign currencies whose risks may outweigh their potential for future returns.
Although the WisdomTree strategy does not seek to limit volatility directly, the effect of having a portion of the Index
hedged compared to the dollar, which is typically the case, has helped the Index reduce risk, while providing broad
exposure to developed world equity markets.

 

Conclusion

 

For investors looking to integrate a smart beta approach into their international equity allocations, the WisdomTree Dyn
amic Currency Hedged International Equity Fund (DDWM), which tracks the WisdomTree Index discussed above, after
fees and expenses, provides broad dividend-weighted exposure to the developed world, while dynamically hedging
foreign currency exposure on a monthly basis. While WisdomTree’s underlying Index seeks to add value by rebalancing
back to a stock’s fundamental value based on the dividends companies pay, WisdomTree’s ability to dynamically hedge
currency fluctuations may also help the strategy lower the overall volatility of the equity exposure—an innovation that
may be helpful for investors seeking higher risk-adjusted returns.

 

 

 

1Sources: WisdomTree, Bloomberg.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

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. The Fund invests in derivatives in seeking to
obtain a dynamic currency-hedge exposure. Derivative investments can be volatile, and these investments may be less
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liquid than other securities, and more sensitive to the effects of varied economic conditions. Derivatives used by the Fund
may not perform as intended. A Fund that has exposure to one or more sectors may be more vulnerable to any single
economic or regulatory development. This may result in greater share price volatility. The composition of the Index
underlying the Fund is heavily dependent on quantitative models and data from one or more third parties, and the Index
may not perform as intended. The Fund invests in the securities included in, or representative of, its Index regardless of
their investment merit, and the Fund does not attempt to outperform its Index or take defensive positions in declining
markets. 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

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.

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.

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.

Hedge  : Making an investment to reduce the risk of adverse price movements in an asset. Normally, a hedge consists of
taking an offsetting position in a related security, such as a futures contract.

Currency risk  : the risk that an investment will decline in value due to a change in foreign exchange rates.

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.

MSCI EAFE Minimum Volatility Index  : The Index optimizies the MSCI EAFE universe for the lowest absolute risk using
a given set of constraints.&nbsp.

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.

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.

Interest Rate Differentials  : The Difference between the 2 Year interest rate swaps of the United Kingdom vs. the
United States.

Momentum Factor  : 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.

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

Dividend weighted  : Constituent securities represented within the Index in proportion to their contribution to the
dividend stream of the Index.

Rebalance  : An index is created by applying a certain set of selection and weighting rules at a certain frequency.
WisdomTree rebalances, or re-applies its rules based selection and weighting process on an annual basis.

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.
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