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REFLECTING ON A NEW THEORY: THE
ADAPTIVE MARKETS HYPOTHESIS

Jeremy Schwartz — Global Chief Investment Officer
10/31/2017

A new book by MIT Professor Andrew Lo brings forward a theory on market dynamics called the adaptive markets
hypothesis. Lo suggests this theory adapts thinking from the efficient market hypothesis (EMH) and reconciles the EMH
with the reality of markets and human behavior. | had the pleasure of interviewing Professor Lo last week on our “Behind
the Markets” podcast with Wharton Professor Jeremy Siegel.

Lo also used to be a Wharton professor, and Professor Siegel recalled fond memories of Lo's early days at Wharton.
Siegel also clearly had an impact on Lo, and Lo's adaptive markets hypothesis takes some root in consideration of
Siegel’s Stocks for the Long Run. While Lo believes stocks are good investments over the long run, the human tendency
to panic in the short run makes sticking with stocks long term difficult. This is a challenge for Lo, who sees the market as
having efficiencies that make it tough to systematically outperform but also leave it vulnerable to episodes in which fear
and greed rotate with some irrational behavior.

One formula Lo used in writing about the adaptive markets hypothesis, according to his publisher: “Every formula in the
book would yield readership that would be divided by 2.” So while his new book has a good amount of length, Lo wrote
it to appeal also to a broader, nontechnical audience.

The EMH Democratized Finance but Brought New Risks

Lo discussed how the EMH ushered in the trend toward low-cost passive indexing and was a beneficial move away from
actively trying to pick winners and losers. We had an extended conversation on the adaptive markets hypothesis’
implications for passive investing and whether too much was passively invested. The short answer from Lo: Not yet. But
he does believe the trend toward passive investing is bringing about new systematic risks and liquidity risks and herding
in markets so that when everyone wants to get out, the rush to exit will be a problem.

Managing Risks of Passive

Lo believes there is a false dichotomy in the market that active investing entails managing risk but passive investing
implies no risk management. He talked about the invention of the first index fund, which originally was going to be
equally weighted but due to the complexities of technology involved too many trading challenges for rebalancing.

Market cap weighting, which involved much less turnover, was easier to manage and suitable for the technology of the
time. This happened to coincide with the theory of the EMH that supported the “optimality” of cap weighting, if one
believed in the EMH, but Lo emphasized how important technology capabilities restrained other forms of indexing at the
time and how different the marketplace is today.

Lo believes investors need to consider how they scale up and scale down their market risk, perhaps with a volatility
targeting approach. While Lo believes it is hard to forecast future returns, he does think one can forecast volatility. He is
also a student and follower of technical analysis rules and believes a dynamic indexing approach can help cut off market
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risk levels. On the podcast, we had an extended discussion about volatility that is worth listening to if you want to hear
what factors are driving current low volatility and how sustainable these low levels of volatility are.

Biggest Obstacle for Investors Achieving Good Returns

Lo believes one of the biggest challenges for investors is simply human behavior and the tendency to freak out when
markets inevitably fall. While investors would do well to stick with Professor Siegel’s mantra in Stocks for the Long Run,
unfortunately, too many panic, exit the markets and never get back in. Lo's work is trying to help people with more
automated solutions to these episodes of market volatility.

Using Financial Engineering for Good

In the concluding segment of our conversation on the podcast, | asked Professor Lo about the closing section of his book,
which covers how he thinks financial engineering can be applied to find a cure for cancer. This is a personal mission for
Lo as his mother and friends have battled cancer, and he wondered how he could help as a financial economist. Lo found
a real bottleneck in funding for cancer drug development and the high costs involved with researching drugs that have
miniscule odds of successful development. Lo is looking for new ways to structure portfolio investments and funding for
therapies to “get multiple shots on goal” and diversify risks of any single drug not panning out.

Lo wants to show the world that finance can help do a lot of good—it does not have to be a zero-sum game. The
discussion on the podcast was a great one, and his book, Adaptive Markets: Financial Evolution at the Speed of Thought,
provides plenty of stimulus for thinking about the markets in a fresh way.

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. MSClI, 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

Efficient Market Hypothesis : Current share prices correctly reflect all available information about publicly traded firms
and continually incorporate the emergence of new information on a nearly instantaneous basis; there are no bubbles,

and firms are neither expensive nor inexpensive.

Adaptive Market Hypothesis : a hypothesis for financial markets that reconciles the Efficient Market Hypothesis with
principles of behavioral finance.

price. Liquidity is characterized by a high level of trading activity. Assets that can be easily bought or sold are known as
liquid asset.

WisdomTree rebalances, or re-applies its rules based selection and weighting process on an annual basis.

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.
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