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The equity markets continue to scale new heights, but anxiety around the market’s position reigns. The political season
tends to add to investor worries, as do the overall market valuation levels, which many feel are stretched. Investors have
looked to long/short strategies as a way to diversify their long-only positions, but these funds—which may consist of
mutual funds, hedge funds, or even exchange-traded funds (ETFs)—can also present many challenges, including high
fees, opaque strategies, inconsistent performance, and sometimes lockups or gates that prevent liquidity.  

WisdomTree Liquid Alternative: Systematic Long/Short Investing

WisdomTree launched a pair of liquid alternative ETFs that utilize the same underlying investment process and
technology powering the strategies, with the primary difference being the net equity exposure of the Funds. The two
ETFs are comprised of two components:

1)A long portfolio: The long portfolio is a basket of 100 low-valuation quality stocks with a low low volatility weighting
process and a sector-neutral approach. This sector neutrality means there are no inherent sector bets being made in the
long portfolio compared to traditional U.S. large-cap equity indexes like the S&P 500 Index.  

2)A dynamic short portfolio: On a monthly basis, the strategies re-evaluate and deploy a dynamic market hedge that
aims to lower overall market volatility and/or benefit from market declines.  

 • The WisdomTree Dynamic Long/Short Equity Fund (DYLS)  has exposure that ranges from being fully invested with
no hedge in place to fully market neutral –or 0 beta with a full hedge in place. A 50% hedge scenario is also possible.

 • The WisdomTree Dynamic Bearish U.S. Equity Fund (DYB)  has exposure ranges from a net positive beta of 0.25
(fully invested in a portfolio of equities with a 75% market hedge in place)—during times that our signals suggest are
more positively inclined—to fully short the market (-1 beta) during times we see as more challenging. There is also a
market-neutral scenario in which the portfolio is long a basket of stocks with a full market hedge.

 • While the underlying equity portfolio is the same and the market hedging signals are also the same, the net exposures
of these two Funds are very different. DYB could potentially have a zero or negative net equity beta over time (due to it
being short the market potentially ¼ of the time), while the net equity beta of DYLS is likely to be a long net of .6 to .7.

How Combining DYB and DYLS Can Target Specific Net Equity Beta

Research we have seen on long/short hedge funds suggests that over time these hedged funds target or have typically
delivered a net equity beta exposure of 0.51. Equally weighting a blend of DYB and DYLS may result in a fairly similar net
exposure of close to 0.5.  

I’ll illustrate how this has worked in the nine months of real time these two Funds have been trading in the markets.

• Currently, an equal-weighted allocation to DYB and DYLS would imply a 0.625 equity beta. DYLS has beta of 1 as it’s
fully invested, and DYB has beta of 0.25 given it’s 75% hedged, hence so the average is .625.   

• In January and February of this year, the positioning in these Funds was more bearish; DYLS was fully hedged (net 0
equity beta) and DYB was fully short the market (-1 equity beta). At that stage, the equal-weighted allocation to DYLS
and DYB had a net equity beta of -0.5. For the full year in 2016 as of August 31, the net equity beta of this 50/50 blend
between DYLS and DYB has been 0.38, and we expect this to be symbolic of its exposure in the long run.  

Net Equity Beta
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One of the reasons we launched DYB is that systematic strategies that are fully short the market over long periods are
likely to be big long-run losers. But we think there are times when short strategies can help lower portfolio volatility, and
there is a worthwhile goal of hedging market declines when risk levels become more extreme. The trick is to identify
when those times are in order to navigate the markets skillfully.

In 2016, DYB has been able to outperform a strategy that was fully short the market all year, due to its net beta of 0.25,
which has been in place since March 2. The strategy in DYB was fully short the market, and increased in value with the
inverse S&P 500 Index in January and February. Click here for standardized performance of DYB.

Outperformance of DYB.

 

The timing signals in DYLS and DYB have been impressive in 2016—and we do not expect to time the markets as well as
the last nine months have gone. Given the complexity of many long/short active strategies and how opaque the
underlying process is for them, we think having a rules-based, transparent ETF strategy that can help lower portfolio
volatility is a very important development for the marketplace. If you’re worried about overall market volatility and are
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looking for hedging vehicles, DYB and DYLS are two strategies worth considering.        

 

1William Baldwin, “Scary Results at Long-Short Equity Funds,” Forbes, 8/23/16.

Important Risks Re lated to th is Art ic le   

There are risks associated with investing, including possible loss of principal. The Fund invests in derivatives, including as
a substitute to gain short exposure to equity securities. 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. Derivatives used by
the Fund to offset its exposure to market volatility may not perform as intended. The Fund may engage in “short sale”
transactions and will lose value if the security or instrument that is the subject of a short sale increases in value. A Fund
that has exposure to one or more sectors may increase the Fund’s vulnerability to any single economic or regulatory
development. This may result in greater share price volatility. The composition of the Index 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

Long (or Long Position)  : The buying of a security such as a stock, commodity or currency, with the expectation that the
asset will rise in value, the opposite of Short (or Short Position).

Short (or Short Position)  : The sale of a borrowed security, commodity or currency with the expectation that the asset
will fall in value, the opposite of Long (or Long Position).

Liquidity  : The degree to which an asset or security can be bought or sold in the market without affecting the asset’s
price. Liquidity is characterized by a high level of trading activity. Assets that can be easily bought or sold are known as
liquid asset.

Net Equity Exposure  : The difference between a fund or portfolio’s long and short equity exposure.

Valuation  : Refers to metrics that relate financial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

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.

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.

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.

Bear market  : A sustained downturn in market prices, increasing the chances of negative portfolio returns.
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