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Lately, investors have begun to accept smart beta—and factor investing—just as they did broad beta

index funds years ago. WisdomTree pioneered the commercialization of these factor-based strategies

with its dividend- and earnings-weighted products over a decade ago, but it also has spent the last few
years improving its research around multifactor strategies more directly. One of the by-products of that
research was the launch of the WisdomTree U.S. Multifactor Fund (USMF) in June 2017, which illustrates
WisdomTree’s views on how to construct and effectively implement factor investing in a holistic fashion.
Though USMF is a multifactor strategy, its four factor-based alpha signals—value, quality, momentum and
low correlation—ultimately possess their own methodology via unique fundamental or technical indicators.
Read more about what's under the hood of USMF here.

WisdomTree’s research leads us to believe that the engineering behind USMF makes for an excellent
measure of factor exposure among equity markets, so we applied a custom-fit version of our methodology
to a well-known beta index: the MSCI USA Index. The purpose of this exercise was to isolate the
performance of the MSCI USA Index, attributing factor performance to four factors, each with three different
layers of factor concentration, all of them market cap-weighted. For example:

e MSCI USA Value Factor (Good) represents the best MSCI USA stocks ranked by WisdomTree’s value
methodology, and one-third of the total market cap of the index.

e« MSCI USA Value Factor (OK) represents the next group of value-ranked stocks that fall into a second
but equal market cap grouping.

* MSCI USA Value Factor (Bad) is the lowest-ranked value stocks that fall into a third but equal market
cap group.

This same approach then repeats itself among the other three factors to better understand the factor
performance composition of the MSCI USA Index over the past 15+ years.

https://www.wisdomtree.com/us/insights/blog/msci-usa-index-factor-attribution-what-worked
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Summary Statistics 3/1/02-11/30/17

Avg. Ann. Tracking Information . .

Return (%) Error (%) Ratio Fomr=lation
MSCI USA Value Factor (Good) 10.04 16.14 112 0.35 3.83 0.56 0.98
MSCI USA Value Factor (OK) 6.98 13.83 0.96 0.42 2.62 -0.35 0.98
MSCI USA Value Factor (Bad) 6.50 13.50 0.92 0.39 3.85 -0.36 0.96
MSCI USA Quality Factor (Good) 8.28 12.67 0.86 0.56 4.33 0.09 0.95
MSCI USA Quality Factor (OK) 9.45 14.13 0.98 0.58 2.54 0.61 0.98
MSCI USA Quality Factor (Bad) 5.48 16.81 115 0.25 4.70 -0.51 0.97
MSCI USA Momentum Factor (Good) 7.65 10.36 0.65 0.62 6.97 -0.03 0.88
MSCI USA Momentum Factor (OK) 8.30 13.80 0.95 0.51 3.18 0.13 0.97
MSCI USA Momentum Factor (Bad) 6.64 20.64 140 0.26 8.25 -0.15 0.96
MSCI USA Low Correlation Factor {Good) 9.14 13.24 0.89 0.60 4.52 0.27 0.95
MSCI USA Low Correlation Factor (OK) 7.38 14.91 1.04 0.41 285 -0.18 0.98
MSCI USA Low Correlation Factor (Bad) 6.67 15.76 1.07 0.35 4.50 -0.27 0.96
MS5CI USA 7.90 14.13 1.00 0.47 0.00 0.00 1.00

Sources: WisdomTree, Zephyr StyleADVISOR, FactSet, as of 11/30/17. Past performance is not indicative of future results. You cannot invest directly in an index.

e On arisk-adjusted (Sharpe ratio) and absolute return basis, all four Good baskets outperformed their
Bad counterparts.

e Three out of four Good baskets reduced volatility, measured by both standard deviation and beta,
except for Good Value.

e Tracking error for Good and Bad baskets generally gravitated around 4% to 8% as they access either
the higher/lower volatility or higher/lower performance parts of the markets, while OK baskets generally
tracked tighter to the 3% range.

» Each Bad basket exhibited the worst absolute and risk-adjusted returns of its factor grouping, including
underperformance versus the complete MSCI USA Index on an absolute and risk-adjusted basis.

Long/Short Factors vs. Long Only

The last bullet point above is important. New factor investors might not realize that most academics who
herald long-term excess return “factor premiums” are actually operating in a long/short framework. In our
example, this would be more akin to the factor premium being the excess return between a Good and a
Bad basket, rather than just the Good basket by itself. Yet, given that many modern smart beta and factor
investors utilize long-only approaches, this research provides credibility to their thinking. By isolating only
Good factor exposures, you may not be shorting the Bad ones, but you are certainly avoiding them. Above,
we showed how not one of the Bad baskets managed to outperform the MSCI USA Index on an absolute
or risk-adjusted basis, meaning that investing in those groups of stocks would have been a performance
drag over the period shown here.

Conclusion

On a high level, what does this research tell us? By using WisdomTree’s factor methodology to isolate
factor performance, factor investing has worked. Using the MSCI USA Index, we found attractive results
among the Good baskets of each of our four factors, while also observing poor results among the Bad.
We believe this difference represents the core concept of factor investing and should be understood by
new smart beta entrants. We also believe this research provides efficacy to long-only factor investing as
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a long-term strategy rather than as a temporary investment fad. Along with U.S.-based factor analysis,
WisdomTree has conducted factor research across the globe that we are excited to share. Stay tuned.
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Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Investing in a Fund exposed
to particular sectors increases the vulnerability to any single economic, political or regulatory development.
This may result in greater share price volatility. 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.
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