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The terms “smart beta” and “factor investing” have taken the industry by storm of Tlate.
At the same time, recent fiduciary pressures and the serial underperformance of actively
managed strategies versus beta have been shepherding 1investors away from active

management and into passively managed exchange-traded funds (ETFs).! smart beta ETFs have
thus provided a potential solution to those still seeking alpha, but with the desire to

do it broadly, passively, inexpensively? and in a well-diversified manner. with that
being said, the smart beta indexes that many of these ETFs track are not broad and
diversified market exposures. In fact, many are instead concentrated positions seeking
to maximize desired factor exposures. While these may be “smart,” are they really
“beta”?

what Is Tracking Error and why Does It Matter?

one helpful way to answer that question 1is through the statistic known as tracking
error. For many, tracking error inhabits the hazy world of both understood and
misunderstood, where we know basically what it means but perhaps can’t explain it. In
short, tracking error is the standard deviation of excess return versus a benchmark. So,
the more an index’s returns are like the benchmark, the Tower the tracking error would
be, and vice versa. In general, the industry has accepted the 4% to 7% range to be the
typical tracking error of actively managed strategies, while below 2% would be more
“beta-Tike.”

The wisdomTree Earnings Index, for example, selects from a total market universe of U.S.
companies with positive trailing 12-month earnings and weights them by their share of
aggregate earnings paid. Not only does this give you exposure to academically proven
alpha generators such as the value and guality factors, but also 1,864 stocks with more

than $22 trillion of market capitalization.3 This broad and inclusive methodology, one
would expect, has the potential to behave very similarly to traditional beta indexes,
implying a Tow tracking error while also providing the potential for alpha

In the chart below, we observe the excess return of the wisdomTree Earnings Index versus
the Russell 3000 Index every month. These monthly differences are the “meat” of the
tracking error calculation and help identify how “beta” an index actually is. As you can
see, the wisdomTree Index over the Tlast decade has been within 2% of the Russell 3000
monthly return 100% of the time.

wisdomTree Earnings Index Monthly Excess Return vs. Russell 3000
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10-Year Summary Statistics as of 4/28/2017

Trac Information
Return (%) | 5td Dev (%), : Alpha (%) g )
Error (%) Ratio
WisdomTree Earnings 7.57 15.51 0.98 0.46 0.45 1.93 0.17 0.99
Russell 3000 7.23 15.79 1.00 0.00 0.42 0.00 0.00 1.00

Sources: WisdomTree, Zephyr StyleADVISOR, as of 4/28/17. Past performance is not indicative of future results. You cannot invest directly
in an index. Index performance does not represent actual fund or portfolio performance. A fund or portfolio may differ significantly from the
securities included in the index. Index performance assumes reinvestment of dividends but does not reflect any management fees,

transaction costs or other expenses that would be incurred by a portfolio or fund, or brokerage c issions on transactions in fund shares.
Such fees, expenses and commissions could reduce returns.

For definitions of terms in the chart, visit our glossary.

when you take the standard deviation of these monthly returns, you are left with a
tracking error of 1.93% versus the Russell 3000 Index, a below 2% outcome. We also see
that the wisdomTree beta is 0.98, and the correlation is 0.99, both indicating that the
wisdomTree Earnings Index has behaved very much like beta over the last decade.

what is the meaningful difference between these Indexes if not their behavior? oOver this
10-year period, the wisdomTree Earnings Index added, on average, 34 basis points

per year over the Russell 3000 Index. This, combined with its Tower volatility, Tled it
to have a higher Sharpe ratio, a measure of risk-adjusted returns. Now, to be clear,
with a tracking error this low, the alpha potential versus the market is Timited. we do
not dispute that a smart beta index with 6% or 9% tracking error does have the potential
to outperform beta by much greater margins, but it also means that there 1is potential
for greater underperformance as well. This non-beta experience over time, for advisors,
may introduce career risk.

conclusion: Occam’s Razor

Occam’s razor is often used as evidence that simplicity is key. With that being said, we
believe that the wisdomTree Earnings Index does not try to act smarter than it really
is. It behaves Tike beta, but tilts toward alpha. It includes only profitable companies
and weights them by their share of earnings. That’s it. It is a simple yet elegant re-
engineering of broad market exposure, and one that has been tracked by an investable ETF
for more than a decade (The WwisdomTree Total Earnings Fund, EXT). To us, there are two
ways to consider “what is beta for smart beta?” The first is a multifactor approach,
providing consistent exposures to multiple factors over time, but the second is an index
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that truly Tooks and feels 1ike beta, or broad diversified market exposure, and does it
in a way that seeks to provide alpha.

1s&p Dow Jones SPIVA Scorecard.
2ordinary brokerage commissions apply.
3source: wisdomTree, as of 5/18/17.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Funds
focusing their investments on certain sectors increase their vulnerability to any single
economic or regulatory development. This may result in greater share price volatility.
Please read the Fund’s prospectus for specific details regarding the Fund’s risk
profile.

Diversification does not eliminate the risk of experiencing investment losses.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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

smart Beta : A term for rules-based investment strategies that don’t use conventional

market-cap weightings.

Active manager : Portfolio managers who run funds that attempt to outperform the market
by selecting those securities they believe to be the best.

Beta : A measure of the volatility of a security or a portfolio in comparison to a
benchmark. In general, a beta Tess than 1 indicates that the investment is Tless volatile
than the benchmark, while a beta more than 1 indicates that the investment 1is more

volatile than the benchmark.

Alpha : can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more
generally referred to as excess returns in general.

Standard deviation : measure of how widely an 1investment 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.

value : characterized by lower price levels relative to fundamentals, such as earnings
or dividends. Prices are Tower because investors are less certain of the performance of
these fundamentals in the future. This term is also related to the value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Quality Factor : Excess returns achieved by companies exhibiting higher quality or
profitability vs the market. Typically measured using operating profitability, return on
equity and/or return on assets.&nbsp.

Market capitalization : Market cap = share prices x number of shares outstanding.
Firms with the highest values receive the highest weights 1in approaches designed to
weight firms by market cap.

Russell 3000 Index : Measures the performance of the 3,000 Tlargest U.S. companies
based on total market capitalization.

correlation : Statistical measure of how two sets of returns move in relation to each
other. cCorrelation coefficients range from -1 to 1. A correlation of 1 means the two
subjects of analysis move in Tockstep with each other. A correlation of -1 means the two
subjects of analysis have moved in exactly the opposite direction.

Basis point : 1/100th of 1 percent.

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.

Sharpe ratio : Measure of risk-adjusted return. Higher values indicate greater return
per unit of risk, specifically standard deviation, which is viewed as being desirable.

Risk-adjusted returns : Returns measured in relation to their own variability. High
returns with a high Tevel of risk indicate a Tower probability that actual returns were
close to average returns. High returns with a Tow level of risk would be more desirable,
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as they indicate a higher probability that actual returns were close to average returns.
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