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NOT ALL ALTERNATIVE STRATEGIES
ARE CREATED EQUAL

Jeremy Schwartz — Global Chief Investment officer
11/21/2017

Josh Brown recently wrote a piece, “How to Raise 20 Billion Dollarz,” that takes on alte

rnative investments.! Brown documented the rise and fall of an alternative strategy fund
that crushed it during the 2008-2009 down market but has been a real dog during the
straight-up market we’ve experienced ever since. This alternative strategy fund saw
round-trip flows of $20 billion in assets chasing its performance and then moving out as
it failed to keep up with the market’s rip higher.

I write this post with some trepidation, as I will be Teaning into liquid alternatives
that Brown regularly mocks. My fellow bloggers are 1ikely shaking their heads at the
moment: “He’s not the wisest of fellows.” But here goes anyway.

Describing the alternative funds that rose in popularity, Brown wrote:

Black swan funds, tactical funds, 1iquid alts - they were expensive, they were
complicated, they were high-falutin’ 1in their Tliterature - but they were seen to
have worked. If you had an alts fund that was merely flat in oh-eight, you had the
answer for every client question. And if you had one that actually made money in the

crisis, it was as though you had stolen the Promethean fire from the gods.?2

Morningstar weighed in on the challenge for alternative funds in a piece titled “Many

Alternative Funds Have Disappointed Investors”.3 Morningstar cites the following

problems:

High Fees. Hedge funds have historically charged 2% of assets and 20% of profits.
Although that’s starting to come down, some firms crossing into the mutual fund
world to Taunch alternative funds have kept something similar to the 2%, though you
can’t also charge a percentage of profits in a mutual fund. If you’re running a
strategy that generates 5% annualized, that 2% is a huge cost for shareholders to
bear.

Complexity. Many alternative strategies are 1incredibly complex. Naturally, it’s
harder for advisors and 1investors alike to set realistic expectations for such
funds.

I wholeheartedly agree with both Brown and Morningstar. Perhaps the biggest issue with
many of these T1iquid alternative funds is the high fees and lack of transparency 1in
terms of a process for understanding inherent market exposures in these funds and how
said exposures will change over time.
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Transparency is important because if you do not know what to expect in terms of net equi
ty exposure in a fund, it becomes hard to incorporate the funds into a portfolio, and it
is a challenge for dnvestors to calibrate expectations and tailor their desired
portfolio risk levels.

Perhaps at some fee level, these alternative funds can never be considered appropriate.
Yet, pushing back slightly, Ritholtz wealth Management (RwM) also believes in tactical
portfolio management-Michael Batnick, director of research at RwM, discussed in the
Taunch of his “Animal Spirits” podcast how 20% of his personal portfolio is in the RwM
tactical portfolio. That helps him sleep at night and manage drawdowns using what I

imagine to be a quantitative investing process to dial down risk exposure.* This 20% RwM
tactical model seems to me 1like an alternative to traditional old-school, expensive
alternatives.

So are all 1liquid alternative funds bad? I think the short answer 1is no. There are now
solutions in the marketplace-1ike the RwM tactical model as a strategy-that try to
address the traditional challenges of old-style alternative funds, most notably fees and
transparency.

wisdomTree Tlaunched two Funds that use a factor-specific process to add value through
stock selection combined with a dynamic risk model that adjusts net equity market
exposure monthly using hedging instruments.

e One Fund, the WisdomTree Dynamic Long/Short U.S. Equity Fund (DYLS), 1is designed to
have net exposure on the market that ranges from being fully dinvested to fully
market neutral. WisdomTree expects the net beta over time will Tikely average
somewhere between 0.6 and 0.7 in terms of how often we believe the hedges will be in
place.

o The second, the WisdomTree Dynamic Bearish U.S. Equity Fund (DYB), will have net
equity exposures that range from 0.25 to -1 (i.e., when it has a net 0.25 beta, it
is in a portfolio that is long equities with a 75% market hedge, and when it 1is -1
beta, it is being fully short the market).

Fees: Both of these funds were Taunched in December 2015, priced at 48 basis points (bps
), and are currently among the lowest priced funds in their respective fund categories.

Transparency: Every day on the website you can see your portfolio holdings, the
aggregate valuations, what hedges are in place and how exposed to market risk you are.
As the long portfolio or hedges on the portfolio rebalance according to our risk models,
you can see updates in real time.

DYLS currently has a net beta of being fully invested (beta 1.0), while DYB has a net
beta of 0.25 (invested with a 75% market hedge). we Taunched DYB and DYLS to be used in
conjunction with each other to customize desired betas using the same factor investment
process. We’ve written previously about these alternative strategies in a dynamic portfo
1io. If you combined these two Funds equally today, your net beta would be 0.625.

one of the reasons we did not go full market neutral in DYLS 1is because we believe
equities generally appreciate over time and having some net beta exposure to the market
could be rewarded. we are not applying leverage in these funds, and so while we believe
our factor investment process will add value, we lower the risk of underperformance of a
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pure long/short market-neutral fund by keeping some net beta over time. We believe this
makes DYLS easier to use in a long-term portfolio context without bringing down expected
returns of a traditional 60/40 portfolio, as an unleveraged market-neutral fund Tikely
would do.

on the bearish side with DYB, we know being fully short the market or bearish all the
time would be a terrible Tong-run proposition but could have big payoffs during crisis
moments like 2008. During the last five years, it has been painful to be fully bearish.
DYB was established to dynamically adjust short exposure and not net decay over the long
run.

Perhaps documenting the Tink between fees and performance, and biased by our “longer”
net equity exposure in DYLS and DYB resulting from our dynamic hedging algorithm, these
two Funds are currently at the top of the class 1in their respective Morningstar
categories: the Morningstar Long/Short Equity category for DYLS and the Morningstar Bear
Market category for DYB.

while these are very short-term histories and it has been a one-way march higher in
equities during which our dynamic hedging algorithm has timed its market hedges almost
perfectly, DYB has outperformed 100% of the 67 funds in 1its category since inception and
year-to-date in 2017. DYLS has outperformed 99% of the funds in 1its category since its
inception. See both charts below.

Performance and Rankings: December 31, 2015, to September 30, 2017
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WisdomTree Dynamic Long/Short U.S. Equity Fund  12.2% 14.1% N/A  N/A  N/A 12.2% 14.0% NfA N/A NfA
S&P 500 Index 18.6% 15.1% 10.8% 14.2% 7.4% 18.6% 15.1% 10.8% 14.2% 7.4%
Morningstar Long/Short Equity 8.1% 5.0% 3.6% 5.59% 4.3% 81% 5.0% 3.6% 5.9% 4.3%
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WisdomTree Dynamic Bearish U.S. Equity Fund . 5 N/A NfA 2.7% NfA NfA

S&P 500 Index 18.6% 151% 10.8% 14.2% 7.4% 18.6% 151%  10.8%  14.2% 7.4%
S&P 500 Inverse Daily Index -14.7%  -13.0%  -10.5% -13.2% N/A O -14.7% -13.0%  -10.5% -13.2% N/A
Morningstar Bear Market -19.0% -18.4% -15.0% -184% -15.7% -19.0% -18.4% -15.0% -13.4% -15.7%

Sources: Morningstar, WisdomTree, 9/30/07-9/30/17_ “Commen pericd” refers to 12/31/15-8/3017 due to availability of Momingstar category performance data.
12123115 represents the inceplion date of DYLS and DYVE. The % of Peer Group Beaten is the funds’ total-retum percentile rank compared to all funds within the
same Morningstar Category and is subject to change each month. 277 investments included in peer group for Morningstar Long/Short Equity Category. 67 invest-
ments included in peer group for Momingstar Bear Market Category.

Performance is historical and does not guarantee future results. Cument performance may be lower or higher than quoted. Invesiment retums and principal
value of an investment will fluctuate so that an investor's shares, when redeemed, may be worth more or less than their original cost. Performance data for
the most recent month-end is available at www.wisdomtree.com.

‘WisdomTree shares are bought and scld at market price {not NAV) and are not individually redeemed from the Fund. Total retumns are calculated using the daily 4:00
p.m. EST net asset value (NAY). Market price retums reflect the midpoint of the bid/ask spread as of the close of frading on the exchange where Fund shares are
listed. Market price retumns do not represent the retums you would receive if you traded shares at other times.

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, fransaction costs or other expenses that would be incurred by a
portfolio or fund, or brokerage commissions on fransactions in fund shares. Such fees, expenses and commissions could reduce returmns.

Click here for DYLS and here for DYB standardized performance.

This is an exciting start for these two Funds. They will have to be stress-tested during
the next sell-off, of course, and the dynamic hedges will not always work. But the
bigger point of this post is that I think even Josh Brown can agree that some 1iquid
alternative funds can have a place in a portfolio to a similar degree (20% of a
portfolio) that Batnick is incorporating a tactical portfolio tilt to lower his net risk
exposure. At 48 basis points, these two Funds, DYLS and DYB, help address many of the
challenges of Tiquid alternatives. Now if only DYLS will follow Brown’s prescription for
raising $20 billion in a short amount of time. .. I’d be very open to that possibility,
and I will do my best to keep those assets once we get there.

lsource: 3Joshua M. Brown, “How to Raise 20 Billion Dollarz,” The Reformed Broker,
11/14/17.

230shua M. Brown, “How to Raise 20 Billion Dollarz,” The Reformed Broker, 11/14/17.

3Russel Kinnel, “Many Alternative Funds Have Disappointed Investors,” Morningstar,
11/14/17.

4source: A wealth of Common Sense, 11/15/17.

Important Risks Related to this Article
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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 Tless
Tiquid 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 Tlose
value if the security or dinstrument that is the subject of a short sale 1increases 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 1in
greater share price volatility. The composition of the Index 1is 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 each
Fund’s prospectus for specific details regarding each Fund’s risk profile.

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 1indicative 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 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 qinternal 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 idinvestment 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

Alternative Investment : An investment that is not one of the three traditional asset
types (stocks, bonds and cash). Alternative investments typically include hedge funds,
managed futures, real estate, commodities and derivatives contracts.

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 Tevel
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 Tlong and short
equity exposure.

Drawdowns : Periods of sustained negative trends of return.

Factor : Attributes that based on its fundamentals or share price behavior, are

as a futures contract.

Market neutral : Strategy that seeks to avoid market risk by hedging a percentage equal
to total long exposure.

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 1investment 1is more

volatile than the benchmark.

Basis point : 1/100th of 1 percent.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; Tleverage can tend to make positive performance more positive
and negative performance more negative.

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).

60/40 Portfolio : A portfolio of 60% equities and 40% fixed income.

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

portfolio returns.
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