WisdomTree INSIGHT ARTICLE

WHEN USING SHORT EXCHANGE TRADED
PRODUCTS (ETPS), CONSIDER
VOLATILITY AND ITS DRIVERS

24 Nov 2016

Using short ETPs are effective hedging instruments, but it is crucial to consider the
volatility of the ETP and the (hedged) investment period.

Generally, the higher (Tower) the Teverage factor, the less (more) capital efficient you
are. If the hedged investment period 1is Tonger than 1 day, rebalancing the hedged
exposure will be necessary to keep the Tong position protected. This 1is because of the
relative Targe impact daily compounding can have on the returns of short ETPs when the
holding period is longer than one day. Again, generally, the longer the holding period,
the more 1ikely it 1is that the cumulative return of short ETPs will deviate from the
expected return (the cumulative return of the underlying 1index multiplied by the
leverage factor). The deviation of actual from expected returns of a short ETP is
subject to its volatility, effectively driven by:

1) The type of market condition/sentiment: 1is the market volatile, or stable and
trending?

2) The asset class it tracks: 1is the underlying fixed income, equity, commodity, etc.?

3) The Teverage factor: 1is the exposure 2x, 3x, 4x, 5x, or more (or Tless) leveraged to
the underlying?

Market conditions

A volatile market condition, where a n asset price =zig-zags up and down and
Tacks direction will tend to see short ETPs producing cumulative returns that decay more
rapidly over time than that of the underlying benchmarks. In directional down (up)
trends, leveraged short ETPs will tend to produce cumulative returns that amplify more
rapidly over time than that of the underlying benchmarks.

For example, the financial crisis clearly saw high-rated government debt as susceptible
to the systemic risks in the banking sector and caused greater price movements than in
the aftermath of policy rate cuts and QE which restored market confidence. These events
reduced the perceived downside risks to bonds and Towered the volatility as a result.
Hence, investors need to be first and foremost mindful of the type of market condition
they find themselves invested 1in when assessing volatility and its effect on daily
compounded returns of short ETPs.

The asset class
The volatility of the asset class itself 1is another important factor which impacts the

daily compounding of short ETPs. Seen as safe haven assets, high-rated government debt
is subject to much Tower volatility than riskier asset classes such as equities or
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commodities. This is shown in cChart 1, which depicts volatility in two ways: first as
single measure of standard deviation (annualised) of historic weekly returns (orange
diamonds) and second, as a dispersion of historic weekly returns (the top and bottom
deciles and one standard deviation above and below the average).

This chart shows that across underlying benchmarks of our range of Boost ETPs, UK Gilts
are amongst the least volatile. For example, the orange diamonds in Chart 1 show 10Y UK
Gilts as having a standard deviation (annualised) of 6.3%, about 3x lower than that of
major equity markets and about 5x Tlower than most single commodities. Because the
measure in itself is hard to conceptualise, a more intuitive way of describing the
volatility is this: 10y UK Gilts’ standard deviation of 6.3% is equivalent to a 1 in 5
probability for investors to gain or lose at least 1% on a weekly basis.

The Teverage factor

The gains/Tosses become more pronounced when the leverage factor 1is introduced. oOver a
relative short holding period of one week, investors holding a 3x Short ETP on 10Y UK
Gilts - such as 3GIS [1] --

would most Tikely be exposed to risks where, against similar odds of the underlying
benchmark (ie the 10Y UK Gilt), the up and downside price movement is about 3x greater.
In Chart 1, the 1light-blue highlighted areas compare the volatility between 10Y UK Gilts
and the 3x short ETP tracking it. Putting this into context of the volatility of other
(unleveraged) asset classes, the volatility of 3x short ETPs tracking 10Y UK Gilts would
be similar to that of major (unleveraged) European equity markets, such as the FTSE 100
and EURO STOXX 50.

This shows that the effect of daily compounding on short ETPs tracking high rated
government debt to be markedly Tless than on short ETPs tracking equity or single-
commodity benchmarks. Investors need to be mindful that, in the first instance, it is
the volatility of the benchmark -index the short ETP is tracking that dis driving
volatility. A leverage factor greater than 1 built into the short ETP is then inherently
the additional factor that increases volatility.

Chart 1: volatility of Boost ETPs' underlying indexes (unleveraged)
Weekly returns profile and volatility (base currency, since 2001 or since inception if later)
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Source: WisdomTree, Bloomberg

once fully understood, investors may consider using leveraged short ETPs as a means to
construct hedges around asset classes.

Sources

[1] 3GIS is the ticker of Boost 10y Gilt 3x Short Daily ETP
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View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our cConflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where WwisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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