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Just when everyone expected that volatility would never come back, early last month, we
saw a massive spike 1in Cboe’s volatility Index, or VIX, known popularly as the
“‘market’s fear gauge.” Timing markets 1is never easy, and a spike in the market’s fear
can rarely be predicted with complete accuracy, but does it mean investors should
Tiquidate and divest their portfolios?

Below are highlights of events from February 5 and what generally technical signals
imply for investors looking ahead.

A Jump of Historic Magnitude

I have been consistently writing on why investors should not be complacent about low VIX
levels and why it is important to Took at both historical and realized volatility. On
the second trading day of last month, February 2, we noticed a peculiar trend in which r
ealized volatility, after staying low for a long time, accelerated more than implied vol
atility, thereby compressing spreads. what happened on the next trading day, February 5,
was truly remarkable:

e The S&P 500 closed down more than 4%.

e VIX jumped >20 points 1in a single day.

VIX and the S&P 500 are generally negatively correlated; therefore, it is normal for VIX
to jump when the S&P 500 declines. However, a 20-point jump 1in VIX is something that
deserves special attention here.

until February 5, since the 1inception of VIX in March 1990, a jump as high as 20
points by VIX in a single day had NEVER happened. To put it in perspective, the S&P
500 over the same period had 32 days with 4% or more declines, but on none of those days
did VIX jump as much. uUnder a normal distribution, this was a 5 standard deviation
move with a 1ikelihood of 0.002%. Thus a 4% decline by the S&P 1is rare, but a 20-
point jump by VIX is extreme.

The exhibit below shows the relationship between S&P daily returns and VIX daily
changes. Looking at the historical relationship, VIX daily changes have had a beta of -
1.12 to S&P daily returns. This simply means that a 4% decline in the S&P 500 should
have meant a jump of roughly 4.48 points in VIX. However, VIX jumped about 4.5 times
more!
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VIX Jumps 4.5 Times Its Historical Beta to S&P 500 Returns
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Sources: Bloomberg, Cboe, as of 2/8/18. Past performance is not indicative of future results. You cannot invest directly in an index.

Technicals Pointing to More Defensive Stance

Below 1is our average correlation chart, which takes pairwise correlation across all
stocks in the S&P 500 and then averages to get a sense of diversification being offered
by a given market. Increasing correlations are often indicative of frothier or riskier
markets. what we have seen more recently is a pickup in average correlations,
and some of our research on dynamic risk factors suggests the rising
correlations would Tean to a more defensive posture.

I have written previously on declining correlations in a post-QE world. Here I overlay
our proprietary risk signal with average correlations of the S& 500, and we notice
that, just before the market corrected, our signal detected unstable conditions and

turned the hedging indicator “on” as of 3January 31. Summarizing Tlong-term average
returns 1in the table below, months during which our -dindicator was on witnessed an

average decline in equities by more than 100 basis points (bps).?!

Pickup in Average Correlations
12/31/2007-2/8/2018
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Summary Table: Average $&P 500 Returns

Months Where Hedging indicator Was ON All Other Months

-1.06% 1.09%
Sources: Bloomberg, WisdomTree. Period covered 12/31/07 fo 2/8/18. Past performance is not indicative of future results.
You cannot invest directly in an index.

conclusion

Rising correlations, 1in our research, have suggested we could be 1in for a more
challenging market environment than normal. This should 1lead 1investors to Tlook for
diversifying asset classes—and some of our work on managed futures strategies suggests
that may be one area to look for less correlated exposures.

Moreover, our U.S. fundamental equity strategies across dividend and earnings strategies
select companies whose valuations can help manage valuation risk. I think by combining
our fundamental approach with alternative and risk-mitigating strategies, investors can
stay invested, thereby potentially benefitting from the diversification that equities
can offer while still protecting downside.

Unless otherwise stated, all data points based on Bloomberg, CBOE data for
period of 12/31/1997 to 2/8/2018.

lsources: Bloomberg, wisdomTree, as of 2/8/18.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 1intended 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

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

Tevel.&nbsp.

Realized volatility : The daily standard deviation of returns of an underlying asset,
index, instrument, security, or ET.

Implied volatility : The estimated volatility of a security’s price. Implied
volatility is a way of estimating the future fluctuations of a security’s worth. It is
backtracked from 1ive option prices with a future maturity date.

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.

correlation : Statistical measure of how two sets of returns move in relation to each
other. Correlation 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.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase
the money supply by buying government securities or other securities from the market.
Quantitative easing increases the money supply by flooding financial institutions with
capital, in an effort to promote increased lending and Tiquidity.

Basis point : 1/100th of 1 percent.

Managed futures : An alternative investment strategy in which futures contracts are
used as part of the investment strategy.

Dividend : A portion of corporate profits paid out to shareholders.
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