
THE WISDOMTREE PHILOSOPHY:THE WISDOMTREE PHILOSOPHY:
PORTFOLIO CONSTRUCTION ANDPORTFOLIO CONSTRUCTION AND
BUILDING “ALL-WEATHER”BUILDING “ALL-WEATHER”
PORTFOLIOSPORTFOLIOS
Scott Welch — Chief Investment Officer, Model Portfolios

07/11/2022

This article is relevant to financial professionals who are considering offering Model

Portfolios to their clients. If you are an individual investor interested in WisdomTree

ETF Model Portfolios, please inquire with your financial professional. 

The WisdomTree Investment PhilosophyThe WisdomTree Investment Philosophy

At any given time, the economy is either expanding or contracting, and inflation is

either rising or falling, creating a four-quadrant “economic regime” framework for

designing and managing investment portfolios:

 

The economy tends to rotate through these four quadrants (to varying degrees) over full

market cycles (typically 6–8 years, although this time frame perhaps is truncated in

today’s economic and policy landscape), and different investment strategies tend to

perform better (i.e., either generate positive performance or help mitigate downside ris

k) depending on which economic regime quadrant we may be in at any given time.

This “economic regime” structure provides a logical framework for building full market
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cycle Model Portfolios. WisdomTree refers to this as building “all-weather” portfolios.

The goal is to build portfolios that perform consistently regardless of where we are in

the economic cycle.

Investment Philosophy, Point 1: Investment Philosophy, Point 1: Build portfolios that are diversified at bothBuild portfolios that are diversified at both

the asset class and risk factor levels to optimize the potential for morethe asset class and risk factor levels to optimize the potential for more

consistent performance throughout evolving economic regimes.consistent performance throughout evolving economic regimes.

The WisdomTree Investment ProcessThe WisdomTree Investment Process

Given that no single investment approach consistently performs at all times and under

all market conditions, successful portfolio management depends on several factors:

1. An investment philosophy that is logical, rational and quantitatively

defensible;

2. A track record of success over full market cycles; and

3. Discipline to the approach over those full market cycles.

Logical, Rational and Quantitatively Defensible: Logical, Rational and Quantitatively Defensible: Within reason, we adhere to

many accepted investment principles, including:

Modern Portfolio Theory (MPT)Modern Portfolio Theory (MPT):: The idea that there is a relationship between

risk and return and that risk can be reduced through appropriate

diversification; 

Capital Market Theory (CMT)Capital Market Theory (CMT):: The notion that markets are rational over time

and there is an “efficient frontier” that represents a series of portfolios that

optimize expected returns for various levels of risk; and

The Power of Asset Class and Risk Factor Allocation:The Power of Asset Class and Risk Factor Allocation: The belief that asset

and risk factor allocation decisions, not individual security selection, are the

primary determinants of portfolio performance over time.

The implementation of these investment principles into actual portfolio construction

requires:

Capital Market Assumptions (CMAs)Capital Market Assumptions (CMAs):: Forward-looking assumptions as to what

levels of expected risk and return different asset classes and investment

strategies may generate over a given period (typically 5–10 years), as well as

the relationship (correlations) between the different asset classes—that is, how

they move or change in value relative to one another. WisdomTree aggregates

multiple third-party sources on a regular basis to help us develop appropriate

CMAs; and

Portfolio Construction Tools:Portfolio Construction Tools: More commonly known as “Mean-Variance

Optimizers” (MVOs), these are algorithmic and analytical tools that take CMA

inputs and generate efficient frontiers—the set of portfolios that, based on the

assumed CMAs, optimize expected returns for any assumed level of risk. This then

allows WisdomTree to create Model Portfolios that fit different “risk profiles,”

from “conservative” (lower risk) to “aggressive” (higher risk).

A typical “efficient frontier” might look like this.
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The theories of MPT, CMT and asset allocation are well-established and supported by

academic work that resulted in Nobel Prizes for many thought leaders in the respective

areas. That said, WisdomTree recognizes that these are all just theories based on

assumptions and are not to be adhered to blindly. 

This is the primary role of the WisdomTree Asset Allocation and Model Portfolio

Investment Committees—we start with and are informed by the quantitative output of the

various assumptions and tools. We then apply our collective knowledge and practical

experience to arrive at portfolios we believe are defensible quantitatively but which

also reflect our understanding of client expectations, as well as when and where the

theories may not always hold true. 

Specifically, most of these theories are based on necessarily simplified assumptions.

While they present a robust framework for conceptualizing portfolio construction over

full market cycles, they are not necessarily predictive of market conditions at any

given time.

We believe this combination of rigorous quantitative analytics and extensive practical

experience helps us in creating robust portfolios that (a) investors are comfortable

maintaining over their preferred time horizon and (b) have the best opportunity to

succeed over full market cycles.

Investment Philosophy, Point 2: Investment Philosophy, Point 2: WisdomTree applies quantitative and qualitativeWisdomTree applies quantitative and qualitative

analysis to both long-term forecasts and current market conditions to buildanalysis to both long-term forecasts and current market conditions to build

strategic, longer-term portfolios.strategic, longer-term portfolios.

WisdomTree Portfolio ConstructionWisdomTree Portfolio Construction

WisdomTree believes in taking a longer-term approach to building globally diversified

portfolios based on the process described above. 
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We further believe that the two portfolio characteristics advisors have the most control

over are fees and taxes.

As such, we are ETF-centric in our portfolio construction process, as we believe that

the ETF is a superior investment structure versus mutual funds and their use helps

optimize portfolio fees and taxes.

We use four “building block” strategy categories, the combination of which we believe

has the potential to build multiple and diversified portfolios that can meet a variety

of investment mandates and generate consistent performance under all economic regimes

and in all market conditions:

Global Equities, or “Capital Growth”:Global Equities, or “Capital Growth”: We access ETFs across all major

geographies, asset classes and asset styles. These strategies include both passive

“cap-weighted beta” strategies and (as is typical with WisdomTree products) “factor-

tilted” strategies (i.e., screened for dividends, value, size, quality, etc.). Using

both types of products allows us to build “core-satellite” portfolios using

primarily ETFs.

Fixed Income:Fixed Income: We access a wide variety of ETFs, both U.S. and non-U.S., inclusive

of most major fixed income sectors (rates, credit, high yield, securitized, both

fixed and floating rate, preferreds, municipals, etc.).

Alternatives, or “Alternatives, or “VolatilityVolatility Management”: Management”: Strategies may include but are not

limited to equity long/short, global macro, managed futures, event-driven, short-

bias, inflation hedge and options based. In the portfolios where we include these

strategies, they are designed to (a) provide additional diversification to portfolio

equity, interest rate and inflation risk, (b) access a more diverse set of potential

sources of return and (c) reduce the volatility of the overall portfolio over time.

Real Assets:Real Assets: These types of strategies historically have proven to be sensitive to

longer-term changes in inflation, and when we incorporate them, we are attempting to

(a) provide still more diversification to the portfolio equity risk, (b) access

additional sources of potential return and (c) provide purchasing power protection

to the portfolio against rising inflation. These strategies may include but are not

limited to gold, broad-basket commodities, real estate, energy Master Limited

Partnerships (MLPs) and diversified inflation-sensitive products.

If we overlay these four product strategy categories onto our economic regime quadrants,

in terms of when we might expect each “building block” to “help most” with respect to

delivering consistent risk-adjusted returns over time, it might look like this:
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We take a generally strategic approach to our portfolio construction and ongoing

management—we do not try to “time the market” and rotate in and out of strategies based

on the regime we believe we might be in. 

Instead, depending on the underlying investment mandate, our models are diversified

across all or most of the strategy building blocks in an attempt to deliver consistent

performance regardless of which regime we may be in or evolving to. We may make marginal

dynamic allocation or strategy decisions as changing market conditions warrant, but we

build our portfolios with a longer-term time horizon in mind.

Investment Philosophy, Point 3: Investment Philosophy, Point 3: In building Model Portfolios, we are (1) ETF-In building Model Portfolios, we are (1) ETF-

centric in nature to optimize both fees and taxes, (2) global in nature and (3)centric in nature to optimize both fees and taxes, (2) global in nature and (3)

“open architecture”—we use both WisdomTree and third-party models in all of our“open architecture”—we use both WisdomTree and third-party models in all of our

portfolios to help us deliver better asset class and risk factorportfolios to help us deliver better asset class and risk factor

diversification, as well as access “best in class” investment solutions, and (4)diversification, as well as access “best in class” investment solutions, and (4)

we take a “core-satellite” portfolio construction approach.we take a “core-satellite” portfolio construction approach.

Summary and ConclusionsSummary and Conclusions

The WisdomTree Investment Philosophy and Portfolio Management approach is grounded in

both academic research and practical experience. Over full market cycles and in varying

economic and investment regimes, we strive to deliver consistent and positive risk-

adjusted net-of-fee performance. By doing so, we attempt to help advisors and their end

client investors meet their long-term investment goals and objectives. 

Important Risks Related to this ArticleImportant Risks Related to this Article

Neither asset allocation nor diversification assures a profit or protects against loss

in a given market environment. Investors should consider their investment time frame,

risk tolerance level and investment goals.

For Retail Investors: For Retail Investors: WisdomTree’s Model Portfolios are not intended to constitute

investment advice or investment recommendations from WisdomTree. Your investment advisor

may or may not implement WisdomTree’s Model Portfolios in your account. The performance

of your account may differ from the performance shown for a variety of reasons,

including but not limited to: your investment advisor, and not WisdomTree, is

responsible for implementing trades in the accounts; differences in market conditions;

client-imposed investment restrictions; the timing of client investments and
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withdrawals; fees payable; and/or other factors. WisdomTree is not responsible for

determining the suitability or appropriateness of a strategy based on WisdomTree’s Model

Portfolios. WisdomTree does not have investment discretion and does not place trade

orders for your account. This material has been created by WisdomTree, and the

information included herein has not been verified by your investment advisor and may

differ from the information provided by your investment advisor. WisdomTree does not

undertake to provide impartial investment advice or give advice in a fiduciary capacity.

Further, WisdomTree receives revenue in the form of advisory fees for our exchange-

traded Funds and management fees for our collective investment trusts.

For Financial Advisors:For Financial Advisors: WisdomTree Model Portfolio information is designed to be used

by financial advisors solely as an educational resource, along with other potential

resources advisors may consider, in providing services to their end clients.

WisdomTree’s Model Portfolios and related content are for information only and are not

intended to provide, and should not be relied on for, tax, legal, accounting, investment

or financial planning advice by WisdomTree, nor should any WisdomTree Model Portfolio

information be considered or relied upon as investment advice or as a recommendation

from WisdomTree, including regarding the use or suitability of any WisdomTree Model

Portfolio, any particular security or any particular strategy.

For standardized performance and the most recent month-end performance click here NOTE,

this material is 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.

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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 investments in 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 its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal 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 instruments 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 indication 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 its 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 liability for any direct, indirect, special, incidental, punitive,

consequential (including loss 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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DEFINITIONSDEFINITIONS

InflationInflation  : Characterized by rising price levels.

RiskRisk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Modern Portfolio Theory (MPT)Modern Portfolio Theory (MPT)  : A financial theory that seeks to juxtapose investors’

attitudes toward risk and return by maximizing the expected returns of a portfolio for a

given level of risk, since greater expected returns usually involve absorbing additional

risk.

Capital Market Theory (CMT)Capital Market Theory (CMT)  : A generic term for the analysis of securities.

Capital Market Assumptions (CMAs)Capital Market Assumptions (CMAs)  : Beliefs about the future performance of available

asset segments that incorporate theories, observations and experience.

Mean-Variance OptimizationMean-Variance Optimization  : The process of measuring an asset's risk against its

likely return and investing based on that risk/return ratio.

ValueValue  : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower 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.

SizeSize  : Characterized by smaller companies rather than larger companies by market

capitalization. This term is also related to the Size Factor, which associates smaller

market-cap stocks with excess returns vs the market over time.

QualityQuality  : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

CreditCredit  : A contractual agreement in which a borrower receives something of value now and

agrees to repay the lender at some date in the future.

High YieldHigh Yield  : Sometimes referred to as “junk bonds,” these securities have a higher risk

of default than investment-grade securitie.

SecuritizedSecuritized  : a debt security whose value is backed by an asset or pool of assets such

as a mortgage.

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

level.&nbsp.

Interest ratesInterest rates  : The rate at which interest is paid by a borrower for the use of money.

Purchasing PowerPurchasing Power  : The value of a currency expressed in terms of the number of goods or

services that one unit of money can buy.

WisdomTree WisdomTree BLOG ARTICLEBLOG ARTICLE

WisdomTree.com WisdomTree.com   1-866-909-WISE (9473)1-866-909-WISE (9473)


	THE WISDOMTREE PHILOSOPHY: PORTFOLIO CONSTRUCTION AND BUILDING “ALL-WEATHER” PORTFOLIOS

