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DOES DIVERSIFICATION MATTER
AGAIN?

Scott welch - chief Investment officer, Model Portfolios
03/10/2022

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. Not all financial
professionals have access to these Model Portfolios.

From the depths of the great financial crisis in March 2009 through the end of 2021,
pretty much all you needed in your client’s Model Portfolios were allocations to the S&P
500 Index and the Bloomberg U.S. Aggregate Index, and you were just fine. The S&P 500
(purple Tine below) outperformed all other major stock indexes except the tech-heavy NAS
DAQ-100 Index, and interest rates generally fell, providing positive returns 1in both
allocations.
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The phrase “deworsification” became popular over this period-if you had anything but

U.S. stocks and bonds 1in your portfolio, say for diversification purposes, your
performance “worsened.”

we are Tless than three months into 2022, but already we see a very different picture.

Interest rates are up and expected to continue to rise Churting bond performance), and
the S&P 500 Index is falling.
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In addition, after more than 10 years of relative “quiescence,” we are beginning to see
more volatility in the market (as measured by the VvIX, a commonly referenced measure of
the volatility of the S&P 500 Index).
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Source: YCharts, 12-month data through 3/5/22. You cannot invest in an index, and past performance does not
guarantee future results,

So, rising rates and increased volatility-historically, this has been the market regime
in which alternative investments have performed best (or, said differently, the past 10
years of falling rates and low volatility helps to explain why alternative investments
have not performed very well). The point is that the inclusion of alternatives may help

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#quiescence
https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/blog/glossary#cboe-volatility-index%C2%AE

wWisdomTree BLOG ARTICLE

to improve both the diversification of the portfolio and the consistency of performance.

Hedge fund returns in different market environments
Average return in up and down months for S&P 500
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equal-weighted Index of single-manager funds that report to the HFR Database. Constituent funds report monthly
net of all fees performance in U.S. dollars and have a minimum of $50 million under management or $10 million
under management and a 12-month track record of active performance. The HFRI Fund Weighted Composite
Index does not include funds of hedge funds. You cannot invest in an index, and past performance does not
guarantee future results.

Another aspect of the current market environment 1is rising inflation, with recent CPI
reports in excess of 6%-7%. Considering this environment, it 1is helpful to see how
different asset classes historically have responded to inflation.

Beta to Expected Inflation of Main Asset Class
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Source: WisdomTres, Bloomberg, S&P. Kenneth French Data Library. From January 1960 to November 2021, Calculations are
based on monthly retumns in USD Broad commodities (Bloomberg commodity total return index) data started in Jan 1960, US TIPS
(Bloomberg US Treasury Inflation-linked total return bond index - Series L' index) data started in March 1997, US House Price (S&P
Corelogic Case-Schiller US National Home Price seasonally adjusted index) data started in January 1987. US Equities, Precious
mital miners, Industrial metal miners and Energy producers are sorted from the Kenneth French Data Library. Precious metals
miners data started in June 1963,

The way to interpret this graph is that, historically, (a) the two best hedges to
inflation were U.S. equities and precious metals/miners (highest negative beta to
inflation) and (b) broad commodities represented the best way to take advantage of
inflation Chighest positive beta).

The point of the story is that we believe today’s market environment is ripe for the
inclusion of both real assets and alternatives in diversified portfolios, which is
exactly what the wisdomTree Endowment Model Portfolios do.

I have been writing about, advocating for and defending the “Endowment Model Portfolio”

for more than 10 years.! And, periodically, I have had to accept being accused of
“deworsification” for doing so. But I still believe it has a place for many investors
and advisors— especially now in this period of rising volatility, rising interest rates
and uncertain equity market performance.

First, let me define terms. In the actual endowment world, there are no taxes, and time
horizons are infinite. Therefore, illiquidity 1is not an issue. This translates into an
Endowment Model Portfolio that holds very few bonds, only enough public equity to make a
difference and lots of private and alternative investments, plus real assets.

of course, in the world of tax-paying, high-net-worth and affluent retail investors who
do not have an dinfinite time horizon, things are different. Does that mean the
“Endowment Model Portfolio” doesn’t translate? I don’t believe that 1is true. Adjusting
for the realities of human behavior and taxes, I believe that an appropriate Endowment
Model Portfolio for individuals means the following:

e Broad and global diversification

e Intelligent use of active vs. passive investment strategies (i.e., a cost/benefit
optimization of active management fees or, in WisdomTree’s phrase, Modern A'Ipha-2

e A prudent use of nontraditional or Tess correlated investments 1in an attempt to
improve overall portfolio diversification (i.e., real assets and alternatives)
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e A Tong-term time horizon
e Investment discipline through full market cycles

we manage five Endowment Model Portfolios (at different risk levels from conservative
to aggressive) in exactly this way, and we believe they deserve more attention as Tlong-
term solutions for many advisors and end clients. our most widely used model is the
“Moderate Aggressive,” which allocates 50% to global equities, 30% to fixed income and
20% to a combination of alternative and real asset strategies.

Financial advisors who are registered on the WwisdomTree website can learn more about
them in our Model Adoption Center.

Al1l these Model Portfolios are multi-asset, with allocations to global equities, fixed
income, real assets and alternative 1investments. Somewhat unique, we believe, 1is our
ability to fund the less-traditional asset class positions because we allocate to NTSX,
the U.S. version of our “Efficient Core” strategy that takes a leveraged 90/60 position
in Tlarge-cap U.S. equities and U.S. Treasuries. This provides us with a “core”
allocation to stocks and bonds while leaving capital to allocate to other strategies.

on the real asset side, we have allocations to energy master Timited partnerships
(MLPs), a hybrid real estate/infrastructure strategy, and, via our own GCC, a
dynamically managed broad basket of commodities.

on the alternative investment side, we have allocations to a short-biased strategy, a
managed futures strategy (via our own WIMF and a hedged equity strategy in the form of
our own put-writing strategy, PUTW.

The explicit purpose of these Model Portfolios 1is to seek to deliver consistent,
absolute return performance, regardless of underlying market conditions. To date, they
have performed as expected. They will not keep up with a raging bull equity market, but
they are designed to not Tose as much in down or disruptive markets. And, historically,

that’s what they’ve delivered (using the Moderately Aggressive model as an example).?
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Performance is historical and does not guarantee future results. Current parformance may be lower or higher than quoted. Investment returns and principal
value of an investmant will fluctuate so that an investor's shares, when sold, may be worth more or less than their eriginal cost.
The Model Partfolle performance results shown are theoretical and do not reflect any investor's actual experience with owning. trading or managing an actual
investment. Thus, the performance shown does not reflect the impact that economic and market factors had or might have had on dechslon making if actual investor
meoney had bean managed and allocated per the Model Portfolia, Actual performance achieved in seeking to follow the Medel Portfolio may differ from the
theoretical performance shown for & number of reasons, including the timing of implemantation of trades (inchuding rebalancing trades to adjust to Modal Portfolia
:hmngm)_ markat conditions, feas and expenses {v.g , brokerage commissions, deduction of .rdu'ryoq or other fees or expenses :Iurgnd by advisors or athar third
parties to investors, strategist fees and'or platferm fees), contributions, withdrawals, account restrictions, tax consequences, and/er other factors, any ar all of which
may lawer returns. While Medel Portfalio performance may have performed botter than the benchmark for some or all perieds shown, the performance during any
ather period may nat have, and there is ne assurance that Model Portlelia performance will perform better than the benchmark in the future, Madel Portfolie
perlormance ealculstions assume reinvestment of dividends, are pre-tax and are net of fund expenses.
ETF shares are bought and sold at market price {not NAV) and arg not individually redeamable from tha Fund. Tatsl returns are calculated using the daily 4:00 p.m,
EST net asset vahse [NAVL Market price returns reflect the midpoint of the bid/ask spread a3 of the close of trading on the exchange where Fund shanes are lsted.
Market price returns do not represent the returns you would receive if you traded shares at other times.

For standardized performance of the underlying Funds, please click here.

In addition to our Endowment Model Portfolios, we also offer a volatility Management
Model Portfolio. This is one of our “outcome-focused” Model Portfolios designed with
explicit investment objectives 1in mind. In this case, to be used as a complement to
existing more-traditional Model Portfolios when the advisor and/or end client wants a
more “endowment-Tike” portfolio experience.

In addition to the short-biased, hedged equity and managed futures strategies that are
embedded in our Endowment Model Portfolios, the “vol Man” Model Portfolio also has

explicit allocations to diversified arbitrage3 and a different form of hedged equity.*
Similar to the Endowment Model Portfolios, our Vol Man Model Portfolio has performed as
it was designed to do.®

WisdomTree volatility Management Model Portfolio
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Figure 8_WT Vvolatility Model Portfolio copy

For standardized performance of the underlying Funds, please click here.

As with all wisdomTree Model Portfolios, our Endowment and Vvolatility Management Model
Portfolios share certain common characteristics:

They are global in nature

They are ETF-centric to optimize fees and taxes

They are “open architecture” and include both wisdomTree and third-party strategies
They charge no strategist fee

AWN R

conclusions

with market conditions where they are, we definitely are receiving more questions from
advisors about less-traditional and/or more-diversifying Model Portfolio solutions.

we think the Endowment Model Portfolios and the volatility Management Model Portfolio
can be appropriate solutions to those questions.

we hope you will take a Took.

Iscott welch, “In Defense of the Endowment Model,”, IMCA Investments & wealth Monitor,

May-June 2010, pgs. 32--2636. (https://investmentsandwealth.org/getattachment/75a77ec3-2
a97-44f7-bae8-196e6c52b895/IwM10MayJun-EndowmentModel . pdf) .

Zpast performance is no guarantee of future results.

30 “diversified arbitrage” strategy is one that employs multiple types of investment
strategies that seek to profit from corporate capital- raising events such as new debt,
equity, and convertible 1issues and corporate control events such as mergers or
bankruptcies.

4“Hedged Equity” refers to an investment strategy that maintains both long and short

equity securities positions, in an attempt to capture up market movement via the Tong
strategies while mitigating down market movements via the short positions.
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past performance is no guarantee of future results.

Important Risks Related to this Article

Neither diversification nor an asset allocation strategy assures a profit or eliminates
the risk of experiencing investment losses.

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 T1imited to: your finvestment advisor, and not wisdomTree, is
responsible for implementing trades in the accounts; differences in market conditions;
client-imposed investment restrictions; the +timing of <client idinvestments and
withdrawals; fees payable; and/or other factors. wisdomTree 1is 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 1investment advisor and may
differ from +information provided by your dinvestment 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 professionals: 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 WwisdomTree, nor should any WisdomTree Model Portfolio
information be considered or relied upon as investment advice or as a recommendation
from WisdomTree, dincluding regarding the use or suitability of any WisdomTree Model
Portfolio, any particular security or any particular strategy. In providing WisdomTree
Model Portfolio information, WwisdomTree is not acting and has not agreed to act in an
investment advisory, fiduciary or quasi-fiduciary capacity to any advisor or end client,
and has no responsibility in connection therewith, and 1is not providing individualized
investment advice to any advisor or end client, including based on or tailored to the
circumstance of any advisor or end client. The Model Portfolio information 1is provided
“as is,” without warranty of any kind, express or implied. wisdomTree is not responsible
for determining the securities to be purchased, held and/or sold for any advisor or end
client accounts, nor 1is WisdomTree responsible for determining the suitability or
appropriateness of a Model Portfolio or any securities included therein for any third
party, including end clients.

Advisors are solely responsible for making investment recommendations and/or decisions
with respect to an end client and should consider the end client’s individual financial
circumstances, 1investment time frame, risk tolerance Tlevel and investment goals 1in
determining the appropriateness of a particular investment or strategy, without input
from wisdomTree. WisdomTree does not have investment discretion and does not place trade
orders for any end client accounts. Information and other marketing materials provided
to you by WisdomTree concerning a Model Portfolio—including allocations, performance and
other characteristics—may not be indicative of an end client’s actual experience from
investing in one or more of the funds included in a Model Portfolio. Using an asset
allocation strategy does not ensure a profit or protect against Tloss, and
diversification does not eliminate the risk of experiencing investment losses. There is
no assurance that investing 1in accordance with a Model Portfolio’s allocations will
provide positive performance over any period. Any content or information included in or
related to a WisdomTree Model Portfolio, including descriptions, allocations, data, fund
details and disclosures, 1is subject to change and may not be altered by an advisor or
other third party in any way.
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wisdomTree primarily uses WisdomTree Funds in the Model Portfolios unless there is no
wisdomTree Fund that is consistent with the desired asset allocation or Model Portfolio
strategy. As a result, wisdomTree Model Portfolios are expected to include a substantial
portion of WwisdomTree Funds, notwithstanding that there may be a similar fund with a
higher rating, Tlower fees and expenses or substantially better performance.
Additionally, WisdomTree and its affiliates will idindirectly benefit from investments
made based on the Model Portfolios through fees paid by the wisdomTree Funds to
wisdomTree and its affiliates for advisory, administrative and other services.

NTSX: There are risks associated with 1investing, including the possible Tloss of
principal. while the Fund is actively managed, the Fund’s investment process is expected
to be heavily dependent on quantitative models, and the models may not perform as
intended. Equity securities, such as common stocks, are subject to market, economic and
business risks that may cause their prices to fluctuate. The Fund invests in derivatives
to gain exposure to U.S. Treasuries. The return on a derivative instrument may not
correlate with the return of 1its underlying reference asset. The Fund’s use of
derivatives will give rise to leverage, and derivatives can be volatile and may be Tess
Tiquid than other securities. As a result, the value of an investment in the Fund may
change quickly and without warning, and you may lose money. Interest rate risk is the
risk that fixed income securities, and financial 1instruments related to fixed 1income
securities, will decline in value because of an increase in interest rates and changes
to other factors, such as perception of an issuer’s creditworthiness. Please read the
Fund’s prospectus for specific details regarding the Fund’s risk profile.

GCC: There are risks associated with dinvesting, 1including the possible Tloss of
principal. An investment in this Fund is speculative, involves a substantial degree of
risk and should not constitute an investor’s entire portfolio. One of the risks
associated with the Fund is the complexity of the different factors that contribute to
the Fund’s performance. These factors include the use of commodity futures contracts. In
addition, bitcoin and bitcoin futures are a relatively new asset class. They are subject
to unique and substantial risks and, historically, have been subject to significant
price volatility. while the bitcoin futures market has grown substantially since bitcoin
futures commenced trading, there can be no assurance that this growth will continue. In
addition, derivatives can be volatile and may be less 1liquid than other securities and
more sensitive to the effects of varied economic conditions. The value of the shares of
the Fund relates directly to the value of the futures contracts and other assets held by
the Fund, and any fluctuation 1in the value of these assets could adversely affect an
investment in the Fund’s shares. Because of the frequency with which the Fund expects to
rol1l futures contracts, the impact of such contango or backwardation may be greater than
the impact would be if the Fund experienced less portfolio turnover. Please read the
Fund’s prospectus for specific details regarding the Fund’s risk profile.

WTMF: There are risks associated with 1investing dincluding the possible Tloss of
principal. An 1investment in this Fund is speculative, involves a substantial degree of
risk and should not constitute an 1investor’s entire portfolio. One of the risks
associated with the Fund is the complexity of the different factors that contribute to
the Fund’s performance, as well as 1its correlation (or non-correlation) to other asset
classes. These factors include the use of long and short positions in commodity futures
contracts, currency forward contracts, swaps and other derivatives. Derivatives can be
volatile and may be less 1liquid than other securities and more sensitive to the effects
of varied economic conditions. In addition, bitcoin and bitcoin futures are a relatively
new asset class. They are subject to unique and substantial risks and, historically,
have been subject to significant price volatility. while the bitcoin futures market has
grown substantially since bitcoin futures commenced trading, there can be no assurance
that this growth will continue. The Fund should not be used as a proxy for taking Tlong-
only (or short-only) positions 1in commodities or currencies. The Fund could Tose
significant value during periods when long-only -dindexes rise (or short-only -<indexes
decline). The Fund’s investment objective is based on historical price trends. There can
be no assurance that such trends will be reflected in future market movements. The Fund
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generally does not make intra-month adjustments and therefore is subject to substantial
losses 1if the market moves against the Fund’s established positions on an intra-month
basis. In markets without sustained price trends or markets that quickly reverse or
“whipsaw,” the Fund may suffer significant losses. The Fund is actively managed; thus,
the ability of the Fund to achieve its objectives will depend on the effectiveness of
the portfolio manager. Due to the investment strategy of this Fund, it may make higher
capital gain distributions than other ETFs. Please read the Fund’s prospectus for
specific details regarding the Fund’s risk profile.

PUTW: There are risks associated with dnvesting, including the possible loss of
principal. The Fund will dinvest 1in derivatives, including S&P 500 Index put options
(“SPX Puts”). Derivative investments can be volatile, and these investments may be Tess
Tiquid than securities and more sensitive to the effects of varied economic conditions.
The value of the SPX Puts in which the Fund invests 1is partly based on the volatility
used by market participants to price such options (i.e., implied volatility). The
options values are partly based on the volatility used by dealers to price such options,
so increases in the 1implied volatility of such options will cause the value of such
options to increase, which will result in a corresponding increase in the liabilities of
the Fund and a decrease in the Fund’s NAV. Options may be subject to volatile swings in
price influenced by changes in the value of the underlying instrument. The potential
return to the Fund is limited to the number of option premiums it receives; however, the
Fund can potentially Tose up to the entire strike price of each option it sells. Due to
the investment strategy of the Fund, it may make higher capital gain distributions than
other ETFs. Please read the Fund’s prospectus for specific details regarding the 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.

Related Funds
+ WisdomTree Enhanced Commodity Strategy Fund

+ WisdomTree Managed Futures Strategy Fund

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 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 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 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)
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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

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.

Nasdaq 100 Index : Includes 100 of the Targest domestic and international non-financial
companies Tisted on The Nasdaq Stock Market based on market capitalization. The Index
reflects companies across major industry groups 1including computer hardware and
software, telecommunications, retail/wholesale trade and biotechnology. It does not
contain securities of financial companies, including investment companies.

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

Quiescence : inactivity or dormancy.

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

commodity : A raw material or primary agricultural product that can be bought and sold.
I1liquidity : The state of a security or other asset that cannot easily be sold or
exchanged for cash without a substantial loss in value. Illiquid assets also cannot be
sold quickly because of a Tack of ready and willing investors or speculators to purchase
the asset. The Tack of ready buyers also Teads to Tlarger discrepancies between the
asking price (from the seller) and the bidding price (from a buyer) than would be found
in an orderly market with daily trading activity.
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