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U.S. equities continue to be a beacon of growth on a year-to-date (YTD) basis. With a

YTD performance for the S& 500 of +11.6%,! many debate whether drivers of this market
rally are macroeconomic numbers, the turnaround in corporate earnings or something else.
Is there anything we can say about whether this trend will continue?

I believe our answer may Tlie 1in a unique technical pattern that markets have been
showing in a post-guantitative easing (QE) world that I will describe below.

Interplay of Market and Diversification

Finance 101 tells us that assets move in unison during stress periods, challenging
investors looking for diversification. Correlations can also go up in a rising market,
but experience shows us that such rallies are less sustainable in the Tong run.

To visualize this interplay of U.S. equities and prevailing average correlations, I
plotted the chart below. The chart plots the average of all possible pair-wise trailing
six-month correlations of equities in a broad index (i.e., Dow Jones in our analysis).
This chart is indicates average correlations in the U.S. equity markets at every point
in time. The chart is then overlaid with three distinct periods over the last decade:

e Period 1-Pre-QE: November 2007 through November 2008
e Period 2-Intra-QE: November 2008 through October 2014

e Period 3-Post-QE: December 2014 through July 2017

Average cCorrelations in a Post-QE world at an Al1-Time Low
7/30/07-7/30/17
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Pre- and Intra-QE world

Immediately before QE, there was a spike of average correlations. This was driven by
panic in the market due to the financial crisis, a liquidity crunch and an S&P that

declined 30.6% during the period November 2007 through November 2008.2

This Ted the Federal Reserve (Fed) to come up with its bazooka of massive liquidity
injection wrapped as QE. Essentially, in November 2008 the Fed announced that it would
purchase up to $600 billion of agency mortgage-backed securities and agency debt,

providing the economy with Tiquidity of $600 billion.3 correlations reacted sharply and
fell while the market immediately cheered by jumping up.

In the following few years between November 2008 and October 2014, when the Fed
officially ended its QE program, we see a clear pattern:

o Effect from previous QE starts fading.
e Average correlations start rising and markets start declining.
e Fed announces another 1liquidity injection program, aka QE (QE2, QE3, QE tapering).

e Correlations drop off and markets jump.

Thus, simply looking at the Teft portion of this chart (pre- and intra-QE periods), one
may assume that it was QE that pushed correlations down and markets up every time. This
is where I think the right side of the chart (the post-QE world) 1is critical.

Post-QE world
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The Fed ended its monthly asset purchase program (or QE) in October 2014 and then began
the third period of our analysis-i.e., the post-QE world. Two distinct periods are
remarkable this time:

e Period 1-Rising Correlations: November 2014 through January 2016

e Period 2-Declining Correlations: January 2016 through today

Standing somewhere between November 2014 and January 2016, a market observer would not
have been very confident of the post-QE effect because correlations were rising and
markets were declining.

However, after January 2016 we clearly see a consistent trend in correlations, as they
have declined to their all-time low in the Tast 10 years. At the same time, markets have
been rallying. Thus we might be Tlooking at markets that are now reaping the positive
effects of the massive Tiquidity injection that the Fed has done over the Tast few years
and that is now showing up with a Tlag. Historic Tlow correlations can potentially
indicate that this market rally may have more fire to it than people think.

The Fed is also not the only game in town doing QE. This is a global market, and central
banks from Europe and Japan are still providing plenty of liquidity that might also be
coming into play here.

what is also interesting about this drop in correlations: it flies in the face of all
those active money managers and critics of the exchange-traded fund (ETF)/passive
investing trends who claim correlations in the market are rising. Clearly, ETFs and
indexes generally have experienced tremendous flows over the Tast decade, but overall
average correlations are lower today than they were 10 years ago.

conclusion

Market valuations have extended; however, correlations themselves have not gone up but,
rather, have consistently declined. with a current base number of .16, they have enough

upside to go before they reach alarming Tlevels.* In other words, any market correction
now would probably offer investors ample time to cut their allocation to U.S. equities.

In such an environment, missing on market participation because equities have run up a
Tot may be a painful strategy. In my opinion, for a moderate to aggressive allocation
there is more to gain by riding equity allocations—especially to fundamentally strong
companies and indexes built with a sensitivity to valuations.

lsource: Bloomberg, as of 7/31/17.

2source: Bloomberg, as of 7/31/17.
3source: Federal Reserve, as of 7/31/17.

4sources: wisdomTree, Bloomberg, as of 7/31/17
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Diversification does not eliminate the risk of experiencing investment losses.
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 1its
affiliates, nor Foreside Fund Services, LLC, or 1its 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

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.

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.

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.

Federal Reserve : The Federal Reserve System 1is the central banking system of the
United States.

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.

Mortgage-backed securities : Fixed income securities that are composed of multiple
underlying mortgages.
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