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Most investment professionals are familiar with “asset allocation performance quilts,”
which summarize how different global asset classes perform relative to each other over
different time periods. Here 1is a recent example from JP Morgan Asset Management,
showing historical performance through the end of 2019:
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You cannot invest directly in an index.

For definitions of terms in the chart, please visit our glossary.

The well-intentioned point of these “performance quilts” 1is to illustrate how difficult
it is to predict which asset classes will perform best at any given time, thereby
highlighting the importance of asset class diversification within a portfolio (the 1light
gray boxes labeled “Asset Alloc.” in the above chart).

But is asset class diversification sufficient for building more robust portfolios? we
think it 1is a necessary condition, but investors and advisors can build better
portfolios by also considering risk factor diversification.

Asset classes—or, more specifically, the securities that fall within a given asset class
—can be thought of (somewhat simplistically) as convenient little bundles of specific
risk factors. Because of this, however, seemingly diversified asset class portfolios do
not always deliver the expected level of protection during disruptive markets (as we are
witnessing firsthand right now)-they are often exposed to similar or comparable risk
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factors.

Consider the simple example of large-cap U.S. stocks, emerging markets (EM) stocks and
high-yield bonds. These are all very different asset classes, but they all have highly ¢
orrelated risk factor profiles. (Specifically, they are all heavily 1influenced by the
equity risk factor.)

So when a disruptive market event occurs, they tend to fall together. The Tlogical
conclusion of this avenue of thought is that better diversification might be achieved by
allocating across risk factors as well as across asset classes.

A “risk factor performance quilt,” similar to the more familiar “asset class quilt” and
incorporating a variety of the risk factors embedded in different wisdomTree ETFs, Tooks
Tike this:
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largest companies listed in the U.5. Securities in the Low Correlation portfolic are selected based on their trailing
&- and 12-menth correlation versus the broad market. Securities in the Low Volatility portfolic are selected based
on their trailing 12-menth standard deviation. Securities in the Mementum pertfolio are selected based on their
trailing &- and 12-month risk-adjusted performance. Securities in the Quality portfolio are selected based on
strenger current and historical (three-year) measures of profitability compared to their peers in the same GICS
industry using four main variables: return on equity, return on assets, gross profits over assets and cash flow over
assets. Securities in the Value portfolic are selected based on more attractive valuation metrics compared to
their peers in the same GICS industry using six main variables: sales-to-price, bock-to-price, earnings-to-price,
estimated eamings-to-price, EBITDA-to-enterprise value and operating cash flow-to-price. Securities in the Size
portfolic are selected based on their market capitalization compared to their peers in the starting universe.
Securities in the Multifacter portfolio are selected based on a composite score calculated by equally weighting

their low correlation, momentum, quality and value scores.

For definitions of terms in the chart, please visit our glossary.

Just focusing on the “swirling” color pattern alone illustrates that risk factors, 1ike
asset classes, rotate in and out of favor, and that more diversified risk factor
exposures may build in the potential for more consistent performance.

As we have discussed, we believe asset allocation model portfolios will increase in impo
rtance, especially in the wake of this terrible coronavirus pandemic. First, we believe
that many advisors will want to rethink their approaches to both investing and running
their practices, and model portfolios can help with both. Second, we also believe,
despite our continued optimism that this terrible time will pass, that the 10-year
“perpetual beta rally” 1in the global markets may have come to an end, and we now are
entering a new and much more volatile (some might say “normal”) market regime.

This is why wisdomTree Model Portfolios are diversified at both the asset class and risk
factor Tlevels. It is also an important reason why all our models are “open architecture”
and include non-wisdomTree products. wWe believe this allows us to build diversified risk
factor exposures that optimize the potential for delivering on our 1investment mandates
in a robust, more consistent fashion.

Risk factor diversification is not yet a “household phrase” in the investment management
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industry, at Teast not to the same extent as asset class diversification. But, given the
rapid evolution of factor-based solutions, 1including WisdomTree Model Portfolios and
ETFs, combined with what we believe will be a new, much more volatile market regime
going forward, we anticipate a dramatic increase in awareness and adoption.

Important Risks Related to this Article

There are risks involved with investing, including possible loss of principal. Using an
asset allocation strategy does not ensure a profit or protect against loss.

This content is for information only and is not intended to provide, and should not be
relied on for, tax, Tlegal, accounting, investment or financial planning advice by
wisdomTree, nor should it be considered or relied upon as a recommendation by WisdomTree
regarding the use or suitability of any model portfolio or any particular security. The
financial advisor 1is solely responsible for making 1investment recommendations and/or
decisions with respect to its clients without 1input from wisdomTree, dincluding with
respect to investing in accordance with any model portfolio or any particular security.
wisdomTree 1is not acting 1in an investment advisory, fiduciary or quasi-fiduciary
capacity to any financial advisor or its client and is not providing individualized
investment advice to any financial advisor or its client based on or tailored to the
circumstances of any individual financial advisor or its individual client.

This content has been prepared without regard to the individual financial circumstances
and objectives of any 1investor, and the appropriateness of a particular investment or
strategy will depend on an investor’s individual circumstances and objectives. Investors
and their advisors should consider the investor’s individual financial circumstances,
investment time frame, risk tolerance Tlevel and 1investment goals. Investors should
consult with their own advisors before engaging in any transaction. 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 in accordance with a model portfolio’s allocations will
provide positive performance over any period. The model portfolios are provided “as is,”
without any warranty of any kind, express or implied. Information and other marketing
materials provided to you by wisdomTree or any third party concerning a WisdomTree Model
Portfolio, 1dincluding allocations, performance and other characteristics, may not be
indicative of an investor’s actual experience from an account managed in accordance with
a model portfolio’s strategy.

This content, and any assistance provided as described herein, 1including portfolio
construction and asset allocation stress testing, assessments, discussions, output or
other assistance (whether by WisdomTree personnel or digital tools) (the “Assistance
Tools”), are for information only, and no material or Assistance Tools are intended to
provide, and should not be relied on for, tax, 1legal, accounting, investment or
financial planning advice. This content and the Assistance Tools are intended for use
only by a financial advisor as a resource in the development of a portfolio for the
financial advisor’s clients.

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 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

Diversification : A risk management strategy that mixes a wide variety of investments
within a portfolio.

Risk : 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.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer
to companies with a market capitalization value of more than $10 billion. Large cap is
an abbreviation of the term “large market capitalization”. Market capitalization is
calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

Emerging market : Characterized by greater market access and Tless potential for

operational risks when compared to frontier markets, which leads to a larger base of
potentially eligible investors.

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.

Factor : Attributes that based on its fundamentals or share price behavior, are

associated with higher return.

Beta : A measure of the volatility of a security or a portfolio in comparison to a
benchmark. In general, a beta less than 1 indicates that the investment is less volatile
than the benchmark, while a beta more than 1 indicates that the 1investment 1is more

volatile than the benchmark.

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