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If Shaquille O'Neal makes his first free-throw shot, what is the likelihood he makes the second?

Proponents of the “hot hand” theory say it's higher than Shaq's 52.7% free-throw percentage because he is “hot.”
Detractors would say each free throw outcome is random, so the likelihood of the next shot is simply his overall free-
throw percentage.

Research into the existence of the hot hand has been done in virtually every field, from sports to investing, for decades. In
investing, the hot hand is referred to as momentum, or trend-following. It has long been ubiquitous across asset classes.

As investors increasingly allocate to passive factor strategies, research has been published' on the existence of factor
momentum—the theory that outperforming factors continue to outperform.

While there is compelling evidence in favor of factor momentum, many investors were caught wrong-footed by changes
in factor performance in 2019—from defensive stocks outperforming to start the year to cyclicals outperforming toward
the end.

This factor reversal raises portfolio allocation implications for how to position a portfolio for a possible continuation of
Q4's factor leadership.

Factor Reversal

Based on the performance of a handful of the most widely tracked MSCI factor indexes, 2019 was a difficult year for long-
only factor investing, and even trickier for factor momentum.

The guality index was the only factor index to outperform over the full year. Only value and minimum volatility were able

to maintain outperformance for two consecutive quarters.

Minimum-volatility (min vol) and low-volatility ETFs garnered significant inflows following outperformance in the fourth
quarter of 2018 and strong performance through the first three quarters of 2019. The largest min vol ETF took in an
astonishing $12 billion in assets for the year.

Global recession concerns on the back of an inverted yield curve, weak economic data and trade war uncertainty were
behind the outperformance of defensive, low-volatility stocks. As concerns abated in September, these stocks
underperformed significantly through the end of the year.

Riskier, cyclical value stocks became top performers in Q4, outperforming the min vol index by over 700 basis points (bps
).

That quarter provides a clear exhibit into the inverse relationship between value and min vol, and the risks of a factor
going from having the hot hand to being ice cold.

Excess Returns vs. MSCI USA Index
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Sources: WisdomTree, Bloomberg, 12/31/18-12/31/19. Past performance is not indicative of future returns. You

cannot invest directly in an index. Weights subject to change.

Investing in the Low Volatility Factor

Different indexes track exposure to the low-volatility factor, each using varying definitions, sector considerations and
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rebalance periods.

Among the most widely followed are the MSCI USA Minimum Volatility Index (MSCI Min Vol Index) and the S&P 500 Lo
w Volatility Index (S&P Low Vol Index).

There are two main drawbacks associated with investing in the low-volatility factor:

e Sector Tilts: Both indexes tend to have sector tilts relative to the broad market, and are typically overweight
defensive sectors and underweight cyclical sectors. So low-volatility indexes are very rate-sensitive, tending to
outperform during falling rates. As shown in chart 2, the relative performance of both indexes versus the S&P 500
has improved when U.S. interest rates have declined.

e Valuations: As interest rates trend lower, valuations of low-volatility indexes become expensive. The aggregate

price-to-earnings (P/E) ratio premium for these indexes increases versus the S&P 500 in periods of falling rates
(currently about 15%).
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Sources: WisdomTree, Bloomberg, 12/31/14-12/31/19. Past peformance is not indicative of future results. You cannot invest
directly in an index.

Given the defensive sector tilts and the premium valuations associated with low-vol strategies, portfolios with these
exposures face underperformance risk if there’s strong global economic growth in 2020.

Conclusion: Balancing Min Vol with Value

Investors who piled into defensive equities in 2019 now must face the prospects of reduced trade war risks and improving
economic data, both of which will favor value over low volatility.

In order to mitigate the risk of underperformance in this type of environment, a value-tilted core exposure can bring
down the aggregate P/E multiple of a portfolio and bring sector exposures more in-line with the market.

The WisdomTree U.S. LargeCap Index, which completed its annual rebalance in December, is at a 28% discount to the
MSCI Min. Vol. Index on a trailing P/E basis, while also having almost 250 bps higher return on equity.

Adding this type of exposure to complement a low vol factor approach can help position a portfolio in case the value
factor keeps its hot hand in 2020.

Fundamentals Table
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As of 12/31/2019

WT U.S. LargeCap MSCI USA Min. Vol. S&P 500 Index
Index Index

Price-to-Earnings (P/E) Ratio 17 9dx 24.87x 21.61x
Dividend Yield 1.99% 221% 1.83%
Price-to-Book (P/B) Ratio 2.88x 3.ddx 351x
Return on Equity {(ROE) 15.45% 12.98% 15.13%
Return on Assets (ROA) 262% 3.33% 3.23%
Source: WisdomTree, Bloomberg. Past peformance is not indicative of future results. You cannot invest directly in an
index.

"Tarun Gupta and Bryan T. Kelly, “Factor Momentum Everywhere.” The Journal of Portfolio Management, 2019

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.

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. investors 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 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. MSClI, 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.

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


https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal

WisdomTree BLOG ARTICLE

DEFINITIONS

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.

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.

MSCI USA Minimum Volatility Index : Aims to reflect the performance characteristics of a minimum variance strategy
applied to the large and mid cap USA equity universe.

S&P 500 Low Volatility Index : Measures performance of the 100 least volatile stocks in the S&P 50.

Price-to-earnings (P/E) ratio : Share price divided by earnings per share. Lower numbers indicate an ability to access
greater amounts of earnings per dollar invested.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much profit a company generates with
the money shareholders have invested.
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