
DESPERATELY SEEKING LOW
VOLATILITY
Scott Welch — Chief Investment Officer, Model Portfolios

07/23/2020

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.

All my friends know the low rider
The low rider is a little higher

Low rider drives a little slower
Low rider is a real goer

Low rider knows every street, yeah
Low rider is the one to meet, yeah

Low rider don’t use no gas now
Low rider don’t drive too fast

Take a little trip, take a little trip
Take a little trip and see

Take a little trip, take a little trip
Take a little trip with me

(From “Low Rider (On the Boulevard),” performed by War, 1975)

One of the more popular investment risk factors over the past 3–5 years has been “low volatility.” Classic investment
theory suggests that stocks with lower volatility should also have a lower expected return, but for the past five years up
until the end of 2019, that simply was not the case:
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For definitions of indexes in the chart, please visit our glossary.

That outperformance, however, has broken down in 2020, no doubt influenced by the virus-induced market disruptions:

As we have written about before, risk factors rotate in an out of favor just like asset classes do, and “low vol” is no
exception (it is the bright yellow box in the “performance quilt” below):
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Another characteristic of “low vol” investing is that its recent popularity with investors has driven the valuations of “low
vol” stocks sky-high. The current P/E ratio of a popular S&P 500 “low vol” ETF is trading at only a slight discount to the 
P/E ratio of the mainstream S&P 500 Index ETF itself. And remember that the mainstream ETF includes what we view to
be hyper-valued large-cap tech stocks. For now, dividends for the sector appear safe to us, providing a key level of near-
term valuation support. But, nonetheless, “low vol” investing has become expensive.

Put differently, investors seem willing to “pay up” for a low-volatility allocation within their portfolio, but, as we know,
the future potential performance of any investment is a function of how much you pay for it today. If you pay a high
multiple today, your future potential performance typically is reduced.

We have written before about the inclusion of lower-correlated strategies into portfolios as a way of improving overall di
versification, and we make those strategies explicitly available in our Endowment Model and our Volatility Management
Model.

But there is another way to lower portfolio volatility without overpaying for “low vol” stocks. As a part of our Outcome-F
ocused Model Portfolio sleeves, we offer three versions of a “smart beta” or “multifactor” model portfolio—one each for
the U.S., developed international and emerging markets. All these portfolios are designed specifically to deliver a high
level of risk factor diversification, thereby potentially lowering the overall volatility of a broader portfolio.

Each of these models could be used as a stand-alone equity portfolio—they are geographically specific in nature, but
within each region they are diversified across asset classes, styles and risk factors. But each of them (or a combination of
them) can also act as a complement to an existing equity portfolio for advisors seeking to reduce volatility without
having to make wholesale reallocations.

Currently, each of these the multifactor models has explicit allocations to a variety of risk factors, including:
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Value
Size (both large cap and small cap)
Quality
Dividends
Momentum, and
Growth

As with all WisdomTree Model Portfolios, these models are “open architecture” (that is, they include both proprietary
and third-party products), and they carry no strategist fee.

The inclusion of one or more of these models into an overall portfolio can help achieve a similar outcome to allocating
to “low vol” stocks, but at much more attractive valuation levels.

For some perspective, consider the performance of the dark green “Multifactor” box in the risk factor performance quilt
above. That box does not reflect the actual performances of the model portfolios—those boxes reflect index-level
performances, and you cannot invest in an index, nor is past performance any guarantee of future results.

But you can get a sense of the historical improved performance consistency by incorporating multiple factors into a
portfolio (that is, the green boxes tend to cluster around the middle of the performance quilt).

Just like with asset classes, when certain parts of the market are rallying strongly (e.g., large-cap tech), a more diversified
portfolio will generally not keep up with that sector or risk factor.

But we believe we may have entered a new market regime, driven by both the ongoing pandemic and corresponding
governmental intervention, that will be characterized by increased volatility.

For advisors seeking to improve the risk factor diversification of their overall portfolio and thereby potentially lowering
portfolio volatility—but without “paying up” for “low volatility” securities—the WisdomTree multifactor models may be
worth looking into.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

There are risks associated with investing, including the possible loss of principal. Diversification does not eliminate the
risk of experiencing investment losses. Using an asset allocation strategy does not ensure a profit or protect against loss.

This material does not constitute any specific legal, tax or accounting advice. Please consult with qualified professionals
for this type of advice. This material is not intended to be a recommendation or advice by WisdomTree. 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 WisdomTree is also entitled to receive a
fee from certain model platform providers for licensing model portfolios.
WisdomTree Asset Management, Inc., is an investment advisor registered with the Securities Exchange Commission and
a wholly owned subsidiary of WisdomTree Investments, Inc.

For financial professionals: In the event that you subscribe to receive a WisdomTree Model Portfolio, you will receive
investment ideas from WisdomTree in the form of a model portfolio. The information is designed to be utilized by you
solely as a resource, along with other potential sources you consider, in providing advisory services to your clients.
WisdomTree’s Model Portfolios are not intended to constitute investment advice or investment recommendations from
WisdomTree. WisdomTree is not responsible for determining the securities to be purchased, held and/or sold for your
clients’ accounts, nor is WisdomTree responsible for determining the suitability or appropriateness of a model portfolio
or any securities included therein for any of your clients. WisdomTree does not have investment discretion and does not
place trade orders for any of your clients’ accounts. Information and other marketing materials provided to you by
WisdomTree concerning a model portfolio—including holdings, performance and other characteristics—may not be
indicative of your client’s actual experience from investing in one or more of the funds included in the model portfolio.
The model portfolios, allocations and data are subject to change.

For end users: 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. 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 information provided by your investment advisor. The
model portfolios, allocations and data are subject to change.
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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. 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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DEFINITIONS

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.

Low Volatility  : Characterized by lower standard deviation of price over time. This term is also associated with the Low
Volatility Factor, which associates lower volatility stocks with better risk-adjusted returns vs the market over time.

Valuation  : Refers to metrics that relate financial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.

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.

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.

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.

Dividend  : A portion of corporate profits paid out to shareholders.

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

Smart Beta  : A term for rules-based investment strategies that don’t use conventional market-cap weightings.

Value  : 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.

Size  : 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.

Small caps  : new or relatively young companies that typically have a market capitalization between $200 million to $2
billion.

Quality  : 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.

Momentum  : Characterized by assets with recent price increase trends over time. This term is also associated with the
Momentum Factor which associates these stock characteristics with excess return vs the market over time.

Growth  : Characterized by higher price levels relative to fundamentals, such as dividends or earnings. Price levels are
higher because investors are willing to pay more due to their expectations of future improvements in these fundamentals.
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