
Each month, Morningstar ETFInvestor will highlight 
one of five model portfolios designed to meet different 
investment objectives. These model portfolios are  
not intended to be specific recommendations for port-
folio construction, but rather to showcase actionable 
investment ideas and demonstrate how individual 
funds can fit into a broader portfolio. The accompa-
nying articles will discuss the composition and perfor-
mance of each portfolio, as well as adjustments inves-
tors could make to them and how these adjustments 
might affect performance. 

The purpose of highlighting potential modifications  
to the model portfolios is to demonstrate the impact 
that specific choices regarding things like fund  
selection, asset allocation, and rebalancing have on 
each portfolio and discuss the trade-offs of using 
alternative approaches to each to achieve the portfo-
lio’s objective. The newsletter won’t track the modi-
fied versions of the portfolios outside of the issue that 
describes them. However, it will track the perfor-
mance of the baseline model portfolios, which will 
largely remain consistent over time. 

For ease of comparison, all five portfolios have  
the same target asset allocation (40% U.S. stocks, 
20% foreign stocks, 40% bonds). There is nothing 
special about this asset allocation. The portfolios tilt 
toward stocks because they have higher expected 
returns (and risk) than bonds. The U.S. stock over-
weighting reflects most U.S. investors’ home-market 
bias. Each portfolio rebalances back to its target 
weightings at the end of each year. While the compo-
sition of these portfolios should be fairly stable, the 
editor may make occasional changes to the portfolios 
to help them better meet their objectives. 

Basic Portfolio

Objective: Harness the market’s collective wisdom  
on the cheap.
 
The basic portfolio is the baseline against which the 
four other portfolios will be compared. It uses  
low-cost, broadly diversified market-cap-weighted 
ETFs from Vanguard. Each of these funds offers 
comprehensive coverage of its respective market. 

Defensive Portfolio 

Objective: Exhibit lower volatility, better downside 
protection, and better risk-adjusted performance 
than the basic portfolio over the long term. 

The defensive portfolio uses three low-volatility 
funds within its equity allocation. The 5% emerging-
markets allocation approximates the weighting of 
these stocks in the basic portfolio. The fixed-income 
sleeve tilts toward short-term investment-grade 
bonds to further reduce risk. 

Factor Portfolio

Objective: Earn higher returns than the basic portfolio 
over the long term. 

The factor portfolio includes funds that target  
securities with characteristics that have historically 
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Name %

Vanguard Total Stock Market ETF VTI 40

Vanguard Total International Stock ETF VXUS 20

Vanguard Total Bond Market ETF BND 40

Name %

iShares Edge MSCI Minimum Volatility USA ETF USMV 40

iShares Edge MSCI Minimum Volatility EAFE EFAV 15

iShares Edge MSCI Minimum Volatility Emerging Mkts ETF EEMV 5

Vanguard Short-Term Bond ETF BSV 30

Vanguard Total Bond Market ETF BND 10

Asset Class %

U.S. Stocks 40

Foreign Stocks 20

Bonds 40



been associated with higher returns. The equity 
portion includes three multifactor funds that include 
large- and mid-cap stocks in their respective markets 
with a combination of attractive value, momentum, 
quality, and small size characteristics. However, they 
operate under a set of constraints designed to 
improve diversification. Diversifying across these four 
factors should reduce the funds’ risk of experiencing 
extended stretches of underperformance. However, it 
doesn’t eliminate that risk. 

The fixed-income fund, WisdomTree Barclays Yield 

Enhanced U.S. Aggregate Bond ETF AGGY, attempts  
to earn higher returns than the Bloomberg Barclays 
U.S. Aggregate Bond Index. It reweights the compo-
nents of that index to maximize yield, subject to 
several constraints. These include limiting tracking 
error to the Aggregate Index, as well as sector  
tilts, and interest-rate risk. The fund takes greater risk 
than the Aggregate Index but should earn higher 
returns to compensate. 

Income Portfolio

Objective: Earn a higher distribution yield than the 
basic portfolio without taking much more risk.  

The income portfolio is focused on income rather than 
total return, though this fund should offer slightly 
higher returns than the basic portfolio over the long 
term, with slightly greater risk. The U.S. equity  
portion of the portfolio includes Vanguard High Divi-

dend Yield ETF VYM, which targets the higher-yielding 
half of the U.S. equity market and weights its holdings 
by market capitalization, with no quality screens. 

Vanguard International High Dividend Yield ETF  
VYMI is the foreign market equivalent of VYM.  
It invests in stocks listed in both foreign developed 
and emerging markets.

The fixed-income sleeve uses iShares Broad  
USD Investment Grade Corporate Bond ETF USIG to tilt 
toward corporate bonds with at least one year  
until maturity. These bonds tend to offer higher yields  
than the Aggregate Index, albeit with greater risk.

ESG Portfolio

Objective: Target firms with strong corporate  
governance and sustainable environmental and social 
practices, while offering competitive returns and 
similar risk to the basic portfolio. 

The ESG portfolio prioritizes investments in firms  
with attractive environmental, social, and governance 
(ESG) characteristics. Its holdings each take a 
different approach to achieve that goal. The U.S. stock 
fund targets ESG leaders in each sector, representing 
about half the market, and weights them by market 
capitalization. This mitigates unintended bets  
and allows the fund to focus on different issues in 
each sector. 

The international stock portion of the portfolio is  
also broadly diversified and market-cap-weighted. 
However, it casts a wider net and simply excludes 
firms with the following business lines: fossil  
fuel, alcohol, tobacco, adult entertainment, weapons, 
gambling, and nuclear power. It also excludes  
firms that don’t pass minimum diversity requirements. 

The bond fund is the only holding that explicitly 
attempts to deliver similar risk and return to the 
starting universe, while tilting toward issuers  
with attractive ESG traits. It uses an optimizer to 
accomplish this.

Name %

iShares Edge MSCI Multifactor USA ETF LRGF 40

iShares Edge MSCI Multifactor Intrnational ETF INTF 15

iShares Edge MSCI Multifactor Emerging Markets ETF EMGF 5

WisdomTree Barclays Yield Enhanced U.S. Agg Bond ETF AGGY 40

Name %

Vanguard High Dividend Yield ETF VYM 40

Vanguard International High Dividend Yield ETF VYMI 20

iShares Broad USD Investment Grade Corporate Bond ETF USIG 30

Vanguard Total Bond Market ETF BND 10

Name %

iShares ESG MSCI USA Leaders ETF SUSL 40

Vanguard ESG International Stock ETF VSGX 20

iShares ESG U.S. Aggregate Bond ETF EAGG 40


