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“The large moves posted by assets in inflationary times seem particularly well suited

for a trend-following approach to capture.1” 

In our previous blog post outlining enhancements to the WisdomTree Managed Futures Strat

egy Fund (WTMF), we mentioned the inclusion of a tactical equity model in the Fund, effe

ctive June 4, 2021.

When researching this equity component, we were conscious of the potential effects in

the Fund’s correlation to the broad equity market, since WTMF is primarily used to

diversify, and our goal is to preserve this functionality while enhancing returns.

Managed futures can play an important diversifying role for portfolios—particularly when

fears of inflation are increasing. Funds that can go long or short in bond futures,

commodity futures, currencies and equities can take advantage of rising prices in

commodities or higher interest rates that cause traditional bond prices to fall.

In this blog post, we outline our approach to incorporating a tactical equity model into

WTMF.

Investment Universe

The first step in diversification is gaining exposure to a wide variety of markets. WTMF

invests in a diversified basket of five equity index futures contracts that span various

geographies and size cuts (S&P 500, Nikkei 225, S&P/TSX 60, Euro Stoxx 50 and Russell 20

00). Each index is given an equal nominal weight.

Tactical Rotation Model

While having a diversified equity basket is likely to lower correlation, we can further

reduce the correlation of our equity model by incorporating a long/short model.

In our opinion, shorting equities should be done with caution, as frequent shorting

during a prolonged bull run can have punishing consequences. To prevent excessive

shorting, we have incorporated a broad macro signal that indicates when to rotate

between a long-only strategy and a long/short strategy.

The broad macro indicator is a systematic, data-driven signal derived from both the CBOE

Volatility Index (VIX), and the U.S. high-yield credit spread. If either indicator is

elevated above its historical threshold, we consider the market to have higher

underlying risk. We define that regime as Risk-Off, and rotate to a long/short strategy

If both indicators are below the threshold, we consider the regime to be Risk-On. In a

Risk-On regime, we avoid shorting, as these periods have historically been prolonged

bull runs in the equity market. 

The methodology is illustrated in the figure below.
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We can see in the figure above that this macro indicator would have captured several

well-known bear markets, including the dot-com bubble in 2000 and the global financial

crisis in 2008. The indicator would have also been triggered during the early stages of

the COVID-19 pandemic.

Index-Specific Hedging

Once the risk regime has been established, we use two index-specific signals to

determine whether to hedge equity exposure for a specific index.

Any excess collateral available after reducing equity exposure in the model is allocated

to either T-bills, or Treasury futures contracts as additional diversification.

The methodology is illustrated in the figure below using the Russell 2000 contract as an

example.

The first hedge signal is a moving-average crossover indicator, using a short-term and a
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medium-term weighted moving average. The second hedge signal is a correlation indicator

derived from the constituents of each market of interest. The correlation signal has two

subcomponents, which both look for signs of rising correlation within a specific market.

Research has shown that correlations between constituents increase in times of market

stress. An example taken from the WTMF Rebalance Monitor illustrating the hedging

signals for the Nikkei 225 contract (corresponding to the Japanese equity market) is

shown below.

Historical Signals

The tables below summarize the positioning in each specific index over a 20-year

research period.

The historical frequencies indicate the model has a predominantly long positioning.

Notably, the model does not go short very often, although with relatively high

conviction as evidenced in the significantly reduced average return during those

periods.

This is consistent with our belief that shorting equities should be done with caution.

Based on the model, equity exposure has averaged approximately 75% of the full nominal

weight through the entire research period while hedging out tail-risk events.

Frequency

Average Monthly Return
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Allocation

The final step in the research process is determining an optimal allocation among the

four components of the strategy (equities, commodities, currencies and Treasuries). In

WTMF we target a 40% nominal weighting for the equity component. Our target allocation

of 40% equities, 40% commodities, 10% currencies and 10% Treasuries aims to optimize

risk-adjusted return while limiting correlation to the broad equity market.

Conclusion

We have taken several steps to integrate equity exposure into WTMF, seeking to enhance

returns while at the same time preserving the diversifying characteristics that we

believe makes the Fund attractive. We use a diversified basket of equity index futures

covering different markets. We then employ our tactical rotation model to dynamically

reduce exposure to equities, and occasionally take short positions in periods of high

conviction. We then allocate any excess collateral to either T-bills or Treasury futures

for further diversification. Lastly, we optimize our allocation to equities, considering

both the efficient frontier as well as the Fund’s final correlation to the broad equity

market.

 

 

 

1H. Neville, T. Draaisma, B. Funnell, C. Harvey & O. Van Hemert, “The Best Strategies for

Inflationary Times,” Man Institute, June 2021.

Important Risks Related to this Article

There are risks associated with investing including the possible loss of principal. An

investment in this Fund is speculative, involves a substantial degree of risk, and

should not constitute an investor's entire portfolio. One of the risks associated with

the Fund is the complexity of the different factors which contribute to the Fund's

performance, as well as its correlation (or non-correlation) to other asset classes.

These factors include use of long and short positions in commodity futures contracts,

currency forward contracts, swaps and other derivatives. Derivatives can be volatile and

may be less liquid than other securities and more sensitive to the effects of varied

economic conditions. The Fund should not be used as a proxy for taking long only (or

short only) positions in commodities or currencies. The Fund could lose significant

value during periods when long only indexes rise (or short only) indexes decline. The

Fund's investment objective is based on historic price trends. There can be no assurance

that such trends will be reflected in future market movements. The Fund generally does

not make intra-month adjustments and therefore is subject to substantial losses if the

market moves against the Fund's established positions on an intra-month basis. In

markets without sustained price trends or markets that quickly reverse or "whipsaw" the

Fund may suffer significant losses. The Fund is actively managed thus the ability of the

Fund to achieve its objectives will depend on the effectiveness of the portfolio

manager. Due to the investment strategy of this Fund it may make higher capital gain

distributions than other ETFs. Please read the Fund's prospectus for specific details

regarding the Fund's risk profile.

Diversification does not eliminate the risk of experiencing investment losses. Using an

asset allocation strategy does not assure a profit or protect against loss. Investors

should consider their investment time frame, risk tolerance level and investment goals.

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.

Related Blogs
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+ Complementing an Efficient Core Strategy with Managed Futures

+ WisdomTree Managed Futures Strategy Fund—A New Perspective

Related Funds

+ WisdomTree Managed Futures Strategy Fund

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

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 lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

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

within a portfolio.

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.

Nikkei 225 Stock Average Index     : A price-weighted average of 225 top-rated Japanese

companies listed in the First Section of the Tokyo Stock Exchange.

Euro Stoxx : Refers to the Euro Stoxx 50 Index, a market capitalization-weighted stock

index of 50 large, blue-chip European companies operating in Eurozone nations.

Russell 2000 Index    : Measures the performance of the small-cap segment of the U.S.

equity universe. The Russell 2000 is a subset of the Russell 3000 Index representing

approximately 10% of the total market capitalization of that index. It includes

approximately 2000 of the smallest securities based on a combination of their market cap

and current index membership.

Macro : Focused on issues impacting the overall economic landscape as opposed to those

only impacting individual companies.

Credit spread   : The portion of a bond’s yield that compensates investors for taking

credit risk.

Risk-on/risk-off  : refers to changes in investment activity in response to perceived

risk. During periods when risk is perceived as low, investors tend to engage in higher-

risk investments. When risk is perceived as high, investors tend to gravitate toward

lower-risk investments.

Long (or Long Position)     : The buying of a security such as a stock, commodity or

currency, with the expectation that the asset will rise in value, the opposite of Short

(or Short Position).

Short (or Short Position)     : The sale of a borrowed security, commodity or currency

with the expectation that the asset will fall in value, the opposite of Long (or Long

Position).

Bear market : A sustained downturn in market prices, increasing the chances of negative

portfolio returns.

Treasury Bill : A treasury bill (T-Bill) is a short-term debt obligation backed by the

U.S. government with a maturity of one month (four weeks), three months (13 weeks) or

six months (26 weeks).

Moving Average   : is a calculation to analyze data points by creating a series of

averages of different subsets of the full data set.

Currency  : Currency in which the underlying index returns are calculated. Euros: The

returns are calculated, and there is no currency conversion; resulting statistics result
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purely from the returns of the equities. U.S. dollars: The returns are calculated and

then converted into U.S. dollars; resulting statistics are the result of a combination

of the euro’s performance against the U.S. dollar and the returns of the underlying

equities.

Efficient frontier   : An efficient frontier is a method of illustrating the expected

risk and return profile of different portfolio.
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