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Two questions often come up about our capital-efficient family of ETFs: “How do I use these in a total portfolio
context?” and “When will they break down or underperform/disappoint investors?” 

These two questions are related. How one uses capital-efficient strategies in a portfolio will dictate when things go
wrong. 

The Efficient Core family of ETFs—now with options for U.S., developed international and emerging markets and having
recently surpassed the $1 billion milestone for assets invested across the family—is structured so that for every $1
invested, we have $1.50 of asset exposure: 90 cents of equities and 60 cents of bond futures. 

Efficient core stands for “capital efficient” at the core of your portfolio—designed to allow you to put up less capital to
get the same desired total exposure.

In that context, investors are replacing both traditional stock and bond exposures with WisdomTree Efficient Core ETFs
—freeing up capital and room in their portfolios for other strategies.

For example, if you held a portfolio with two assets—$60 of S&P 500 stocks and $40 of bonds (the classic 60/40)—you
could instead put $66.67 in our capital-efficient core ETFs and achieve the approximate 60/40 allocation with $33.33 left
to be allocated elsewhere. 

Holding cash has the value of choice. The cash can be used for spending—while preserving your overall portfolio
allocations—or it can be used to fund other private investments or alternative strategies. 

So, when asked, “When will capital efficient strategies disappoint?” I deflect the question back to, “What else did you do
with your portfolio?” Because it really is meant to proxy the core equity/bond portfolio betas, and it is all about what are
you doing with that $33.33 of freed-up capital.

What about the 100% Equities Comparison?

The original Cliff Asness research behind a levered 60/40 compared a 155% levered 60/40 to a 100% equities allocation
—and here, the question of “When will it fail to work?” comes down to what happened to interest rates and bond
returns.

When we launched the WisdomTree U.S. Efficient Core Fund (NTSX) more than three years ago, we replicated the results
of the Cliff Asness 1996 paper that compared a 155% levered 60/40 to a 100% equities allocation. 

Asness had evaluated returns from 1926–1993 and determined the leverage ratio when applied to a 60/40 that would
equate risk levels of a 60/40 with a 100% equities allocation.

In Cliff’s original work, the levered 60/40 added about 80 basis points (bps) over a 100% equities allocation. From
January 1994 to December 2021, the levered 60/40 actually did 280 bps better than the 100% equities allocation. That is,
the research worked better after he published his original results than in the prior 67 years. That almost never happens in
the research world, where studies “fail to replicate” out of sample.
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But coming back to when did the Asness levered 60/40 “not work”?

Only in 21 out of 95 years (22%) and seven of the last 40 years (18%) was the bond return negative—the worst year
was -8.09% in 1969

Only in five years was the bond return down more than 5% (1956, 1969, 1994, 1999, 2013)
Just once (1979–1980) was the two-year return down more than 5% when combining the negative return year
with the following year’s return 

There have been four years of negative bond returns in the past 20 years
2013: 100% Bonds down 7.07%, Levered 60/40 up 24.22%
2015: 100% Bonds down 1.02%, Levered 60/40 up 0.93% 
2018: 100% Bonds down 4.73%, Levered 60/40 down 7.67% 
2021: 100% Bonds down 2.66%, Levered 60/40 up 24.39% 

Calendar Year Returns

 

Below is a table of all 21 negative return years for the 100% bonds allocation. 

2021 shows up on this list in the 12th spot—with a decline of 2.66%. 

Does that say anything about the future?
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Following these negative return years—with 20 observations, since 2022 returns are unknown—in 16 of the next 20 (80%
of the time), bond returns were positive and made up for the losses in 14 of the 20 (70% of the time). 

Negative Return Years for 100% Bonds

 

The current macro environment: more rising rates? 

Our current house macro view—best told by our Senior Investment Strategy Advisor, Jeremy Siegel—is that inflation will
run hot for an extended period, and this will likely pressure traditional bond portfolios. 

We have advocated that the legacy 60/40 should morph toward a 75/25 for many investors.

We believe our capital-efficient strategies are best used to free up capital for other diversifiers and not just to layer bond
beta risk on top of your equities. 

But for those 60/40 investors who want to take the 75% equity risk and not sacrifice the bond exposure and potential
portfolio diversification benefits, capital-efficient strategies can allow allocations like 75/40—or 115% total asset
exposure of the capital invested. 

Bonds have historically provided a ballast to portfolio diversification, and one of the reasons we see bond yields being so
depressed is that the hedge bonds provide to traditional equity portfolios make them a desirable asset to hold for some
investors. Our capital-efficient ETFs use bond futures in exactly that diversifying way.

 

 

Sources for all tables and chart: WisdomTree, Ibbotson, Morningstar Direct, as of 12/31/21. “Asness Replication” based
on 1996 article by Cliff Asness titled “Why Not 100% Equities?” and published in The Journal of Portfolio Management.
100% Stocks measured by Ibbotson US Large Stock Total Return Index. 100% Bonds measured by Ibbotson Long-Term
Corporate Total Return Index. 100% Cash (the borrowing rate used for leveraging 60/40) measured by Ibbotson 30-Day
T-Bill Index. Past performance is not indicative of future results. You cannot invest directly in an index. Index performance
does not represent actual fund or portfolio performance. A fund or portfolio may differ significantly from the securities
included in the index. Index performance assumes reinvestment of dividends but does not reflect any management fees,
transaction costs or other expenses that would be incurred by a portfolio or fund, or brokerage commissions on
transactions in fund shares. Such fees, expenses and commissions could reduce returns. WisdomTree, its affiliates and
their independent providers are not liable for any informational errors, incompleteness or delays or for any actions taken
in reliance on information contained herein. The research shown is not a back test or hypothetical representation of
NTSX.

Important Risks Re lated to th is Art ic le   

There are risks associated with investing, including possible loss of principal. While the Fund is actively managed, the
Fund’s investment process is expected to be heavily dependent on quantitative models, and the models may not perform
as intended. Equity securities, such as common stocks, are subject to market, economic and business risks that may cause
their prices to fluctuate. The Fund invests in derivatives to gain exposure to U.S. Treasuries. The return on a derivative
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instrument may not correlate with the return of its underlying reference asset. The Fund’s use of derivatives will give rise
to leverage, and derivatives can be volatile and may be less liquid than other securities. As a result, the value of an
investment in the Fund may change quickly and without warning, and you may lose money. Interest rate risk is the risk
that fixed income securities, and financial instruments related to fixed income securities, will decline in value because of
an increase in interest rates and changes to other factors, such as perception of an issuer’s creditworthiness. Please read
the Fund’s prospectus for specific details regarding the Fund’s risk profile.

Neither diversification nor an asset allocation strategy assures a profit or protects against investment losses.

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

+ Core Portfolios and Capital Efficiency

+ Solving the Portfolio Paradox: WisdomTree’s Efficient Core Funds

+ Three Years and Counting of Higher Returns and Lower Risk

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

Capital efficiency  : The ability for an investment strategy to gain exposure to a particular market while using fewer
assets.

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.

60/40 Portfolio  : A portfolio of 60% equities and 40% fixed income.

Basis point  : 1/100th of 1 percent.

Macro  : Focused on issues impacting the overall economic landscape as opposed to those only impacting individual
companies.

Inflation  : Characterized by rising price levels.
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