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2019 proved to be a year full of surprises. Despite the threat of a trade war and an

increasingly gloomy economic outlook, equity market gains combined with falling interest

rates made 2019 one of the best years for investment returns. Unfortunately, going

forward, investors are likely to see a lower return environment, on average, for both

equities and fixed income.

These challenges create headwinds when it comes to achieving investor goals with

traditional portfolio approaches. A simple 60% stock/40% bond portfolio1  might not be

the most appropriate vehicle in such a challenging market environment.

The WisdomTree 90/60 U.S. Balanced Fund (NTSX) was designed to help investors create

more optimal portfolio blends and magnify portfolio exposures through the prudent use of

leverage. While NTSX does not borrow to gain additional exposure, it does use futures co

ntracts to enhance the capital efficiency of the Fund. As we show in the chart below,

NTSX has been quite effective over its short life span in generating excess returns

versus a 60/40 portfolio.

NTSX vs. 60% Stocks/40% Bonds
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For standardized performance of NTSX, please click here.

The Design of NTSX

The NTSX portfolio is constructed with three components: equity, cash and bond futures.

For every $100 invested in NTSX, $90 of it is invested in equity, creating a portfolio

of 500 large-cap U.S. stocks weighted by market capitalization to provide broad exposure

to U.S. equities. The remaining $10 is kept in short-term collateral and earns returns

comparable to U.S. Treasury bills. To help magnify the benefits of the asset allocation,

$60 worth of bond futures is overlaid on top of the $90 worth of equity exposure and $10

of cash collateral. These treasury futures are laddered (equal-weighted) across the 2-,

5-, 10- and 30-year segments of the yield curve to diversify interest rate risk. The

average effective duration for the fixed income portion of NTSX will typically be 7 to

7.5 years and generally is meant to offer the duration profile of traditional aggregate

bond indexes.2 The combined exposure of NTSX can, in our view, be employed as a way to

add more fixed income diversification to a straight equity portfolio.

NTSX’s Tax-Efficiency

For U.S. investors, fixed income total returns are primarily driven by interest income.

If cash bonds are held in taxable accounts, any income distributions are typically

subject to ordinary income tax rates of up to 39.6%. By comparison, capital gains on

Treasury futures contracts are taxed at 60% long-term, 40% short-term capital gains

rates.

During periods of weak fixed income performance (typically associated with rising

interest rates), an investor who has direct exposure to bonds may experience unrealized

principal losses due to decreases in the bond’s price. However, they will still need to

pay ordinary income taxes on the coupon payments during this time. On the other hand,

had that investor gained fixed income exposure via bond futures, they would not be
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subject to taxes if their position declined in value. Additionally, any losses could be 

carried forward3 to offset any future gains.

During periods of medium bond performance (flat rates), an investor who has direct

exposure to bonds could experience no change to the price of the bonds they hold, but

still pay ordinary income tax on the coupon payments. An investor with exposure to bond

futures will see the price of the futures contract increase in order to compensate them

for their interest income (futures contracts do not make coupon payments). These gains

would be taxed at 60% long-term, 40% short-term capital gains rates.

In periods of strong bond performance (falling rates), direct exposure to bonds would

tend to be more tax-efficient than exposure via bond futures. In this scenario,

investors with direct bond exposure will still be paying ordinary income tax on

distributions but will not have to pay taxes on the appreciation of the bond’s price

until the bond is sold. For investors with exposure via bond futures, the prices of

their positions will increase due to an increase in bond prices and compensation for

interest income. These gains would be subject to 60% long-term, 40% short-term capital

gains rates.

U.S. Treasury Futures (After tax) Excess Returns Over 7-10 Year Cash Bonds          

(After tax) 

During Different Rate Environments 

Conclusion

As we progress into a period of more market uncertainty, investors who seek to reduce

risks in their portfolios can use NTSX to help manage those risks. NTSX can serve as an

appropriate vehicle to introduce treasuries and alternatives to portfolios, allowing

investors to diversify their investments to tone down the uncertainties that the market

may bring in 2020.

 

 

 

 

 

1As measured by the S&P 500 Index (60% stocks) and the Bloomberg Barclays U.S. Aggregate 

Index (40% bonds), as of 11/30/19.

2Such as the Bloomberg Barclays U.S. Aggregate Bond Index.

3Carry forward: Refers to the situation when investment loss can be used to offset a

capital gains liability.
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Important Risks Related to this Article

There are risks associated with investing, including the 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 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 WisdomTree Investments, Inc., nor its affiliates, nor Foreside Fund Services,

LLC, or its affiliates provide tax advice. All references to tax matters or information

provided in this article are for illustrative purposes only and should not be considered

tax advice and cannot be used for the purpose of avoiding tax penalties. Investors

seeking tax advice should consult an independent tax advisor.

 

For the top 10 holdings of NTSX please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/capital-efficient/ntsx

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

Interest rates : The rate at which interest is paid by a borrower for the use of money.

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

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; leverage can tend to make positive performance more positive

and negative performance more negative.

Futures/Futures Contract : Reflects the expected future value of a commodity, currency

or Treasury security.

Capital efficiency   : The ability for an investment strategy to gain exposure to a

particular market while using fewer assets.

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.

Market capitalization-weighting   : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights in approaches

designed to weight firms by market cap.

Collateral : something pledged as security for repayment in the event of a loss.

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).

Yield curve   : Graphical Depiction of interest rates on government bonds, with the

current yield on the vertical axis and the years to maturity on the horizontal axis.

Effective Duration   : This statistic provides a measure of the sensitivity of the

Fund’s price to changes in interest rates and is calculated as the weighted average of

the individual blond effective durations. Effective duration recognizes that changes in

interest rates may also change the expected cash flows generated by any underlying bonds

with embedded options. The calculation is expanded to incorporate the contribution of

derivatives to the overall interest rate risk sensitivity to the portfolio. Credit

ratings apply to the underlying holdings of the Fund, and not to the Fund itself. S&P

and Moody’s study the financial condition of an entity to ascertain its

creditworthiness. The credit ratings reflect the rating agency’s opinion of the holdings

financial condition and histories.

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

within a portfolio.

Carry  : The amount of return that accrues from investing in fixed income or currency

forward contracts.

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.
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Bloomberg U.S. Aggregate Bond Index : Represents the investment-grade, U.S. dollar-

denominated, fixed-rate taxable bond market, including Treasuries, government-related

and corporate securities, as well as mortgage and asset backed securities.
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