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From August to mid-October, long-term bond yields injected renewed fears of a repeat of 2022, when fixed income and
equities both generated meaningfully negative returns.

WisdomTree launched the capital-efficient family of funds to allow investors to free up capital and add in portfolio
diversifiers. While bonds did not diversify stocks in 2022 by generating positive returns, managed futures strategies that
offer a “cash plus” type of investing payout did provide that diversification.

But if one replaced just traditional or even defensive equities with the Efficient Core strategy because bonds provided
diversification in the past, that historical bond diversification did not work in 2022. 

With the dramatic increase in both nominal and real yields in the bond market, we believe it has become a much more
opportune time to consider our capital-efficient family to add more Treasury duration to portfolios. 

A Longer-Term Perspective

For the most recent month-end and standardized performance, click the respective ticker: NTSX, VBIAX.
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For definitions of the indices in the chart above, please visit the glossary. 

Since we launched NTSX in August 2018, core fixed income returns (as measured by the Bloomberg U.S. Aggregate Inde
x—LBUSTRUU) have been effectively zero. Despite this headwind for the strategy, NTSX has delivered on its mandate of
generating the leveraged returns of a 60/40 portfolio (60% S&P 500 Index, 40% Bloomberg U.S. Aggregate Index).
Ignoring the differences in volatility, an investor may have replicated the returns of 60/40 by owning 60% in equities and
stuffing the remaining 40% under their mattress.

2022 and 2023

Unfortunately, leverage cuts both ways. Returns in 2022 were disappointing in pretty much every market except for the
U.S. dollar and managed futures. Rising rates and falling equities resulted in the worst-case scenario for a standalone
strategy like NTSX. However, we think it’s instructive to separate the period into two sections: the drawdown and the
aftermath.

Looking first at the drawdown period, while extremely rare, negative total returns for stocks and bonds meant a 60/40
portfolio down in line with a 100% equity portfolio. This contrasts with more normal periods when fixed income acts as a
shock absorber for stocks. For a levered strategy like NTSX, this meant a drawdown in excess of equities, which was
painful.

During the rebound, equities led the way, whereas bond returns were more muted. In this scenario, NTSX generated
returns that exceeded the 60/40 portfolio on account of leverage. For the full period, NTSX remains below levels seen at
the end of 2021, as fixed income returns have been the primary driver of negative total returns.

Reasons for Optimism on Bonds’ Diversifying Potential

The challenges for 60/40 over this period were largely attributable to fixed income returns. While nothing in markets is
impossible, the odds that fixed income returns continue to generate these levels of losses are now lower than they were
in 2021. This is primarily a function of the starting levels of yields.

Today, with the 10-Year Treasury near 4.3%, rates would need to rise by another 2.57% to 6.87% over the next year to
generate the same losses in fixed income experienced in 2022. While not impossible, we view this as extremely unlikely.

Real Yields

Our house view is that inflation will recede over the next 12–24 months, and in general, we think investors can focus on
real yields as an important indicator for adding to fixed income allocations. We have some of the highest real yields
available in the last 20 years after TIPS surged more than 350 basis points from a strongly negative yield to around 2.1%.
These yields will attract some level of buyer support and hedge the downside in the economy better from here, in our
view.

10-Year Nominal vs. Real Yields, 1/2/03–11/29/23
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Packaging It All Together

After one of the worst sustained periods for fixed income returns in recent memory, we believe the primary risk for 60/40
allocations may come from equities. However, the timing of this risk is problematic, with many investors seeking to stay
invested. In response, investors can gain exposure to Treasuries via Efficient Core while at the same time maintaining
exposure to the market. Yes, the risk that equities fall with yields rising would result in negative total returns; however, we
believe the prospect of significant drawdowns in fixed income may be behind us.

Should Treasuries begin to generate positive total returns over market cycles on account of higher starting yields, a
strategy like NTSX could add value versus a 60/40 approach or versus a 100% equity allocation should equities start to
become more volatile. Compared to simply owning a Treasury ETF, the fixed income portfolio in NTSX is diversified
across the yield curve, making investors less sensitive to trying to figure out which segment of the curve appears most
attractive. With rates around 4.5% across the curve, we believe this approach has the ability to outperform in the near
term compared to solely investing at the long end.

 

Important Risks Re lated to th is Art ic le   

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.

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

+ Investing in an Inverted World

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

Nominal yield  : the annual interest rate that an investor demands for holding a bond to maturity, not including the
impact of inflation.

Real yield  : the annual interest rate that an investor demands for holding a bond to maturity including the impact of
inflation.

Treasury  : Debt obligation issued by the U.S. government with payments of principal and interest backed by the full faith
and credit of the U.S. government.

Duration  : A measure of a bond’s sensitivity to changes in interest rates. The weighted average accounts for the various
durations of the bonds purchased as well as the proportion of the total government bond portfolio that they make up.

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.

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

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.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

TIPS  : Treasury Inflation Protected Securities.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)


	AN IDEA FOR ADDING TREASURIES VIA EFFICIENT CORE

