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In 2013, WisdomTree created a suite of interest rate-hedged fixed income strategies to help investors navigate rising
rates. While the path to higher rates has not been a straight line, we believe rates remain biased to the upside in the
medium term. While many U.S. investors were previously unfamiliar with the concept of currency hedging, WisdomTree’s
approaches provided a powerful tool to isolate returns from equities from the impact of fluctuations in currencies. In
fixed income, we believe a rate-hedged portfolio can allow investors to target a specific duration profile. Below, we seek
to explain the drivers of return in a rate-hedged position and also contrast it to floating rate notes (FRNs), a traditional
approach investors use to combat rising rates.

 

Constructing Rate-Hedged Portfolios

 

In our rate-hedged strategies, investors should think about the exposure as two portfolios. The first is long a basket of
bonds that represent the Bloomberg Barclays U.S. Aggregate Index (Agg). The second portfolio seeks to identify the key
interest rate exposures across the yield curve and then sell an offsetting position to hedge out interest rate risk. With a
perfect hedge, any losses from rising rates in the long portfolio would be offset by gains in the short portfolio. However,
since we’re short fixed income securities, there is a cost associated with this hedge. In our research, we found that this
type of hedged portfolio had a very similar risk/return profile to a floating rate bond.

 

Where Are Rate-Hedged Returns Coming From?

 

When the strategy launched, a few people sought to model these returns and explain that there was no free lunch and to
expect returns close to cash. We disagree that there is no return potential there. If an investor is long a cash bond and

simultaneously short via a position in futures (assuming a perfect hedge1), you would expect that position to have a total
return equal to the cash rate. The rationale is that instead of using cash to buy an asset, then simultaneously selling it at
some point in the future at a price determined today, you could simply invest in t-bills and derive the same return. If this
is not the case, then an arbitrage condition could exist.

 

Understanding Yields

 

Below, we contrast the net yields of three similar assets: the rate-hedged aggregate2, an “enhanced” cash position3 and

floating rate corporate bonds4. While the sector weights of the aggregate fluctuate over time, they are generally a mix of
investment-grade bonds (Treasuries, corporates, mortgages, securitized products).

 
Since investors need to be compensated for bearing risk, the yields in excess of what a similar-maturity Treasury bond
pays can be represented by the option-adjusted spread (OAS). Therefore, the net yield of the rate-hedged aggregate

should include compensation from the short-term cash rate and the spread between risky and riskless bonds.5 

 

In the enhanced cash position, we combine one-month U.S. t-bills and the OAS of the Agg. As we show below, the net
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yields of both approaches appear quite similar. Finally, the yield on floating rate notes comprises the credit spread for
lending to risky borrowers and a floating rate of interest. Given that these floating rate notes are all corporate bonds,
they will generally have a larger total spread than the Agg. Also, given that floating rate notes have a duration equal to

the amount of time until the next reset, floating rate notes have approximately 0.16 years of duration.6

 

Net Yield to Worst: Rate-Hedged Aggregate vs. FRN vs. Enhanced Bill Yields

 

Contrasting Returns

 

The interesting part of this analysis occurs when we contrast the returns of the floating rate notes and the rate-hedged
aggregate. Despite having a lower net yield, the rate-hedged aggregate has outperformed FRNs by nearly 1% since the
Fed began to taper its balance sheet at the end of 2013. This can primarily be explained by shifts in the yield curve
combined with compensation for bearing the risk of an imperfect hedge.

 

The most dramatic deviation between rate-hedged aggregate returns and FRNs occurred in early 2016. This coincided
with a dramatic spike in market volatility combined with a rapid decline in nominal interest rates. In fact, the 2-Year Trea
sury yield fell from 1.09% to 0.64% in two months. This rapid shift lower in yields led to a temporary drawdown for the
strategy of nearly 1% due to the hedge mismatches in the strategy. As these temporary dislocations corrected, the
strategy moved back in line. In our view, the higher returns generated by the rate-hedged aggregate with marginally
higher volatility seems reasonable.

 

Cumulative Return: Rate-Hedged Aggregate vs. FRN
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Conclusion

 

When WisdomTree sought to create our rising rates suite, we thought a more intuitive approach to managing risk was to
maintain existing exposures like the Agg but then hedge out the risks that investors were concerned about. While there
are no guarantees that our rate-hedged aggregate strategy will always outperform traditional approaches like floating
rate notes, we believe the zero duration indexes can be powerful tools for investors to deploy as rates continue to rise in
the U.S. 

 

 

 

 

1We knowingly ignore the complexities of bond basis trading for this blog post.
2Proxied by the Bloomberg Barclays Rate Hedged U.S. Aggregate Bond Index, Zero Duration.
3Proxied by 1m U.S. Treasury Bills + the Bloomberg Barclays U.S. Aggregate Index OAS.
4Proxied by the Bloomberg Barclays U.S. Floating Rate Note < 5 Years Index.
5Plus compensation for hedging mismatches/twists in the yield curve, since no perfect hedge actually exists.
6Source: Bloomberg, as of 3/21/18.

For the top 10 holdings of USFR please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/etf
s/fixed-income/usfr

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

Rate-Hedged  : A bond portfolio that has offsetting positions in Treasury securities to reduce interest rate risk.

Floating Rate Treasury Note   : a debt instrument issued by the U.S. government whose coupon payments are linked to
the 13-week Treasury bill auction rate.

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.

Curve  : Refers to the yield curve. Positioning on the yield curve is important to investors, especially during non-parallel
shifts.

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).

Option-adjusted spread (OAS)  : Represents a measure of income. Spread represents the portion of the bond’s yield
that compensates investors for taking credit risk. OAS adjusts the spread to take into account embedded options within
the bond (if any).

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

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.

Tapering  : A shift in monetary policy by which the Federal Reserve would begin decreasing the amount of bonds it
purchases.

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

2-Year Treasury  : a debt obligation of the U.S. government with an original maturity of two years.

Bloomberg Barclays Rate Hedged U.S. Aggregate Bond Index, Zero Duration  : Combines long positions in the
Barclays U.S. Aggregate Index with short positions in U.S. Treasury Bonds to provide a duration exposure of 0 years.
Market values of long and short positions are rebalanced at month-end.

1-3 month U.S. Treasury Bill  : A short-term debt obligation backed by the U.S. government with a maturity of less than
3 months.

Bloomberg Barclays U.S. Aggregate Index OAS  :  the amount of compensation in excess of Treasuries that investors
demand for lending to borrowers in the Bloomberg Barclays U.S. Aggregate Index.
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