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Year-to-date total returns for core U.S. fixed income1 peaked at 2.1% in early February despite yielding only 2.25% to

start the year.2 The primary driver of total returns over this period was not income, but rather a rapid decline in U.S.
interest rates. In recent weeks, longer-term borrowing costs around the world have started to rise rapidly. As a result,
long only investors are now sitting on losses in their bond portfolios for the first time in 2015. This can be psychologically
significant. While the losses remain modest, we believe that many investors are beginning to reassess their fixed income
holdings for the first time this year. In response, we refresh the variety of approaches investors can take to maintain
exposure to the Barclays U.S. Aggregate Index (Agg), but manage their exposure to interest rate risk.   Year to Date
Performance Impact from Changes in Interest Rates Barclays U.S. Aggregate Index Total Returns: Unhedge vs.
Z e r o Duration vs. -5 Duration 

 For definitions of terms in the
chart, visit our glossary.   #No.1 Do Nothing For investors who currently own an Agg-based strategy, this seems like the

path of least resistance. However, with Federal Reserve (Fed) chairman Janet Yellen voicing concern about complacency3

in the bond market, we remain concerned that the Agg does not offer enough income potential relative to the level of
interest rate risk investors are being forced to assume. Should rates rise, investors may be faced with negative total

returns in their core bond portfolio for only the 4th time since 1994.4   #No. 2 Maintain Exposure, but Hedge Duration

to Zero In this approach5, investors still own bonds that represent the Agg, but a second step occurs to alter the final
exposure. The Index separates its portfolio into several duration “buckets” across the yield curve. Next, the strategy
shorts Treasury futures contracts in order to help immunize the portfolio from changes in interest rates. If rates rise, the
short positions help offset losses in the traditional bond portfolio. This approach is based on a concept similar to
currency-hedging foreign equity strategies. The value of taking a “hedged” approach to fixed income is that investors
still receive the income from their bond portfolios, while reducing their exposure to changes in interest rates. While there
is no free lunch to this approach, the cost of hedging the portfolio will breakeven should interest rates rise by only a
modest amount.   #No.3 Maintain Exposure, but “Over-hedge” the Portfolio to a Negative Duration  This final

approach6 to the Agg is also the most aggressive. However, it is constructed in a nearly identical way to strategy No. 2.
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The key difference is that this portfolio doesn’t just seek to offset interest rate risk; it actually goes short longer --maturity
futures contracts to target a duration of negative five years. In this approach, if interest rates rise by 100 basis points (bp),
the negative duration portfolio would, in theory, rise by 5 %. Of course, if interest rates fell by 100bp, the portfolio would
decline by 5%. However, this strategy could be an attractive option given that the long-bond portfolio helps to finance
the cost of the short position. In fact, as of May 11, 2015, the negative five duration strategy actually had a net positive
yield. This means that an investor’s total return would be driven largely by changes in interest rates. Since rates are not
causing a drag on total returns, investors could combine these strategies with other interest rate sensitive investments to
reduce their overall portfolio risk. At the end of the day, investors will need to make their own decisions about the future
path of interest rates. However, we believe zero and negative duration approaches provide powerful tools to investors
who want to manage the interest rate risk in their portfolios. In our view, the options presented underscore a nearly
limitless array of combinations that can be implemented to fine-tune your interest rate risk exposure with greater
precision. While the total returns of a negative duration bond strategy will ultimately be determined by changes in
interest rates, the same argument could be made about long-only fixed income strategies that are tied to the Barclays

U.S. Aggregate.   Learn more about WisdomTree interest rate strategies.         1As represented by the Barclays U.S.

Aggregate Index. 2Source: Barclays, as of 5/13/15. 3Source: Institute for New Economic Thinking, 5/6/15. 4Source:

Barclays. Negative total returns previously occurred in 1994, 1999 and 2013. 5As represented by the Barclays Rate

Hedged U.S. Aggregate Bond Index, Zero Duration. 6As represented by the Barclays Rate hedged U.S. Aggregate Bond
Index, 5 Duration.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates rise. In
addition, when interest rates fall, income may decline. Fixed income investments are also subject to credit risk, the risk
that the issuer of a bond will fail to pay interest and principal in a timely manner or that negative perceptions of the
issuer’s ability to make such payments will cause the price of that bond to decline.

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

Real interest rate  : Interest rate accounting for the impact of inflation. From the nominal interest rate, which does not
account for the impact of inflation, the rate of inflation is subtracted to get to the real interest rate.

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.

Hedge  : Making an investment to reduce the risk of adverse price movements in an asset. Normally, a hedge consists of
taking an offsetting position in a related security, such as a futures contract.

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.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

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.

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

Maturity  : The amount of time until a loan is repai.

Basis point  : 1/100th of 1 percent.

Barclays Rate Hedged U.S. Aggregate Bond Index, Zero Duration  : Combines long positions in the Barclays U.S.
Aggregate Bond 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.

Barclays Rate Hedged U.S. Aggregate Bond Index, Negative Five Duration  : Combines long positions in the
Barclays U.S. Aggregate Bond Index with short positions in U.S. Treasury Bonds to provide a duration exposure of -5
years. Market values of long and short positions are rebalanced at month-end.

WisdomTree BLOG ARTICLE

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


	U.S. CORE FIXED INCOME PERFORMANCE AT A CROSSROAD

