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In financial markets, there is no free lunch. After a difficult market environment for bond investors in 2013, 

the prevailing consensus to start the year was that long-term bond yields would continue to rise in 2014. 

This view has yet to materialize in the markets. However, the market reprieve for assuming interest rate risk 

has provided us with valuable information about the performance of various bond strategies. In the following 

analysis, we attempt to explain the costs of hedging and their impact on total returns in a less-than-ideal 

market for rising rate strategies. Yield, Duration and Recent Performance for “Rising Rate” Indexes

For definitions of terms and Indexes in the chart, visit our glossary. The table above highlights how hedged 

and negative duration variants of traditional fixed income indexes have performed in a falling interest rate 

environment compared to long-only strategies. In the case of zero duration strategies strategies, investors 

were primarily rewarded by assuming credit and prepayment risk but did not necessarily benefit from falling 

U.S. interest rates. Since these strategies seek to reduce or modify exposure to movements in nominal 

U.S. interest rates, it should stand to reason that returns will generally be lower than long-only strategies 

as rates fall. Interestingly, even though returns have lagged, both zero duration strategies generated 

positive total returns. In the case of the high-yield strategy, underperformance was less pronounced, 
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given the lower costs of hedging. Even though it did not pay to hedge over this time period, we now 

have the ability to quantify the risk versus reward relationship in real time. Shifting the focus to the 

negative duration strategies, we believe that these strategies make sense for investors who have a greater 

degree of conviction about rising rates. In the most recent period, as interest rates fell, these approaches 

underperformed due to losses on their short positions. In the case of the high-yield strategy, this approach 

lost value on both sides of the trade as credit spreads widen and interest rates fell. However, in both 

approaches, returns from income were able to help offset or finance a portion of these losses. Total returns 

from negative duration strategies didn’t lose as much as the strategies gained from the move in rates. This 

can largely be attributed to the fact that the long bond portion helps to defray some of the costs associated 

with maintaining these positions. While examining these strategies independently can give some insight 

into the future drivers of total return, we believe that the real value of these strategies is how they can be 

incorporated into a broader portfolio of interest rate sensitive assets. As shown above, hedging interest 

rate risk during periods in which rates actually fall is likely to create a drag on investment returns. This is to 

be expected; hedging risk incurs a cost. However, with investors relatively complacent about rising rates, 

we believe that these strategies can offer valuable cover when the Fed starts to shift policy.
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Important Risks Related to this Article

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.
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