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WHAT ROLE CAN NEGATIVE DURATION
HIGH YIELD PLAY IN INVESTOR
PORTFOLIOS?

Rick Harper — Chief Investment officer, Fixed Income and Model Portfolios
01/09/2014

As we highlighted in a previous blog post, investors can use a variety of strategies in
order to help reduce their portfolio’s interest rate risk. In this discussion, we focus
on the potential opportunity for generating income from a high-yield bond exposure with
negative interest rate risk. As one means of potentially capitalizing on the current
market environment, we believe a negative duration, high-yield bond strategy may provide
a valuable tool for investors concerned about rising rates. In our view, what investors
seek from their bond portfolios is income, not necessarily 1interest rate risk. The
wisdomTree BofA Merrill Lynch High Yield Bond Negative Duration Fund (HYND) can help
investors preserve the coverage and breadth of familiar high-yield bond dinvestments,
while reducing their overall exposure to interest rate risk. As the first issuer of more
traditional negative duration strategies in an exchange-traded fund (ETF), we believe
that these products may provide 1investors with yet another tool to help reduce the
interest rate risk of their overall portfolio while still providing current income. A
History of Interest Rates and Drivers of Return
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For definitions of
terms 1in the chart, please visit our Glossary. Historically, interest rates have
tended to rise as a function of a growing economy. Additionally, as shown in the chart
above, 1in most of these periods of rising rates (shaded blue), credit spreads have
tended to decline. One rationale behind this is that with stronger economic growth,
borrowers may pose Tless credit risk to Tenders. However, from a traditional bond
investor’s perspective, gains from tightening credit spreads were oftentimes offset by
Tosses from increases in nominal interest rates. In the case of a negative duration,
high-yield exposure, investors could benefit from both sides of the trade: increases in
interest rates and declines 1in credit spreads. Through the combination of a high-yield
bond portfolio and a negative duration component, we believe that this integrated
approach to fixed income may stand to benefit in a rising-rate environment as outlined
above. For investors with a broader portfolio of interest rate-sensitive investments, a
negative duration, high-yield approach may be a beneficial tool for maintaining current
income and mitigating overall interest rate risk. How Does HYND Work?
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Overall Portfolio:
HYND Construction 80% Existing Exposure / 200 HYND
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Long Portfolio; Bofa Merrll Lynch 0-5 Year US High Yield Constrained Indsx
Short Portfolio: Short position in 1L 5. Treasury futures contracts
Source: WisdomTree, as of 12/31/13. Subject to change.

As shown above, HYND
comprises a long portfolio of high-yield bonds and a short position of U.S. Treasury
futures that target a negative 7-year duration. By taking a 20% allocation in HYND and
the remainder in a traditional bond portfolio with a duration of 5.5 years, investors
are able to reduce their net bond duration to 3 years. Although investors will generally
be better off if interest rates don’t move or decline relative to an unhedged position,
we believe that HYND provides a reasonable balance between current income and negative
interest rate exposure. Should nominal interest rates rise in 2014 and credit spreads
decline, HYND could provide investors with stronger returns compared to unhedged bond
portfolios.

Important Risks Related to this Article

HYND is new and has a Timited operating history. You cannot invest directly in an index.
There are risks associated with investing, including possible loss of principal. High-
yield or “junk” bonds have Tower credit ratings and involve a greater risk to principal.
Fixed income -investments are subject to interest rate risk; their value will normally
decline as interest rates rise. The Fund seeks to mitigate interest rate risk by taking
short positions 1in U.S. Treasuries, but there is no guarantee this will be achieved.
Derivative investments can be volatile, and these investments may be Tess Tliquid than
other securities, and more sensitive to the effects of varied economic conditions. 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 idissuer’s ability to make such payments will cause the price of that bond to
decline. The Fund may engage 1in “short sale” transactions where Tosses may be
exaggerated, potentially Tosing more money than the actual cost of the investment and
the third party to the short sale may fail to honor its contract terms, causing a loss
to the Fund. Wwhile the Fund attempts to 1limit credit and counterparty exposure, the
value of an investment in the Fund may change quickly and without warning in response to
issuer or counterparty defaults and changes 1in the credit ratings of the Fund’s
portfolio investments. Due to the 1investment strategy of certain Funds, they may make
higher capital gain distributions than other ETFs. Please read the Fund’s prospectus for
specific details regarding the Fund’s risk profile. ALPS Distributors, Inc., is not
affiliated with BofA Merrill Lynch. Merrill Lynch, Pierce, Fenner & Smith Incorporated
and its affiliates (“BofA Merrill Lynch”) idindexes and related information, the name
“BofA Merrill Lynch” and related trademarks are intellectual property Ticensed from BofA
Merrill Lynch and may not be copied, used or distributed without BofA Merrill Lynch’s
prior written approval. The Tlicensee’s products have not been passed on as to their
legality or suitability and are not regulated, issued, endorsed, sold, guaranteed or
promoted by BofA Merrill Lynch. BOFA MERRILL LYNCH MAKES NO WARRANTIES AND BEARS NO
LTIABILITY WITH RESPECT TO THE INDEXES, ANY RELATED INFORMATION, ITS TRADEMARKS
OR THE PRODUCT(S) (INCLUDING, WITHOUT LIMITATION, THEIR QUALITY, ACCURACY,
SUITABILITY AND/OR COMPLETENESS).
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For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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 rate risk : The risk that an 1investment’s value will decline due to an
increase in interest rates.

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.

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

Credit risk : The risk that a borrower will not meet their contractual obligations in
conjunction with an investment.

Futures/Futures cContract : Reflects the expected future value of a commodity, currency
or Treasury security.
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