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Here’s your 2.03%. Take it or leave it.

That’s probably what the Bloomberg Barclays U.S. Aggregate Bond Index would say if it

could talk.

We think the classic “60/40” asset allocation—60% equities, 40% bonds—has a problem.

Aggregate bonds returned 5% annually in the 20 years through 2019. A repeat is

mathematically impossible, unless interest rates plunge not only into negative territory

but several percentage points deep into it, which I imagine would be virtually

impossible due to the appeal of zero-yield physical cash in such a scenario. Even Swiss

30-year bond yields were stopped in their tracks at “only” -0.67%.

Something more reasonable—2%-ish bond market returns—assumes rates will not move much

this decade, and that something like today’s 1.59% rate on 10-year Treasuries will

maintain down the road.

And then there is the other scenario.

What will this industry do if the bond market turns disagreeable and so does the bulk of

“the 60,” U.S. equities?

I think there is a hedge for rising rates, but it requires stepping out of the oh-so-

common U.S.-centric holdings that populate so many portfolios. It’s Japanese equities.

Global Reflation: The Bond Market’s Nemesis Is Japan’s Friend

With “Phase Two” of the Sino-U.S. trade deal in tow, the bond market is stepping in the

direction of reflation, although the coronavirus has capped yields for now.

The 1.59% 10-year T-note yield is up a tad from 1.46% in September, but it was

challenging the 2% level in the weeks before the virus grabbed attention. If the

epidemiologists bring the situation under control, a case for another challenge of 2%

may make the rounds.

Also, the meme in recent years was that globalization is dying and countries are turning

inward. Pay no attention to the fact that Chinese exports to the U.S. are higher now

than they were when Trump was elected; that doesn’t sell newspapers. For investors who

want to fade the deglobalization theory, it’s not just China that stands to benefit

(figure 1).

Figure 1: Foreign Market Share of Top 30 Brands by Category and Market (2017%)
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Japanese stocks have lagged the U.S. considerably this century. The 3,334 level on the S

&P 500 Index marked a quintupling for U.S. stocks from the global financial crisis low.

Even going back 20 years to capture that bear market and the dot-com blowup, the index

has still returned more than 6%. In contrast, the MSCI Japan Index, whether in USD or in

yen, is up less than 2% a year in the two decades through 2019.

What about the yen? If the spread between long and short rates widens—the yield curve

steepens—it would seem hedging the yen in equity exposures is prudent (figure 2).

Figure 2: The Yen’s Driver

Figure 3 shows U.S. and Japanese equity performance during the four rising rate

environments of the last five years. Japanese equities performed poorly in the time

frame as a whole, really only getting any mojo in the rising rate cycles.

Figure 3: U.S. and Japanese Equities Performance, Rising Rates 
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That could all change if bond yields turn around.

Unless otherwise stated, all data from Bloomberg, through 2/11/20

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

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.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

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

of ten years.

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.

Rate Hike   : refers to an increase in the policy rate set by a central bank. In the

U.S., this generally refers to the Federal Funds Target Rate.

Treasury notes : A debt obligation issued by the United States government that matures

in less than 30 year.

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.

Bear market : A sustained downturn in market prices, increasing the chances of negative

portfolio returns.

MSCI Japan Index  : A market cap-weighted subset of the MSCI EAFE Index that measures

the performance of the Japanese equity market.
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