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Over the past several months, we have talked a great deal about how falling interest

rates have altered the risk-return trade-offs within the bond market. Over the last

several years, falling rates have not only lowered the potential income cushion, but

also increased the degree of sensitivity to changes in interest rates. In 1994, the

Barclays U.S. Aggregate Index (Agg) offered a yield of 5.87% and duration of 4.78 years.

Today, the Agg has a yield of 2.20% and duration of 5.5 years.1 That’s a 3.67% decrease

in cushion to protect against an even greater sensitivity to interest rate risk. As a

result, losses from rising rates could have the potential to be more severe on a total

return basis as the Federal Reserve (Fed) begins to normalize policy in the coming

months. In response to this risk, many investors have flooded into the short end of the

yield curve in an effort to reduce risk in their portfolios. However, we believe this

could be problematic as the Fed begins to shift policy. The logic of the last year seems

well founded: If investors are concerned about rising interest rates, take less interest

rate risk. In retrospect, the timing of this trade was too early. Even as the Fed

transitioned from tapering and tightening, longer-term interest rates continued to fall.

As a result, investors have missed out on income and decreases in rates even after the

Fed concluded its tapering program. The yield sacrifice was painful, and being short the

benchmark in a falling rate environment never sits well with clients. But with the Fed

starting to lose patience with zero interest rates, greater attention should be paid to

the risk-return dynamics of the front end of the curve. The bottom line is that income

levels are very low, possibly too low, to provide adequate protection if the Fed

tightens earlier or more aggressively than anticipated by the market. What’s Past Is 

Prologue In order to understand the likely market reaction to a shift in Fed policy, we

examine the three previous tightening cycles to understand how the market reacted six

months prior to a Fed rate hike and after. A quick comparison of current market pricing

relative to the past three tightening cycles highlights the relatively low income

cushion currently offered by 2-Year Treasuries.2 • The amount of cushion before the 1994,

1999 and 2004 tightening periods was 6.5x, 7.25x and 2.75x current levels, respectively.

  • In previous tightening periods, investors pushed the 2-Year yield even higher in the

months preceding the initial hikes to increase that cushion. As we show in the table

below, 2-Year interest rates will adjust well in advance of any change in Fed policy. In

fact, comparing the yield six months before a change in policy shows that rates rise by

approximately 100 basis points (bp), on average. While it could be debated that this

rise in yields is also estimation about the terminal level of interest rates, the fact

remains that investors seeking safety in the short end of the yield curve will likely be

adversely affected by a rise in short-term interest rates. Yields and Total Returns  

of 2-Year Treasury Notes during Past Tightening Periods      
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 For definitions of indexes

in the chart, visit our glossary. While the magnitude of the rise in rates is not

particularly surprising, one of the most interesting elements of previous tightening

cycles is shown in the bottom table. In the previous three tightening cycles, the     

2-Year Treasury Index posted positive returns solely due to the level of income

cushion.3 Price returns were remarkably similar over these previous tightening cycles,

despite their differing lengths of time. However, the key takeaway is that income

returns allowed investors to avoid negative total returns. Given that this cushion has

largely been diminished in the current environment, we believe it is unlikely investors

will be able to avoid losses in short duration fixed income strategies if the Fed is

earlier or more aggressive than the market anticipates. As we illustrate in the chart

below, investors should keep in mind that 2012 and 2013 were the two worst performing

years for the 2-Year Treasury dating back to 1981.4 In 2012 and 2013, price returns

contributed 4 bp and 8 bp to the overall return. The annual price returns for 2004, 2009

and 2014 were -5.315%, -3.34% and -1.46%, respectively. The corresponding income returns

were 5.57%, 5.34% and 2.09%. What will performance look like if the Fed surprises the

market? How will investors react to potential negative returns in their short maturity

bond funds? 2-Yr Treasury Note 
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 While we believe that

reducing interest rate risk in front of a change in Fed policy is prudent, focusing

singularly on the short end of the yield curve may leave investors disappointed. In our

view, a more prudent approach may be to hedge interest rate risk via zero and negative

duration fixed income strategies as opposed to simply shifting to the short end of the

curve.         1Source: Barclays, as of 12/31/1994 and 2/28/2015, respectively. 2Source:

Bloomberg, as of 2/28/15. 3Source: Barclays. 4The inception of the 2- Year U.S. Treasury

Bellwether Index. Source: Barclays, as of 2/28/15.

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.

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)
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You cannot invest directly in an index.

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

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

Barclays U.S. Aggregate Bond Index, 1-3 Year       : This index is the 1-3 Yr component

of the U.S. Aggregate index.

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.

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.

Interest rate risk    : The risk that an investment’s value will decline due to an

increase in interest rates.

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.

Tapering  : A shift in monetary policy by which the Federal Reserve would begin

decreasing the amount of bonds it purchases.

Tighten : a decline in the amount of compensation bond holders require to lend to risky

borrowers. When spreads tighten, the market is implying that borrowers pose less risk to

lenders.

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

two years.

Basis point : 1/100th of 1 percent.

Short Maturity Bond Fund     : a Pool of securities that invests in fixed income

securities with maturities less than year.

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.

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.

Barclays 2- Year U.S. Treasury Bellwether Index        : tracks the performance and

attributes of the most recently issued, or on-the-run, 2-Year U.S. Treasury.

WisdomTree BLOG ARTICLE

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


	THE RISKS OF PERCEIVED SAFETY IN SHORT MATURITY FIXED INCOME

