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TOP FIVE REASONS TO ENHANCE YOUR
AGG POSITION
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on March 29, 2016, I attended a speech given at the Economic Club of New York by Federal
Reserve (Fed) chair 3Janet Yellen, entitled “The outlook, Uncertainty, and Monetary
Policy.” For most Fed watchers, the key takeaway was that the pace of any interest rate
hikes would Tikely be very gradual, given the current uncertainty in the global economy.
In this “Tower for longer environment,” we highlight our top five reasons why investors
should consider an enhanced yield approach to the Barclays U.S. Aggregate Index (AgqQ).

#1: Treasuries Are Expensive and Overrepresented U.S. Treasuries represent the
benchmark interest rate for borrowing in U.S. dollars. In our view, having them also
represent the Targest percentage of an investor’s bond portfolio seems counterintuitive
to the stated goal of generating income. Due to shifts in bond issuance patterns, the

Treasuries portion of the Agg has risen from less than 20% to nearly 40% today.l In our
view, more attractive opportunities may exist than pure interest rate risk.
Historical Sector Breakdown of the Agg, 12/31/02-12/31/15
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Source: Bloomberg, as of 12/31415. Subject to change. You cannat invest directly in an index.

#2 : Credit 1Is
Inexpensive Over the last several months, as concerns about the health of the global
economy have increased, credit spreads have widened to levels not seen since 2011. In
our view, we do not believe that a recession in the U.S. 1is 1likely to occur in the next
12-18 months. As a result, 1investors should consider qincreasing allocations to U.S.
investment-grade corporates in order to enhance yield and potentially benefit from
tightening credit spreads. Compared to the Agg, the Barclays U.S. Aggregate Enhanced

Yield Index is 20% over-weight credit and nearly 20% under-weight Treasuries.?
Barclays U.S. cCorporate Index: Credit Spread (basis points), 12/31/2008-

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#federal-reserve
https://wisdomtree.com/blog/glossary#rate-hike
https://wisdomtree.com/blog/glossary#yield
https://wisdomtree.com/blog/glossary#barclays-u.s.-aggregate-bond-index
https://wisdomtree.com/blog/glossary#treasury
https://wisdomtree.com/blog/glossary#interest-rate-risk
https://wisdomtree.com/-/media/US-Media-Files/blog/wp-content/uploads/Historical-Sector-Breakdown2,-d-,gif.ashx
https://wisdomtree.com/blog/glossary#credit
https://wisdomtree.com/blog/glossary#credit-spread
https://wisdomtree.com/blog/glossary#investment-grade
https://wisdomtree.com/blog/glossary#barclays-u.s.-aggregate-enhanced-yield-index
https://wisdomtree.com/blog/glossary#basis-point

wWisdomTree BLOG ARTICLE

650 -

550

450

350 -

Credit Spread(bps)

250

150 -

Source: Bloomberg, as of 3/22/16.
3/22/2016 #3:

Rules-Based Rebalancing Lowers Risk of Style Drift oftentimes, many active managers
will purchase securities not included in their performance benchmark in order to enhance
returns. While this is a commonly accepted approach in the bond market, should this
necessarily count as generating alpha? To some, this approach is akin to a Tlarge-
capitalization (cap) equity manager buying small-cap stocks to boost returns. It’s great
when it leads to outperformance, but it can complicate the risk management process for
asset allocators managing a number of exposures. Our approach starts with the same
investable universe as the Agg but then seeks to reweight securities based on a set of
constraints 1in order to enhance <income. #4: High Correlation with Greater Income
Potential Since July 2015, the Enhanced Yield Index has had a correlation of 0.96 with

the Agg.3 while the enhanced yield strategy has a modestly higher correlation to
investment-grade corporate bond indexes, it maintains a modestly negative correlation
with equity indexes such as the S& 500 Index. In our view, with interest rates still
Tow by historical standards, the value of an intermediate bond strategy that exhibits a
strongly negative correlation to the S& 500 is diminished. The positive performance
generated by the bond portfolio during equity sell-offs is unlikely to be sufficient to
meaningfully dampen the volatility of a traditional 60% equity/40% fixed income
portfolio. #5: Risk-Adjusted Returns: Greater Income Potential Despite Modest
Increase in Duration The enhanced yield strategy currently increases yield by 68 basis

points (3.06% vs. 2.38%), while increasing duration by 0.7 years (6.24 vs. 5.54).% In the
current “lower for Tonger” environment, we believe credit will be a primary determinant
of total returns as spreads ultimately tighten from current elevated Tevels. In our
view, this income-for-interest rate risk trade-off appears favorable, given the Tikely
drivers of return in the market. lsource: Barclays, as of 3/22/16. Zsource:
Barclays, as of 3/22/16. Subject to change. 3sources: WwisdomTree, Bloomberg, as of

2/29/16. %source: Barclays, as of 3/22/16.

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally
decline as 1interest rates rise. In addition, when qinterest rates fall, dincome may
decline. Fixed income 1investments 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,
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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

Federal Reserve : The Federal Reserve System 1is the central banking system of the
United States.

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.

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

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

of the U.S. Aggregate index.

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.

Interest rate risk : The risk that an 1investment’s value will decline due to an
increase in interest rates.

Credit : A contractual agreement in which a borrower receives something of value now and

agrees to repay the lender at some date in the future.

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

Investment grade : An investment grade 1is a rating that signifies a municipal or
corporate bond presents a relatively lTow risk of default.

Bloomberg Barclays U.S. Aggregate Enhanced Yield Index : a constrained, rules-

based approach that reweights the sector, maturity, and credit quality of the Barclays
U.S. Aggregate Index across various sub-components in order to enhance yield.

Basis point : 1/100th of 1 percent.

Rebalance : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based
selection and weighting process on an annual basis.

Active manager : Portfolio managers who run funds that attempt to outperform the market
by selecting those securities they believe to be the best.

Alpha : cCan be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more
generally referred to as excess returns in general.

correlation : Statistical measure of how two sets of returns move in relation to each
other. cCorrelation coefficients range from -1 to 1. A correlation of 1 means the two
subjects of analysis move in Tockstep with each other. A correlation of -1 means the two
subjects of analysis have moved in exactly the opposite direction.

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

volatility : A measure of the dispersion of actual returns around a particular average

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.
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