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In most traditional portfolios, investors think about fixed income returns as the “safe”
buy-and-hold bet. unfortunately, in 2022, it seems we are all rates traders now. Why is
that?

In this piece, we seek to distill key insights we publish in our Daily Market Snapshot.
Fixed Income Returns

We try to cast a rather wide net to understand what’s going on in various types of fixed
income. The two ways investors can add risk to a bond portfolio are by 1increasing
interest rate risk or credit risk. Unfortunately, both bets are driving some of the
worst performance for fixed income in 30 years. The lone positive? Floating rate notes.
For a traditional fixed coupon bond, as interest rates 1increase, prices decrease,
Teading to negative total returns. In the case of floating rate notes, as interest rates
rise, the amount of <income on the bond increases. In an environment of rising rates,
floating rate notes can add significant value. In fact, year-to-date, allocations to
floating rate notes have resulted in a more than 20% performance differential compared
to U.S. 10-Year notes.

Bloomberg Fixed Income Indexes? -? as of 10/20/22

Index Month-to-Date Year-to-Date
1.5, Treasury Bellwethers: 10-Year -3.39% -19.67% -3.60%
U.S. Treasury: Long -6.46% -33.43% -4.65%
.5, Treasury Floating Rate Bond 0.18% 1.24% 0.12%

SEL” rce: WisdomTrea, Bloomberg, as of 10/20/22. Past parformance 15 not Indlcative of future results. It 1s not possible to Invest In an

Index.

Turning our attention to the Barclays U.S. Aggregate Bond Index, or the Agg, which is
commonly viewed as THE benchmark for most fixed income portfolio returns, negative
performance can also be seen year-to-date. Rising rates, unfortunately, also explain why
owning the same securities as the Agg but reducing the maturity profile (1-5 years) Ted
to losses that were about 50% of the standard Index. In 2021, rates also rose, so owning
a shorter-maturity version was yet another way to add value versus the benchmark.

Month-to-Date Year-to-Date
U.S. Aggregate -2.54% -16.78% -1.54%
Short U.S. Aggregate -0.90% -T.80% -0.90%

Moving on to corporate bonds, we can see that both investment-grade and high-yield are
underperforming year-to-date. Wwhile the magnitude of returns 1is similar, what’s
interesting 1is that the drivers of those returns are different. The 1investment-grade
Index has more interest rate risk than the Agg, which is detracting from performance

year‘—to—date.1 Also, since corporate bonds have credit risk (i.e., the risk that they may
not be able to pay you back), they trade at an additional “spread” (i.e., an additional
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amount of <income) versus U.S. government bonds. As concerns about the health of the
economy have increased, the amount of additional compensation that investors require to
Tend money to corporations has also risen. when this happens, credit spreads are said to
“widen.” This shows up in performance via numerically higher credit spreads and Tlower

bond prices. In the case of high-yield bonds (aka junk bonds), they have much higher
credit risk than the Agg or investment-grade but Tlower amounts of 1interest rate risk.
It’s a bit of a coincidence so far that they have similar levels of return year-to-date,
but high-yield 1is Tlosing primarily because <investors are worried about the risk of
downgrades or defaults versus rising Treasury yields.

Month-to-Date Year-to-Date
U.S. Corporate I1G -2.53% -20.77% -1.04%
U.S. Corporate High Yield -0.63% -14.21% 5.28%

Similar to corporate bonds, securitized debt also has a credit component, but it’s not
from corporations. This type of debt 1is primarily mortgage-backed or asset-backed. It
gets its name from the “securitization market.” Instead of buying a single mortgage on a
house, investors buy a bond whose payments depend on a portfolio of mortgages. Monthly
mortgage payments are aggregated and then paid to the owners of securitized bonds. In
the case of asset-backed securities, the same concept could be applied to credit card
receivables or auto loans. Historically, these types of bonds have less 1interest rate
risk than the Agg but do have a credit or prepayment risk component.

Month-to-Date Year-to-Date

U.5. Securitized -3.09% -16.12% -1.04%

Turning our focus to international markets, we see that investing globally has generated
far worse returns than owning U.S. fixed income. The Global Aggregate Bond Index is
often used as the global proxy for 1investment-grade fixed income 1investing. Year-to-
date, these slices of the market have performed similarly to the Agg.

Month-to-Date Year-to-Date

Global Aggregate -2.11% -21.58% -4.71%

Due to sharp increases 1in interest rates at the Tonger end of the yield curve in
Germany, this market currently represents some of the worst returns globally.

Month-to-Date Year-to-Date

Germany Treasury 10+ Years -4.73% -32.29% -5.18%

Finally, we turn our attention to changes in yields in the U.S. Treasury market. These
are important for two reasons: first, they represent the lowest rate of borrowing along
every point of the yield curve. Day over day, rates rose at the short end of the yield
curve (2y), but rose by more at the long end. In this market, the yield curve is said to
have flattened (the distance between long maturity and short maturity decreased). The
second reason is that while day-over-day changes may not be meaningful, in the long run,
the yield curve is a closely watched barometer by economists seeking to understand the
health of the U.S. economy.

Treasury Yields
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The flattening of the yield curve and a move toward inversion, where shorter-maturity
Treasuries yield more than longer-maturity, has historically been a good predictor of a
slowing economy and an impending recession. This 1is measured by the difference in yields
between 2-Year and 10-Year notes. The spread between the two has further widened post
the rate hike in September, as investors’ worry of an upcoming downturn increased.

The yield curve is usually upward-sloping, where Tending money for longer periods has a
higher rate of return than for shorter time frames.

Treasury Yield Curve

conclusion

In sum, 2022 has been a challenging year for fixed income markets, with the exception of
floating rate notes. In our view, investors will need to continue to remain vigilant in
managing risk for the remainder of 2022. To help keep investors apprised of shifts 1in
the market, we’11l continue to explore additional components of our daily market monitor
in future blog posts.

For definitions of all terms in the figures above, please visit our glossary.

1 Corporate bonds generally have lower interest rate risk than a U.S. Treasury, but the
duration of the corporate bond index is currently greater than the Agg

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
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this blog.

Related Content
+ Daily Market Snapshot

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 1indicative 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 1its 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

Fixed income : An investment security that provides a return in the form of fixed
periodic payments and the eventual return of principal at maturity.

Bond : A fixed-income qinstrument that represents a Tloan made by an investor to a

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

Floating Rate Treasury Note : a debt instrument issued by the U.S. government whose

coupon payments are Tinked to the 13-week Treasury bill auction rate.

Coupon : The annual interest rate stated on a bond when 1it’s issued. The coupon is

typically paid semiannually. This is also referred to as the “coupon rate” or “coupon
percent rate.&rdquo.

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

Bloomberg Aggregate Bond Index : The Bloomberg Aggregate Bond Index or "the Agg" is a

broad-based fixed-income index used by bond traders and the managers of mutual funds and
exchange-traded funds (ETFs) as a benchmark to measure their relative performance.

Maturity : The amount of time until a Toan 1is repai.

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

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

from a security that 1is typically expressed annually as a percentage of the market or
face value.

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

corporate Bonds : a debt security issued by a corporation.

spread : Typically refers to a difference between a measure of yield for one asset class

and a measure of yield for either a different subset of that asset class or a different
asset class entirely.

Government bonds : A debt securities issued by a government to support fiscal spending.

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

Junk Bond : A high-yield or non-investment grade bond. 3Junk bonds are fixed-income
instruments that carry a rating of ‘BB’ or Tower by Standard & Poor’s, or ‘Ba’ or below
by Moody’s. Junk bonds are so called because of their higher default risk in relation to

investment-grade bonds.

Treasury yield : The return on investment, expressed as a percentage, on the debt
obligations of the U.S. government.

Curve : Refers to the yield curve. Positioning on the yield curve 1is important to
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Treasury security : A negotiable debt obligation issued by the U.S. government for a
specific amount and maturity.
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