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In recent research released by the Federal Reserve Bank of San Francisco and echoed in

statements by several Fed regional bank presidents, Fed officials have voiced concerns

that the market is underestimating the probability and timing of a change in monetary

policy.1 If previous market cycles are any indication, heavy positioning and an earlier-

than-anticipated tightening cycle by the Fed could leave many investors vulnerable to a

shift in policy. In today’s market, two- year Treasury yields are anchored near 0.50%.2

We believe it is possible that yields could breach 1% for the first time in nearly five

years in anticipation of the first Fed rate hike. Absent other factors, this could

result in a loss in price terms from current levels of approximately 1%. While not a

devastating loss, it does significantly raise the prospect of negative total returns in

this part of the yield curve given the current low levels of income potential. As we

explore below, from a timing perspective, Morgan Stanley has determined that during the

most recent tightening cycle of 2003–2004, markets began to price in a change in Fed

policy approximately six months before the actual change.3 With current forecasters

calling for the first rate hike in mid-2015, we believe that now may be a prudent time

to reduce interest rate risk in anticipation of this shift in policy. Yields and Total

Returns of 2-Yr Treasury Notes during Past Tightening Periods- Yield and Rate          

Levels  For definitions of terms

and Indexes in the chart, visit our glossary. While today’s path to tightening is in

many ways unprecedented, we believe looking at past tightening periods can provide

valuable insight into the possible future path of rates. The most significant difference

between today’s markets and past periods is the initial level of interest rates. In each

of the three previous tightening periods, much higher yields provided a sizable cushion
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to offset losses related to lower bond prices as interest rates rose. For example, two-

year Treasury yields rose by 103 basis points (bps) in the six months preceding the

first Fed rate hike in 2003. In 1998, rates rose by 102 basis points.4 However, in both

instances, total returns remained positive given the higher starting levels of yields.

While it is noteworthy that rates rose by approximately the same amount in the six

months preceding the first rate hike during the previous two cycles, we do not believe

this will necessarily occur in 2015. This view is primarily driven by our outlook not

only for the timing of the first rate hike, but the pace of subsequent hikes and the

ultimate “neutral” policy rate. The other interesting element of the table above relates

to the total returns for the two years over each of the previous tightening cycles.

While the duration and starting yield levels of each tightening period differ greatly,

the total returns from each period are remarkably similar at approximately 3%. In

higher-rate environments, the duration of the tightening cycle has historically been

shorter. In the most recent tightening cycle, from 2003 through 2006, the longer period

of tightening allowed bond investors to recoup losses through higher levels of income.

While we don’t anticipate that the pace of Fed tightening will be as aggressive as the

periods seen in recent history, we do believe that in each previous period, the market

underestimated the timing of a shift in policy. However, during previous periods,

starting yields were significantly higher, thus increasing bond investors’ margin of

error. In our view, given the current low levels of income potential, the prospect of

negative returns from short-duration fixed income remains at much higher levels than in

past tightening cycles. To learn more about our interest rate strategies, click here.  

      1Source: Jens H.E. Christensen and Simon Kwan, “Assessing Expectations of Monetary

Policy,” Federal Reserve Bank of San Francisco, 9/8/14. 2Source: Bloomberg, as of

8/31/14. 3Source: Morgan Stanley, 6/9/14. 4Sources: Bloomberg, WisdomTree.

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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 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

Monetary easing policies    : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

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.

Treasury yield   : The return on investment, expressed as a percentage, on the debt

obligations of the U.S. government.

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.

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

increase in interest rates.

Basis point : 1/100th of 1 percent.

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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