
Uncomfortably Stuck 
Between Past and Future: 
Rates, Credit, and Alternative 
Bond Indices
Jonathan Treussard, PhD

As investors, we are constantly in the uncomfortable position of having to plan 
for the future with limited guidance from the past. Our job byline may as well 
be “uncomfortably stuck between past and future.” As a striking example, the 
relentless global march toward lower bond yields over the last 40 years is rather 
unlikely to persist in the decades to come. As zero to negative interest rates take 
hold around the world, many of the principles we use to navigate capital markets 
become increasingly less valuable (Brightman, 2016). The concept of a risk-free 
return, as a result, is teetering on the edge of relevance these days—quaintly 
unhelpful at best, wealth-destroying at worst.
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Key Points
1. Strategies that emphasize the bonds of countries with strong debt-

servicing economic resources, rather than the bonds of countries with 

the highest debt issuance, have the potential to outperform. 

2. High-yield index strategies, which mirror factor investing in equities, 

especially the intersection of quality and value, offer investors the 

opportunity to outperform traditional high-yield indices. 

3. In today’s low-yield environment, investors with fixed income 

mandates can improve performance with strategies designed to pick up 

incremental returns from mean reversion and that limit overexposure to 

both lower-quality creditors and large issuers.
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Investors whose mandates include fixed-income alloca-
tions face some difficult decisions. Strategies designed 
to pick up incremental returns from mean reversion and 
that limit overexposure to both lower-quality creditors and 
large issuers have the potential to deliver a welcome edge 
in performance to both government and high-yield bond 
investors. 

Bonds in Current Time
Although government bonds may provide investors near 
certainty of notional capital being returned, the risk of lock-
ing in long-term losses can also be a near certainty with 
negative real rates and the prospect of interest rates inevi-
tably trending higher. Equating risk and volatility may be too 
simplistic to deal with the world we face today. In markets 
for government debt, favoring the a priori safe bet of high-
debt-issuer countries, such as the United States, Japan, and 
developed European nations, can be far riskier to an inves-
tor’s wealth than interest-rate volatility or credit ratings 
may suggest. And although volatility can be an investor’s 

friend in credit markets, especially in high-yield corpo-
rates, by creating opportunities to trade against short-term 
mispricings, not all risk-taking is rewarded equally.  

Improving Government Bond 
Portfolio Returns
A simple, yet robust, framework for forming reasonable 
long-term expectations is offered in the Research Affiliates 
expected returns methodology, publicly available on our 
website. As of October 31, 2016, our methodology suggests 
that global (ex-US) Treasury markets, measured by the 
Barclays Global (ex-US) Treasury Index, are expected to 
return between −1.9% and 2.3% over the next decade, with 
a central tendency of 0.2%, after inflation. The fact that the 
central tendency is positive is largely the result of expected 
currency movements. A weakening of the US dollar relative 
to global currencies is expected to add 1.3%, but no help is 
offered from the current real yield of −0.4% and the −1.1% 
expected return from current high valuations. 
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FIXED	INCOME:	10-YEAR	EXPECTED	RETURNS 
Note:	All	returns	are	geometric.
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As	of	10/31/2016.	Source:	These	expected	returns	are	calculated	by	Research	Affiliates	LLC	using	data	provided	by	MSCI	Inc.,	Bloomberg,	and	Barclays.

Volatility	is	measured	as	standard	deviation.	These	forecasts	are	forward-looking	statements	based	upon	the	reasonable	beliefs	of	RA	and	are	not	a	guarantee	of	future	performance.	This	content	is	not	investment	or	tax	advice

or	an	offer,	sale	or	any	solicitation	of	any	offer	to	buy	any	security,	derivative	or	any	other	financial	instrument.	Any	use	of	the	above	content	is	subject	to	and	conditioned	upon	the	user's	agreement	with	all	important	disclosures,

disclaimers	and	provisions	found	at	www.researchaffiliates.com/en_us/about-us/legal.html.	In	the	event	the	above	content	is	provided	or	modified	by	a	third-party,	Research	Affiliates	LLC	fully	disclaims	any	responsibility	or	liability

for	such	content.	©2016	Research	Affiliates,	LLC.	All	rights	reserved.
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Government bonds are expected to earn a very meager real return of 0.2% over the next 10 years.

Global (ex-US) Treasury 10-Year Expected Returns, October 31, 2016

https://www.researchaffiliates.com/


December 2016 . Treussard . Uncomfortably Stuck Between Past and Future: Rates, Credit, and Alternative Bond Indices 3

www.researchaffiliates.com

For many investors, an allocation to government bonds is 
the starting point for portfolio construction. When that 
allocation is expected to return nearly nothing over the next 
10 years, the task of constructing a satisfactory portfolio 
is just that much more challenging. That said, a likely path 
for improving long-term potential returns in global govern-
ment bonds is to be thoughtful and disciplined in allocating 
to country exposures. 

Bond markets are built on the premise that issuers can 
borrow against the future, and some countries seem to be 
borrowing from a future far less rosy than thorny. With both 
high starting debt burdens and demographic trends associ-
ated with significant off-balance-sheet future borrowings 
combined with a reduced ability to spur growth, advanced 
economies such as Japan and the United States face major 
impediments to managing their ballooning national debt 
burden in the future. Yet, the debt of these countries domi-
nates government allocations in traditional bond indices as 
a mechanical byproduct of their dominance in cumulative 
notional issuance. 

Over the last few years, investors have been rewarded for 
their substantial exposure to these countries. A combina-
tion of bond-buying programs by central banks, negative- 
and zero-interest-rate policies, and continued fears that a 
new global crisis may be around the corner (a hard path 
to Brexit being the latest source of such concern) have 
held the pedal down on the flight to safety. Perhaps condi-
tions will remain in place for investors to benefit from these 
allocations, but the possibility for retrenchment can also 
be convincingly argued: bond markets allow creditors to 
borrow against the future, and eventually the future tends 
to conform to harsh (but logical) economic realities, not 
feel-good hopes and fictions.1

Investment professionals are familiar with the saying 
“don’t fight the Fed.” While this may aptly apply to traders, 
long-term investors can be less heedful of this admonition. 
Those with long-term investment horizons can benefit by 
gaining exposure to bond strategies that allocate to coun-
tries on the basis of debt-servicing economic resources 
rather than debt issuance, effectively raising the relative 
credit quality of holdings. Gaining exposure to the less 

popular, less prolific issuers, not widely viewed as safe 
harbors in a volatile world, also allows long-term investors 
to capitalize on market inefficiencies. 

Investors who position their portfolios to benefit from the 
reassertion of long-term economic realities may not find it 
comfortable or profitable in the short term. For instance, in 
the year ending September 30, 2016, the Citi RAFI Sover-
eign Developed Market Bond Index, an index that anchors 
on fundamental measures of a country’s size relative to the 
world economy, underperformed an issuance-weighted 
index by approximately 1.5%. The underperformance was 
driven by a substantial underweight to Japanese debt just 
when the country was experiencing an extraordinary bond 
rally engineered by the Bank of Japan’s quantitative easing 
program.2  The average weight to Japan in the fundamen-
tally weighted index was roughly 9% versus 30% in the 
cap-weighted index over the 12-month period. 

We would not expect the recent underperformance to 
continue indefinitely, but neither can we predict when the 
tide will turn in favor of fundamentally weighted devel-
oped sovereign bond indices.3  Investors, for example, who 
have taken the position that Japan’s interest rates will 
imminently reverse (after a protracted 20 years or more 
hovering at zero or just above) have entered into a trade 
notoriously known as “the widow maker.” Our preference 
would be to protect our families from such a fate. 

In global government bond markets today, investors seem 
to be standing atop tectonic plates, which are moving 
slowly yet predictably, defying simple rules of thumb 
about risk-free investing, and rendering the last 40 years of 

“Empirically robust, 
theoretically sound 
reasons support the belief 
investors can do better 
than traditional high-
yield index strategies.”
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historical data a very poor guide for making decisions about 
the future. In the current vacuum of relevant historical 
experience, investors who choose a strategy that follows 
a rules-based methodology which emphasizes debt-
service capacity, capitalizes on observable inefficiencies, 
and implements at low cost, should be well-positioned to 
weather the era-defining changes likely ahead. 

Improving High-Yield Bond 
Portfolio Returns
Investors in corporate credit, especially high-yield bonds, 
tend to face shorter cycles of booms and busts than do 
government bond investors, and therefore have more 
frequent opportunities, as a result of year-over-year price 
volatility, to advantageously position their portfolios. High-
yield bonds are an equity-like asset class, whose returns are 
overwhelmingly driven by credit spreads and credit losses, 
not rates and duration. 

The Research Affiliates expected returns methodology 
suggests that, as of October 31, 2016, the Barclays US High 
Yield Index, a traditional cap-weighted index, is expected 
to return 2.2% over the next 10 years, after inflation and 
credit losses. The wide range of outcomes around the 2.2% 
central tendency falls between −0.3% and 4.7%. 

Empirically robust and theoretically sound reasons support 
the belief that investors can do better than traditional 
high-yield index strategies. In fact, rules-based alterna-
tive strategies may go a long way toward capturing poten-
tial excess returns in the high-yield space. Such strategies 
follow two key principles, which mirror factor investing in 
equities, especially the intersection of quality and value, as 
discussed by Kalesnik and Kose (2014): 

1. Avoid the unrewarded risks of reaching for yield 
farther out on the credit-quality scale, and 

2. Take advantage of temporary mispricings by trim-
ming recent winners and adding to recent losers.

VOLATILITY

R
E
A
L
	E

X
P
E
C
T
E
D
	R

E
T
U
R
N
S
	(
U
N
H
E
D
G
E
D
	U

S
D
)

FIXED	INCOME:	10-YEAR	EXPECTED	RETURNS 
Note:	All	returns	are	geometric.
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As	of	10/31/2016.	Source:	These	expected	returns	are	calculated	by	Research	Affiliates	LLC	using	data	provided	by	MSCI	Inc.,	Bloomberg,	and	Barclays.
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The real return of US high-yield bonds over the next decade is expected to be 2.2%.

US High-Yield 10-Year Expected Returns, October 31, 2016
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Avoid risks of reaching for yield. Looking at subsectors 
of the Bank of America Merrill Lynch US Corporate Bond 
Index in the almost 16 years ending September 30, 2016, we 
find that total returns do not follow a monotonic pattern 
of higher returns for worse-rated companies (B and below) 
versus better-rated high-yield credit (BBB and BB), whereas 
volatility grew by a factor of two to three times. In this 
instance, once credit losses from low-quality issuers are 
taken into account, more risk does not translate into better 
long-term return.

Take advantage of temporary mispricings. Price 
fluctuations across high-yield securities mean that a 
strategy of favoring recent losers relative to recent 
winners can add value over time, net of transaction costs. 
This approach is key to the discipline of systematic value 
investing. Investing in high yield is a complex endeavor, and 
implementing a high-yield index-based strategy requires 
both a substantial trading platform and a willingness to 
take on some tracking error relative to the benchmark. As 
is the case with substantially all bond index replication, the 
index represents more of a guide than an exact prescription 
for portfolio management. 

Adopting the discipline of rebalancing bond exposures 
toward fundamental weights, which are linked to the 
economic size of the underlying issuing companies rather 
than to the amount of debt they have issued, achieves the 
dual objective of: 1) tilting holdings toward companies 

with better debt servicing and higher credit ratings; and 2) 
taking advantage of mean reversion in securities prices over 
time. A good example of the more conservative fundamen-
tal-weighting approach compares the $2.00 of BB-rated 
bonds for every $1.00 of B-rated bonds held in the RAFI 
Bonds US High Yield 1–10 Index to the $1.30-to-$1.00 ratio 
held in the Merrill Lynch US High Yield BB-B 1–10 Index. 

The unsurprising result would be that the RAFI index should 
outperform the Merrill Lynch index when credit spreads 
widen, and underperform when spreads narrow. Seemingly, 
this behavior might be construed as not leading to outper-
formance over time, because every spike in option-adjusted 
spread (OAS), a standard measure of the yield premium 
required by high-yield bondholders, would tend to eventu-
ally retract, and gains could easily be wiped out by symmet-
rical losses on the other side. This expectation turns out 
to be false. 

“Bond markets allow 
creditors to borrow against 
the future, and eventually 
the future tends to conform 
to harsh ( but logical) 
economic realities.”

Source: Source: Research Affiliates, LLC, based on data from FactSet.
Note: Merrill Lynch abbreviation for AAA index is C0A1; Merrill Lynch abbreviation for AA index is C0A2; Merrill Lynch 
abbreviation for A index is C0A3; Merrill Lynch abbreviation for BBB index is C0A4; Merrill Lynch abbreviation for BB index is 
H0A1; Merrill Lynch abbreviation for B index is H0A2; Merrill Lynch abbreviation for CCC & below index is H0A3. 

Any use of the above content is subject to all important legal disclosures, disclaimers, and terms of use found at 
www.researchaffiliates.com, which are fully incorporated by reference as if set out herein at length.

Bank of America Merrill Lynch US Corporate Bond Index, Jan 2000–Sep 2016

Bank of America 
Merrill Lynch 
US Corporate Bond Index

Total
Return

Price
Return Coupon Return YTW Volatility

BBB Index 6.7% 0.2% 6.4% 5.7% 5.8%

BB Index 7.4% -0.3% 7.7% 7.5% 7.4%

B Index 6.0% -2.5% 8.6% 9.4% 9.3%

CCC & Below Index 7.0% -2.8% 9.9% 15.1% 14.9%
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In actuality, the periods of underperformance of the more 
conservative strategy generally do not undermine its over-
all ability to outperform. Two reasons account for this. First 
is the capture of a rebalancing premium by the fundamen-
tally weighted strategy. As credit conditions change, corpo-
rate issuers experience different price responses, some 
more extreme than others, allowing for rebalancing into the 
temporarily cheap bonds of ultimately sound companies. 
The accumulation over time of realized pricing inefficien-
cies locks in long-term capital gains. 

Second, the less conservative strategy in terms of qual-
ity must contend with large spikes in credit spreads that 
coincide with permanent capital losses on the shakiest 
of credits. The bonds of these companies contribute to 
underperformance as spreads widen, but the losses are 
never recovered for those companies that ultimately 
become insolvent. 

The differences in the two strategies explain their differences 
in performance. A review of the period that began with the 
global financial crisis and the several years that followed 
shows the RAFI high-yield index produced approximately 

7.8% in value-add relative to the Merrill Lynch index between 
June 2007 and November 2008 (the peak of the OAS spike), 
and only gave back 6.6% in the form of underperformance 
through April 2011, when OAS spreads next bottomed.

The recent shakeout and numerous defaults in the US shale 
energy industry offer another vivid example of the perfor-
mance differences between the fundamental-weighting 
and cap-weighting approaches in high yield. Many small to 
midsized energy companies, such as Midstates Petroleum, 
SandRidge Energy, Goodrich Petroleum, and Patriot Coal, 
were highly levered, having fueled their growth with piles 
of fresh junk debt in the early 2010s. 

“Price fluctuations across 
high-yield securities 
means a strategy favoring 
recent losers relative to 
recent winners can add 
value over time.”
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Large spikes in credit spreads occur in periods of uncertainty, 
such as the global financial crisis in 2007–2008.

Source: Research Affiliates, LLC, based on data from Bloomberg and Ryan ALM.

Any use of the above content is subject to all important legal disclosures, disclaimers, and terms of use found at 
www.researchaffiliates.com, which are fully incorporated by reference as if set out herein at length.

BofA Merrill Lynch US High-Yield Option-Adjusted Spread, Jan 2000–Sept 2016
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With crude oil and petroleum derivatives still down significantly from the highs 
of mid-2014, and a year-plus into the painful process of debt restructurings, 
defaults, and bankruptcies, the RAFI Bonds US High Yield 1–10 Index delivered 90 
basis points (bps) of excess return in 2015 and 50 bps in 2016, through Septem-
ber, relative to the Merrill Lynch US High Yield BB-B 1–10 Index. The RAFI index 
has outperformed without being systematically underweight the energy sector 
as a whole, just that segment of the market which had bigger growth aspirations 
than its current economic size could shoulder. 

Conclusion
Long-term bond investors may be uncomfortably stuck between the high returns 
of the past and the much lower and potentially negative returns of the future, but 
we can position our portfolios to produce excess returns versus their respec-
tive benchmarks, both government and credit. The present offers long-term 
fixed-income investors a likely higher degree of comfort if we select a strategy 
that maintains investment discipline and seeks pricing inefficiencies, while 
even adopting a relatively more conservative quality stance than a traditional 
cap-weighted index.

Endnotes 
1.  Marks 2016 offers additional reading on how economic reality plays 

a role, eventually, in the functioning of the economy and financial 
markets. 

2. The asset-buying program of the Bank of Japan (BOJ) has been 
so substantial it has left interest rates squarely in negative 
territory and has created a problematic shortage of JGBs in the 
marketplace, as the BOJ actively competes with large institutions 
for existing bonds (Kawa, 2016). 

3. Being underweight a country such as Japan in a smart beta index 
can be uncomfortable, but is not comparable to being outright 
short JGBs in the decades-old widow-maker trade favored at 
times by various hedge funds. Arnold (2015) describes the 
widow maker and its potential for investment performance 
death and destruction. Indeed, although the short-term pain of 
being underweight Japanese sovereigns may be quite real, the 
potential for long-term reward is strong for investors with long-
term horizons.
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The material contained in this document is for 
general information purposes only. It is not 
intended as an offer or a solicitation for the 
purchase and/or sale of any security, deriva-
tive, commodity, or financial instrument, nor 
is it advice or a recommendation to enter into 
any transaction. Research results relate only 
to a hypothetical model of past performance 
(i.e., a simulation) and not to an asset manage-
ment product. No allowance has been made 
for trading costs or management fees, which 
would reduce investment performance. Actual 
results may differ. Index returns represent 
back-tested performance based on rules used 
in the creation of the index, are not a guaran-
tee of future performance, and are not indica-
tive of any specific investment. Indexes are not 
managed investment products and cannot be 
invested in directly. This material is based on 
information that is considered to be reliable, 
but Research Affiliates™ and its related enti-
ties (collectively “Research Affiliates”) make this 
information available on an “as is” basis without 
a duty to update, make warranties, express or 
implied, regarding the accuracy of the informa-
tion contained herein. Research Affiliates is not 
responsible for any errors or omissions or for 
results obtained from the use of this information. 
Nothing contained in this material is intended 

to constitute legal, tax, securities, financial or 
investment advice, nor an opinion regarding the 
appropriateness of any investment. The infor-
mation contained in this material should not 
be acted upon without obtaining advice from a 
licensed professional. Research Affiliates, LLC, 
is an investment adviser registered under the 
Investment Advisors Act of 1940 with the U.S. 
Securities and Exchange Commission (SEC). Our 
registration as an investment adviser does not 
imply a certain level of skill or training.

Investors should be aware of the risks associated 
with data sources and quantitative processes 
used in our investment management process. 
Errors may exist in data acquired from third party 
vendors, the construction of model portfolios, 
and in coding related to the index and portfolio 
construction process. While Research Affiliates 
takes steps to identify data and process errors 
so as to minimize the potential impact of such 
errors on index and portfolio performance, we 
cannot guarantee that such errors will not occur.

The trademarks Fundamental Index™, RAFI™, 
Research Affiliates Equity™, RAE™, and the 
Research Affiliates™ trademark and corporate 
name and all related logos are the exclusive intel-
lectual property of Research Affiliates, LLC and 

in some cases are registered trademarks in the 
U.S. and other countries. Various features of the 
Fundamental Index™ methodology, including an 
accounting data-based non-capitalization data 
processing system and method for creating and 
weighting an index of securities, are protected 
by various patents, and patent-pending intel-
lectual property of Research Affiliates, LLC. 
(See all applicable US Patents, Patent Publica-
tions, Patent Pending intellectual property and 
protected trademarks located at http://www.
researchaffiliates.com/Pages/ legal.aspx#d, 
which are fully incorporated herein.) Any use 
of these trademarks, logos, patented or patent 
pending methodologies without the prior writ-
ten permission of Research Affiliates, LLC, is 
expressly prohibited. Research Affiliates, LLC, 
reserves the right to take any and all necessary 
action to preserve all of its rights, title, and inter-
est in and to these marks, patents or pending 
patents.

The views and opinions expressed are those of 
the author and not necessarily those of Research 
Affiliates, LLC. The opinions are subject to 
change without notice.
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