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Ilustrative Example: How Capital-Preservation Positioning Helped Reduce
Interest-Rate Sensitivity

A clear example of how capital-preservation positioning can matter began forming in 2020 and became especially
relevant by 2022. In August 2020, the U.S. 10-year Treasury yield fell to approximately 0.65%, one of the lowest
levels seen in modern history. In such an environment, investors relying on traditional intermediate-term bond
exposures, often represented by broad indices, faced elevated duration® risk without receiving much yield in return.
Many widely used fixed income benchmarks, including those tracking diversified investment-grade markets, carried
durations near six years, leaving investors meaningfully and unknowingly exposed to interest-rate volatility as the
next rate cycle approached.

Managers who were not constrained by benchmarking and were focused on preserving capital theoretically had the
flexibility to consider model allocations emphasizing shorter-maturity, higher-liquidity index exposures instead of
maintaining a full weighting in intermediate-term, benchmark-aligned bond segments. By utilizing index-based
exposures to ultrashort fixed income, short-duration strategies, and investment-grade floating-rate notes, whose
coupons adjust periodically with changes in prevailing interest rates, managers had the potential opportunity to
reduce overall duration while maintaining diversified fixed income exposure. These types of index components may
have allowed for a repositioning that sought to moderate sensitivity to rising rates while giving up minimal yield,
particularly at a time when longer-duration bonds offered historically low compensation.

This type of allocation shift would not require managers to eliminate core bond exposure entirely. Instead, it would
allow them to right-size their use of intermediate-term index exposures and complement them with lower-duration
segments. In doing so, managers may be able to construct index-based models that maintain transparency, liquidity,
and quality while aiming to reduce the impact of interest-rate movements on investors portfolio values.

2022: A Historic Bond Market Decline and the Value of Capital-Preservation
Positioning

In 2022, the bond market experienced one of its steepest declines on record, with the Bloomberg U.S. Aggregate
Bond Index falling around (~13.0%) amid the fastest Federal Reserve tightening cycle in forty years. Investors whose
fixed income exposure remained tied to intermediate-term benchmark indices saw the impact of this shift, as those
indices carried significant duration entering the rate-hiking environment. In contrast, investors who had the
foresight to reposition using index exposures focused on ultrashort duration, short-maturity bonds, floating-rate
notes, and higher-liquidity segments were structurally less sensitive to rising yields. (See Figure 1 and Figure 2).
While no allocation eliminates risk, emphasizing shorter-duration and rate-responsive index exposures likely helped
reduce the effect of rapid interest-rate changes and demonstrates how thoughtful, index-based model construction
can support investors during periods of elevated volatility.
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Figure 1: Index sources: Bloomberg U.S. Aggregate Bond Index; Morningstar LSTA U.S. Leveraged Loan 100 Index;
ICE BofA 3-6 Month US Treasury Bill Index (GOB2).
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Figure 2: Index sources: Bloomberg U.S. Aggregate Bond Index; Morningstar LSTA U.S. Leveraged Loan 100 Index;
ICE BofA 3-6 Month US Treasury Bill Index (GOB2).

A Stronger Foundation for Future Opportunities

Investors who were positioned to preserve capital during the historic bond market volatility of 2022 entered the
following period with greater flexibility and stability. By emphasizing index exposures with lower duration, higher
liquidity, or rate-responsive characteristics, this strategy may have helped moderate the impact of rising interest
rates and maintained valuable “dry powder” within fixed income models. This liquidity and stability may have created
the ability to rebalance thoughtfully as market conditions evolved, allowing investors to allocate toward areas that
offered more attractive risk-reward characteristics once yields reset higher. This approach reflects the broader value
of maintaining disciplined risk management and adaptable model construction, using index-based building blocks
to help support long-term, risk-adjusted outcomes across shifting market environments.
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