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The current question on every investor’s mind 1is, what happens should the U.S. Congress
not reach a deal on extending the debt ceiling? on April 25, the head of a Tlarge
European Bank research team asked for our thoughts on this issue. while we remain
hopeful that a deal can be reached to avoid unnecessary market turbulence, our best (and
most perverse) thought may be to consider owning U.S. Treasury debt in the form of U.S.
floating rate notes.

As my colleague Kevin Flanagan noted during the last impasse, in 2011 when the U.S.
government ran debt ceiling negotiations to the brink, Standard & Poor’s responded by
downgrading the credit rating on U.S. government debt from AAA to AA+. In a
counterintuitive market reaction, longer-maturity U.S. bond yields actually declined on
this move. But on April 24, four markets appeared to be reacting to a higher risk of a
deal not being reached:

e U.S. equity markets declined

e The cost of insuring U.S. Treasury debt from default in the credit default swaps
market rose to all-time highs

e Longer-maturity U.S. bond yields declined

e Yields on 1-Month U.S. Treasury bonds that mature before the current debt T1imit runs
out continued to decline

when multiple markets are trading in the same direction due to a specific event risk,
investors should take note.

U.S. Credit Default Swaps Rise to Al1-Time High
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while everyone believes that the U.S. government will eventually make good on its debts,
the real risk posed to the economy is one of unintended consequences. The risk that many
emerging markets have learned over time is that when a country defaults, the banking
system faces an extreme risk of collapse. Since banking systems are built around assets
(U.S. Treasuries, loans) and liabilities (deposits), even a temporary disruption in the
timing of U.S. Treasury Bills (t-bills) being funded could result in a cascading effect
on bank balance sheets that are already reeling on the back of rising U.S. 1interest
rates and deposit flight. This is the risk that U.S. Treasury Secretary Yellen has been
mentioning in nearly all of her public comments.

Looking to the History

while not completely related to the debt ceiling, many reports have pointed to the U.S.
government failing to pay 1investors back their principal on time due to operational
issues during the Carter Administration.

1

In The Financial Review,- researchers Terry zivney and Richard Marcus wrote in 1989:

“Investors in T-bills maturing April 26, 1979 were told that the U.S. Treasury could
not make its payments on maturing securities to individual investors. The Treasury
was also late in redeeming T-bills which become due on May 3 and May 10, 1979. The
Treasury blamed this delay on an unprecedented volume of participation by small
investors, on failure of Congress to act in a timely fashion on the debt ceiling
legisTation in April, and on an unanticipated failure of word processing equipment
used to prepare check schedules.*

The reaction to Treasury being unable to make these payments resulted in a one-day spike
in U.S. t-bill yields of sixty basis points despite this issue being related only to
retail holders of these securities. They also found that higher results persisted for
several months due to fears of another delay 1in payment to Tlarger dinstitutional
investors.

Timing of Risk
while this 1is not our base case for the current situation, investors may begin to shun
debt that matures around this event period, resulting 1in higher yields. A report

recently released by Goldman Sachs shows that the U.S. may exhaust all of 1its resources
by Tate July on account of weaker tax receipts:

Debt Limit Timeline

e
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In order to avoid this issue, they note that Congress will need to address the debt
Timit issue by early June. Working backward, this implies that we may begin to see an
uptick in 3-Month Treasury Bill yields in the coming weeks.

conclusion

In our view, the best option for 1investors seeking to potentially capitalize on this
risk without using derivatives may be to invest in U.S. floating rate debt via the Wisdo
mTree Floating Rate Treasury Fund (USFR):

e The Fund holds U.S. floating rate notes whose principal matures in two years, well
past the current risk of selective non-payment.

e Additionally, USFR sells 1ts floating rate notes with one year remaining to
maturity, increasing the frequency of the rate reset.

e The yield on the notes resets weekly based on the yield of 3m t-bills + a spread set
when the notes are originally auctioned.

Should rates begin to rise in anticipation of an earlier-than-expected exhaustion of the
debt ceiling, we believe this 1is the most straightforward way to potentially capitalize
on U.S. government dysfunction.

1 Terry L. zivney and Richard Marcus, “The Day the united States Defaulted on Treasury
Bills,” The Financial Review, 1989, vol. 24, issue 3, 475-89.

Important Risks Related to this Article

There are risks associated with investing, including the possible Toss of principal.
Securities with floating rates can be Tess sensitive to interest rate changes than
securities with fixed interest rates but may decline in value. The issuance of floating
rate notes by the U.S. Treasury is new, and the amount of supply will be limited. Fixed
income securities will normally decline in value as interest rates rise. The value of an
investment in the Fund may change quickly and without warning in response to issuer or
counterparty defaults and changes 1in the «credit ratings of the Fund’s portfolio

-

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


https://wisdomtree.com/blog/glossary#derivative
https://wisdomtree.com/~/link.aspx?_id=D6F20DDF9393431C85D41DB46E5F2798&_z=z
https://wisdomtree.com/~/link.aspx?_id=D6F20DDF9393431C85D41DB46E5F2798&_z=z

wWisdomTree BLOG ARTICLE

investments. Due to the 1investment strategy of this Fund, it may make higher capital
gain distributions than other ETFs. Please read the Fund’s prospectus for specific
details regarding the Fund’s risk profile.

For the top 10 holdings of USFR please visit the Fund's fund detail page at https://www.
wisdomtree.com/investments/etfs/fixed-income/usfr

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
this blog.

Related Funds
+ WisdomTree Floating Rate Treasury Fund

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

Credit ratings : An assessment of the creditworthiness of a borrower in general terms
or with respect to a particular debt or financial obligation. Credit assessment and
evaluation for companies and governments is generally done by a credit rating agency

such as Standard & Poor’s, Moody’s or Fitch.

AAA credit rating : This is the highest issuer credit rating assigned by sStandard &
Poor’s, signaling strong confidence that the issuer will be able to maintain its payment
obligations.

AA+ cCredit Rating : The AA+ rating is issued by S& and is similar to the Aal rating
issued by Moody's. This rating is of high quality and falls below the AAA ranking. It
comes with very Tow credit risk, even though Tlong-term risks may affect these
investments. The AA+ rating is considered one of the rankings for investment-grade debt.

Bond yield : Refers to the interest received from a bond and 1is usually expressed

annually as a percentage based on its current market value.

Credit Default Swap : A swap designed to transfer the credit exposure of fixed income
products between parties. The purchaser of the swap makes payments up until the maturity
date of a contract. Payments are made to the seller of the swap. In return, the seller
agrees to pay off a third party debt if this party defaults on the loan.

U.S. Treasury Bond : a debt security issued by the United States government.

Default : A failure to meet the legal obligations (or conditions) of a Toan.
Treasury Bill : A treasury bill (T-Bil1) is a short-term debt obligation backed by the
U.S. government with a maturity of one month (four weeks), three months (13 weeks) or
six months (26 weeks).

Basis point : 1/100th of 1 percent.

Derivative : a security whose value is determined by another asset.
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