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ROBUST DEMAND CONTINUES FOR
FLOATING RATE TREASURY DEBT

Rick Harper — Chief Investment officer, Fixed Income and Model Portfolios
06/02/2014

After first issuing $15 billion in two-year floating rate Treasury notes (floaters) on
January 29, 2014, the uUnited States Treasury has continued to see strong demand in each
subsequent $13 billion reopening. In the current market environment, money market
investors continue to be strong adopters of floating rate securities backed by the full
faith and credit of the U.S. government. In an update to the evolution of this market,
the Treasury auctioned its second new issue on April 29, 2014. Now, with two floating
rate securities outstanding, I thought 1investors would be interested to hear what I
believe will be next for the market and why it may make sense for certain investors to
increase allocations to this new sector of the fixed income market. Market cCap and
Demand Growing Nicely when the newly issued security settled on April 30, the market
capitalization for floating rate Treasuries had grown to more than $56 billion

outstanding in four monthsl. while this amount represents only a small fraction of U.S.
government debt, the $750 billion market for Treasury Inflation-Protected Securities had
only $15 billion of debt outstanding after the first four months of issuance. That said,
I continue to believe that floaters represent an +important way for the Treasury to
increase the overall maturity profile of its debt, while addressing the drop in money
market issuance and investor concerns about rising short-term interest rates in the U.S.
For these reasons, WisdomTree was one of the first exchange-traded fund (ETF) sponsors
to launch a product, USFR, that invests exclusively in these securities. Although asset
lTevels (and yields) remain Tow, I believe these securities could make a great deal of
sense 1in ‘investor portfolios once interest rates begin to rise. Grading the Most
Recent Auction At the April 29 auction, the $15 billion in freshly offered securities

drew in bids that were 4.64 times the amount up for auction?. Put another way, the

Treasury received bids for approximately $69.6 billion in securities for a $15 billion
supply. This bid-to-cover ratio of 4.64x approached similar interest for the Treasury
bi1l auction on the same day and was much higher than the ratios seen for recent
Treasury auctions of fixed-rate coupon bonds. while completely adequate, the Treasury
has seen the bid-to-cover ratio of only 2.95x for the $701 billion in fixed coupon debt
issued so far in 2014. If I were to assign a Tletter grade to the most recent floating
rate Treasury auction, it would be a “B” because of the strong investor interest implied
by the bid-to-cover. Talking briefly about the freshly dissued security’s
characteristics, the high-discount margin at the auction was 0.069%. This implies that
for the 1ife of this two-year note, this security will be priced based on this margin
above the most recently auctioned three-month Treasury bill. By way of review, we
discussed briefly the mechanics of these securities in a previous blog post. U.S.

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


https://wisdomtree.com/blog/glossary#floating-rate-treasury-note
https://wisdomtree.com/blog/glossary#floating-rate-security
https://wisdomtree.com/blog/glossary#market-capitalization
https://wisdomtree.com/blog/glossary#treasury-inflation-protected-securities
https://wisdomtree.com/blog/glossary#maturity
https://wisdomtree.com/blog/glossary#money-market
https://wisdomtree.com/blog/glossary#interest-rates
https://wisdomtree.com/etfs/fund-details-fixed-income.aspx?etfid=96
https://wisdomtree.com/blog/glossary#bid-to-cover-ratio
https://wisdomtree.com/blog/glossary#fixed-rate-coupon-bonds
https://wisdomtree.com/blog/glossary#high-discount-margin
https://wisdomtree.com/blog/an-introduction-to-u-s-floating-rate-treasury-notes

wWisdomTree BLOG ARTICLE

013

016

Yield to Maturity (%)

oo o oo
[ R = =
-ﬂ-‘?‘g—'lﬂ-ﬁl

0.02

O f f f
1/21/2014 2/28/2014 3/21/2014 4/30/2014

Yield to maturity: The single discount rate that equates the present value of a bond's cash flows to its market

price. Also referred to as the internal rate of retumn of a bond. Source: Bloomberg, as of 4/30/14. Peried limited
Floatin g Rate Treasury Note due to issuance history of floating rate Treasury notes. Past performance is not indicative of future results,
Catalysts for Investment In my view, floating rate Treasuries make sense in the
current market environment for investors Tooking for a cash-like alternative with very
Tittle interest rate risk and virtually zero credit risk. Given that short-term interest
rates are at all-time lows and the Federal Reserve (Fed) has stated that it could be at
least a year before it begins hiking rates, it may not make sense for idinvestors to
devote a Tlarge portion of their portfolios to these securities. However, this will not
always be the case. I believe that once the market has fully digested tapering and
starts to focus on the timing of the first round of interest rate hikes by the Fed, the
value of these securities will begin to show their worth compared to money market
securities and other Tlonger-term fixed income securities. Given the weekly reset, the
floaters should adjust more quickly than Treasury bills and will 1ikely be spared the
potential losses experienced by two-year Treasury notes as the market adjusts to future

hikes din the federal funds rate. lSource: U.S. Department of the Treasury 2Source:
Bloomberg

Important Risks Related to this Article

There are risks associated with investing, 1including possible 1loss of principal.
Securities with floating rates can be Tless sensitive to 1interest rate changes than
securities with fixed interest rates, but they may decline in value. The 1issuance of
floating rate notes by the U.S. Treasury is new and the supply will be Timited. 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
investments. Due to the investment 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 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.

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. 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 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 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

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.

Floating Rate Security : A debt instrument with a variable interest rate usually tied
to a benchmark rate such as the US Treasury Bill Rate or the London Interbank offered
Rate.

Market capitalization : Market cap = share prices x number of shares outstanding.
Firms with the highest values receive the highest weights 1in approaches designed to
weight firms by market cap.

Treasury Inflation-Protected securities (TIPS) : Bonds issued by the U.S.
government. TIPS provide protection against inflation. The principal of a TIPS increases
with inflation and decreases with deflation, as measured by the Consumer Price Index.
when a TIPS matures, you are paid the adjusted principal or original principal,

whichever is greater.

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

Money Market : a market for highly-liquid assets generally maturing in one year or les.

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

Bid-to-cover ratio : the amount of bids received divided by the amount of bids
accepted at a U.S. Treasury auctio.

Fixed rate coupon bonds : debt securities maturing in more than one year which pay a
fixed rate of interes.

High-Discount Margin : the additional compensation over the reference rate that

investors demand for holding a floating rate securit.

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

Tapering : A shift in monetary policy by which the Federal Reserve would begin

decreasing the amount of bonds it purchases.

Treasury notes : A debt obligation issued by the United States government that matures
in less than 30 year.

Federal Funds Rate : The rate that banks that are members of the Federal Reserve
system charge on overnight loans to one another. The Federal Open Market Committee sets
this rate. Also referred to as the “policy rate” of the U.S. Federal Reserve.
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