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As expected, the Federal Open Market Committee (FOMC) raised rates for the second time

in 2018 during its June meeting, continuing down the path of rate stabilization. Given

its transparent indications to have sustained rate hikes for the following quarters and 

years ahead, investors should consider how they can best protect their portfolios from

interest rate risk, if they haven’t already done so. In many instances, investors have

sought the protection of short maturity or money market funds. In fact, nearly $11.3

billion has flowed into short Treasury funds year-to-date. While this trade has

generally outperformed longer maturity fixed income as rates rose, it’s possible they

may be leaving returns on the table. Below, we see how the WisdomTree Floating Rate Trea

sury Fund (USFR) has compared to both active and passive approaches in short maturity

fixed income strategies.

 

FRNs 101

 

Floating rate notes (FRNs) were first issued in January 2014. Given that they are issued

by the U.S. government, they have great liquidity and virtually no credit risk. Instead

of paying a fixed rate of interest like other securities, FRN coupon payments are based

on a reference rate to 90-day t-bills, which are auctioned every week.

 

The benefits of FRNs are twofold. By resetting weekly, FRNs’ effective duration is one

week. Given that these securities are assumed to be free of default risk, the value of

them is then solely determined by the interest rate at each weekly auction. As 90-day t-

bills are among the most sensitive to interest rate changes conducted by the FOMC, this

provides an opportunity to boost income as the Fed hikes rates.

 

WisomTree Floating Rate Treasury Fund

 

Year-to-date, USFR has seen inflows of over $150 million. This Fund has become a very

popular solution for those looking for a cost effective (.15% annual expense ratio) way

to access these newly issued FRNs. In fact, on a percentile basis, USFR has been the fas

test-growing exchange-traded fund for 2018. When comparing USFR with its Morningstar

peer group (the Morningstar Short Government Category), this fairly straightforward

approach based on total return has been able to beat more than 94% of active and passive

managers over the last three years.

 

Figure 1 1: USFR Fund Performance Relative to Morningstar Short Government Peer        

Group
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Since the Fund’s inception on February 4, 2014, the strategy has also outperformed 61%

of all managers. As seen in figure 2, during the very early months of USFR’s lifespan,

yields were at all-time lows, paying next to nothing. After the Fed began to raise rates

in late December 2015, we began to see continued outperformance of the strategy over the

Short Government Category and a benchmark of 1- to 3- month t-bills. 

Figure 2: USFR Cumulative Fund Performance Relative to Morningstar Peer Group         

and 1- to 3-Month T-Bills

 

 

Finally, while the performance story has shown to be favorable, USFR was able to achieve

these superior results with lower volatility. Again, we believe that as long as

investors expect more rate hikes from the Fed, it makes sense to allocate short maturity

assets in floating rate notes.

 

Figure 3: Performance, Volatility, and Sharpe of USFR, Morningstar Peer Group &

1- to 3-Month T-Bills
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For standardized performance of USFR, please click here. 

Please visit our glossary for definitions of terms and indexes in the chart.

 

In our view, this heavily implies that the debate in the short maturity government

category is less of a debate between “active and passive” and more between “fixed versus

floating.” While investors have many ways to address interest rate sensitivities, we

believe that an allocation to FRNs can provide investors with a unique tool to hedge

duration risk and participate in interest rate hikes while mitigating overall risks.

 

 

Unless otherwise noted, all data as of May 31, 2018. Sources: WisdomTree,          

Bloomberg, Morningstar, Zephyr StyleADVISOR

 

 

 

 

 

1Total number of Short Government managers: Year-to-Date = 107; 1-Year = 105; 3-Year =

102; Since Fund Inception (3/1/14) = 99.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal.

Securities with floating rates can be less 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
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investment in the Fund may change quickly and without warning in response to issuer or

counterparty defaults and changes in 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 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 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)

 

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

Short (or Short Position)     : The sale of a borrowed security, commodity or currency

with the expectation that the asset will fall in value, the opposite of Long (or Long

Position).

Maturity : The amount of time until a loan is repai.

Money Market Fund    : A fund that Invests in high quality, liquid short-term debt

securities and monetary instruments such as US Treasury bills and commercial paper.

Active : Funds that attempt to outperform the market by selecting securities a portfolio

manager believe to be the best.

Passive  : Indexes that take a rules-based approach with regular rebalancing schedules

that are not changed due to market conditions.

Floating Rate Treasury Note    : a debt instrument issued by the U.S. government whose

coupon payments are linked to the 13-week Treasury bill auction rate.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Credit risk : The risk that a borrower will not meet their contractual obligations in

conjunction with an investment.

Treasury Bill : A treasury bill (T-Bill) 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).

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.

Morningstar Short-Government Category  : As defined by Morningstar, short-government

portfolios have at least 90% of their bond holdings in bonds backed by the U.S.

government or by government-linked agencies. This backing minimizes the credit risk of

these portfolios, as the U.S. government is unlikely to default on its debt. These

portfolios have durations typically between 1.0 and 3.5 years, so they have relatively

less sensitivity to interest rates and, thus, low risk potential. Morningstar calculates

monthly breakpoints using the effective duration of the Morningstar Core Bond Index in

determining duration assignment. Short is defined as 25% to 75% of the three-year

average effective duration of the MCBI.
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