
GET YOUR MONEY’S WORTH WITH
FLOATING RATE NOTES
Brendan Loftus — Director, Portfolio Solutions

08/30/2018

Volatility has been a persistent theme throughout 2018, as geopolitical concerns and

rising interest rates have weighed heavy on investors’ minds. During times of

uncertainty, many market participants have turned to money market funds with the goal of

reducing risk and maintaining liquidity while accepting lower amounts of yield and

return. However, with the introduction of U.S. government-issued floating rate notes (FR

Ns), investors now have an opportunity to potentially earn even more on their cash,

without having to take on additional credit, liquidity or duration risk.

 

Market Conditions

 

As of the end of July, the Federal Open Market Committee (FOMC) has already raised rates

twice in 2018, continuing down the path of rate stabilization. Given its transparent

indications to have sustained rate hikes for the following quarters, many investors have

sought the protection of short maturity or money market funds to aid in their pursuits.

While much of the principal invested in these funds may appear to be well suited for

such an environment, they may not necessarily be designed to benefit from a rising rate

environment.

 

A common misconception worth exploring is how some view money market funds and their

structural intent. Standard money market funds are NOT insured/backed accounts. They are

investments, and as such, their is no guarantee against the risk of loss. They do,

however, typically provide shareholders with a short-term, high-quality exposure to

instruments that typically yield more than standard interest-bearing bank accounts.

Additionally, many offer investments that maintain a stable net asset value (NAV). While

most money market funds will pay higher levels of income as interest rates rise, they do

not necessarily invest in floating rate instruments alone.

 

FRNs were first issued by the U.S. government in January 2014. These notes provide

exceptional liquidity, as the size of the outstanding investable universe nears $317

billion. However, a key attribute that sets these notes apart is that instead of paying

a fixed rate of interest like other Treasuries, FRN coupon payments are based on a

reference rate (90-day t-bills) plus a spread. Since 90-day bills are auctioned every

week, effective duration of FRNs is one week, which allows investors to capture higher

rates of income as short-term rates rise. Given that these securities are assumed to be

free of default risk, their value is linked to the rate of interest at each weekly

auction. Since 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.

 

What’s in Your Money Market Fund?
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With more than 1,000 money market funds in existence today, it may be hard to

differentiate or make an informed decision between one or another. Typically, they can

be broken down into three categories: taxable, tax free and prime. Taxable funds

typically invest in short-term money market securities, certificates of deposit and

other marketable securities. Tax-free funds, as their name alludes to, invest in short-

term money market securities that are often exempt from some federal, state and/or local

taxes. Prime funds invest in a wide range of short-term securities, typically eliciting

the use of commercial paper and other asset-backed securities. These funds offer higher

yields, but also higher risk.

 

What’s been interesting to see is how FRNs have stacked up against all three. When

comparing the WisdomTree Floating Rate Treasury Fund (USFR), which seeks to track the

performance of the Bloomberg U.S. Treasury Floating Rate Bond Index, to Morningstar’s

three money market peer groups, the Taxable Category, the Tax-Free Category and the

Prime Category, USFR has maintained significant levels of outperformance throughout the

life of the Fund. In fact, USFR has had annualized returns of 1.43% over the last 1

year, 1.14% over the last 2 years, 0.85% over the last 3 years, and 0.55% since the fund

incepted on February 4th, 2014 -- a testament to the FRN’s ability to efficiently

participate in rising interest rates. Additionally, when looking at USFR versus the

Prime Category, a group that will typically take on additional credit risk to achieve

higher yields, USFR has still outperformed since its inception.

Figure 1: Morningstar Money Market Peer Group Performance

For standardized performance of USFR, please click here.

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

 

Additionally, USFR has outperformed without exposing shareholders to excessive levels of

volatility. Since inception, USFR has had an annualized standard deviation of 0.21%;

0.20% over the last three years, 0.15% over the last two years and 0.13% over the

trailing 12 months. Furthermore, investors get access to FRNs through the ETF wrapper,
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so they always know what they hold, as opposed to more opaque money market funds. All

this at an annualized expense ratio that is 0.28% less than the aggregated category

average. At a time where every basis point matters, these fee savings can make a

difference in helping drive total return.

 

We believe that as investors expect more rate hikes from the Fed, or expect volatility

to continue for the foreseeable future, it makes sense to allocate short maturity assets

in floating rate notes. In our view, FRNs can give investors looking to de-risk the

added benefit of higher potential income through participating in rising interest rates

while limiting volatility. As Steve Miller so famously recites, now may be the time for

you to join Bobbie Sue and “take the money and run.”

 

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

Bloomberg, Morningstar, Zephyr StyleADVISOR.

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

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

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

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.

Federal Open Market Committee (FOMC) : The branch of the Federal Reserve Board that

determines the direction of monetary policy.

Short Maturity Bond Fund     : a Pool of securities that invests in fixed income

securities with maturities less than year.

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.

Net Asset Value (NAV)     : The calculated assets minus liabilities divided by shares

outstanding. NAV is the straightforward account of the actual assets in the fun.

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

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.

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.
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