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Seven down, one more FOMC meeting to go for 2018. There were no surprises at last week’s

penultimate Federal Reserve (Fed) gathering as the policy makers kept rates unchanged,

but perhaps more importantly, they continued to lead money and bond markets down the

path for a potential rate hike at their final convocation of the year in December. The

specter of additional rate hikes next month and into 2019 has created an interesting

environment in the fixed income arena, and as we get one month closer to year-end,

investors appear to be putting money in motion.

 

As we head into the 2018 homestretch and begin preparing fixed income portfolios for

what potentially lies ahead, once again, hedging rate risk remains an integral part of

the equation. Investors generally utilize short duration strategies when the expectation

is for higher interest rates. In other words, funds will be reallocated from

intermediate to longer-dated maturities and reinvested in shorter-dated instruments.

Some of the more widely used options involve U.S. Treasury securities such as t-bills or

focusing on the one- to three-year Treasury note sector.

 

Click here for USFR standardized performance.
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While the debate on where UST 10-year yields are headed will no doubt continue, one

aspect that does not seem to be up for debate is that the Fed will continue with

“further gradual increases” in the Fed Funds target range. In my opinion, investors

should consider a Treasury floating rate strategy to complement their portfolios. The

other aforementioned short duration Treasury strategies all involve fixed type of

securities in one form or another, and while they can help mitigate some rate risk, they

tend to underperform a floating strategy, especially in a Fed rate hike cycle.

 

The WisdomTree Floating Rate Treasury Fund (USFR), which seeks to track the price and yi

eld performance of the Bloomberg U.S. Treasury Floating Rate Bond Index, offers

investors a vehicle to follow this type of strategy. Let’s take a look at how this Fund

has performed versus the aforementioned UST-based short duration options since the Fed

implemented its first rate hike at the end of 2015. As of this writing, USFR has

outperformed three widely used UST-based strategies. The largest differentials exist in

the Treasury one- to three-year sector (ICE U.S. Treasury 1-3 Year TR Index) and one- to

three-month t-bills (Bloomberg Barclays U.S. Treasury Bills 1-3 Month TR Index Value Unh

edged), at 182 and 77 basis points (bps), respectively. Rounding out the slate, the UST

floating rate vehicle also registered a higher reading, +44 bps, with the one-month to

one-year part of the curve (ICE U.S. Treasury Short Bond TR Index).

 

Conclusion

 

On a final note, it looks like bond investors are going to be confronted with an

environment that they have not experienced for a number of years. Indeed, given this

year’s rise in interest rates and challenges in the emerging market space, a variety of

fixed income investments could post losses for 2018, unless a turnaround occurs during

the final six weeks or so of this year. In fact, barring any plunge in rates from here,

the Bloomberg Barclays U.S. Aggregate Bond Index could register its first negative

performance in a calendar year since 2013. Signs that fixed income investors are moving

funds in order to potentially harvest tax losses for 2018 have already begun to emerge.

Against this backdrop, USFR could also be considered a solution for these reallocated

funds.

 

Unless otherwise stated, all data sourced is Bloomberg, as of November 9, 2018.

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.

 

Neither WisdomTree Investments, Inc., nor its affiliates, nor Foreside Fund Services,

LLC, or its affiliates provide tax advice. All references to tax matters or information

provided in this material are for illustrative purposes only and should not be

considered tax advice and cannot be used for the purpose of avoiding tax penalties.

Investors seeking tax advice should consult an independent tax advisor.
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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

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

determines the direction of monetary policy.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Rate Hike   : refers to an increase in the policy rate set by a central bank. In the

U.S., this generally refers to the Federal Funds Target Rate.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

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

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.

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).

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

Bloomberg U.S. Treasury Floating Rate Bond Index        : A rules-based, market-

capitalization-weighted index engineered to measure the performance of floating rate

U.S. Treasury notes.

ICE U.S. Treasury 1-3 Year TR Index        : This index tracks U.S Treasury fixed rate

securities with a minimum term to maturity of greater than one year and less than or

equal to three years.

Bloomberg Barclays U.S. Treasury Bills 1-3 Month TR Index Value Unhedged : This

index tracks the U.S. Treasury-bill market with maturities within the one through three

month range.

Basis point : 1/100th of 1 percent.

Bloomberg U.S. Aggregate Bond Index : Represents the investment-grade, U.S. dollar-

denominated, fixed-rate taxable bond market, including Treasuries, government-related

and corporate securities, as well as mortgage and asset backed securities.

Tax Loss Harvesting    : Selling securities at a loss to offset a capital gains tax

liability. Tax gain/loss harvesting is typically used to limit the recognition of short-

term capital gains, which are normally taxed at higher federal income tax rates than

long-term capital gains.
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