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The U.S. Treasury recently made headlines when it auctioned off the first floating rate

Treasury bond in its history.1 This was also the first new class of issuance by the

Treasury since it issued Treasury Inflation-Protected Securities (TIPS) in 1997. As

another means for the Treasury to fulfill growing investor demand and diversify its

sources of funding, we believe that issuance and investor adoption of floating rate

Treasuries are poised to increase over the next several years. By comparison, the last

new product issued by the Treasury has grown to become a $750 billion market since 1997.2

Bond Basics: What Is a Floating Rate Treasury Note? For many investors, exposure to

bonds generally starts and stops with fixed income securities, which customarily pay a

fixed rate of interest and refund the principal balance at maturity. However, floating

rate notes are slightly different. Although floating rate Treasuries make payments to

holders each quarter, the size of these payments is based on a rate that is reset daily

in reference to a rate that is determined weekly. This reference rate is based on the

high yield determined at the weekly 13-week Treasury bill auction, which is generally

held every Monday. Therefore, if yields on the Treasury bill auction rise week to week,

investors could receive greater compensation than with a fixed coupon payment from a

traditional fixed income investment. This reset frequency should also mitigate price

fluctuations in floating rate notes compared to fixed income bonds of similar

maturities. Given that these securities are issued by the U.S. government, they could

serve as reference benchmarks for a variety of floating rate issuers in the same way

that U.S. Treasury bonds serve as interest rate benchmarks for all other U.S. dollar-

denominated fixed income issuance. But there is never a free lunch in financial markets.

At today’s levels, investors will likely receive lower coupon payments than with fixed

coupon bonds of a similar maturity. However, in the current market environment, we

believe that the opportunity cost of protecting against higher rates is low and the

margin for error in navigating a rising rate environment is continuing to narrow. What

Role Can Floating Rate Treasuries Play in Investor Portfolios? With interest rate

risk on the minds of many investors so far in 2014, we believe that floating rate

Treasury securities represent an effective way for investors to help reduce their

exposure to rising interest rates, while generating income payments that are backed by

the full faith and credit of the U.S. government. Whereas other investments may also pay

a rate of interest that resets each month or quarter, those securities are exposed to

credit risk or the risk that the borrower will not be able to meet its financial

obligations. The Treasury decided to offer this floating rate option as an alternative

to rolling three-month Treasury bills every quarter. This can help investors by reducing

transaction costs and extends the holding period of their investments but not their

interest rate sensitivity, which will hinge on the frequency of the reset (effective

maturity of one week). As the market matures, floating rate note issuance is expected to

be expanded to include notes with different terms to maturity.3 From an operational

perspective, floating rate Treasuries can be an important addition to the investment

opportunity set available to today’s investor.   1Source: U.S. Department of the

Treasury, 1/29/14. 2Source: Barclays, as of 12/31/13. 3Source: J.P. Morgan.
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Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally

decline as interest rates rise. In addition, when interest rates fall, income may

decline. Fixed income investments are also subject to credit risk, the risk that the

issuer of a bond will fail to pay interest and principal in a timely manner or that

negative perceptions of the issuer’s ability to make such payments will cause the price

of that bond to decline. 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 they may decline in value. The

issuance of floating rate notes by the U.S. Treasury is new and the supply will be

limited. Fixed income securities will normally decline in value as interest rates rise.

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)
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 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

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

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.

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.

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

Interest rate risk    : The risk that an investment’s value will decline due to an

increase in interest rates.
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