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DON’T “FIX”ATE WITHIN YOUR SHORT
DURATION
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The current landscape for the fixed income arena can be defined by two key factors. The
first, of course, is the current, as well as prospective, shape of the yield curve. The
second is that, according to Federal Reserve (Fed) data, households have been stashing
away large amounts of cash. These two forces have placed a premium on short-term
government investments in bond-Tland, but instead of going into products that are fixed
in nature, perhaps 1investors should 1look to floating rate strategies 1instead. Let’s
examine why.

when people talk about interest rates, the focus is usually on what the Fed is doing and
what the U.S. Treasury (UST) 10-Year yield 1is doing. As I just mentioned, the flat
and/or 1inverted shape of the UST yield curve (a topic I’ve written quite a lot about)
makes investing 1in short-duration instruments more attractive because 1investors can
potentially capture the same or even better yield levels without taking on the interest
rate risk. Although the markets seem to be embracing a rate cut for this year and next,
based upon our outlook, the more Tikely scenario could just place the Fed in a holding
pattern on the rate front.

U.S. Treasury 2-Year Note vs. Fed Funds
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Source: Bloomberg, as of 523/19.

The second focus, a Fed on hold, is a very important factor to consider when Tlooking to
put cash to work. I’ve made the case that the UST market has already cut rates for the F
ed, and, interestingly, there has been nothing from the Fed to suggest that they are
contemplating such a move anytime in the foreseeable future (see the Tatest FOMC
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minutes). Against such a backdrop, I would argue that short-term Treasury yields may be
vulnerable to some potential upside risk if the economy doesn’t falter and if inflation
stops decelerating (our base case).

The accompanying graph highlights the historical spread relationship between the UST 2-
Year yield and the Fed Funds rate. As illustrated, the Tatest downward move in the 2-
Year yield puts it into negative territory by a little more than 30 basis points

as of this writing (the UST 2-Year yield is 2.18% and the top end of the Fed Funds
target 1is 2.50%). cConversely, the historical mean spread between these two instruments
is around +30 bps.

conclusion

A 2% to 2.50% growth rate with unemployment at or below 4% (sound familiar?) and an
easing of U.S./China trade tensions in any form would seem to be a recipe for the UST 2-
Year yield to rise from +its current levels, notwithstanding some geopolitical event.
Conservatively, if the 2-vear yield moves back toward the top end of the current Fed
Funds target, that would place it at 2.50%, where it resided as recently as March. But
if there was a mean reversion, then the rate increase would be more Tike 60 bps from
here. Fixed short-term government solutions would be vulnerable 1in either scenario,
while Treasury floating rate strategies would be insulated. where would you want to put
your cash?

Unless otherwise stated, data source is Bloomberg, as of 5/23/2019.

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 oOutlook

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

Yield curve : Graphical Depiction of interest rates on government bonds, with the
current yield on the vertical axis and the years to maturity on the horizontal axis.

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.

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

10- Year Treasury : a debt obligation of the U.S. government with an original maturity
of ten years.

Inflation : Characterized by rising price levels.
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.

Basis point : 1/100th of 1 percent.

ETF _Spread : The ETF spread 1is the difference between the highest price a buyer is

willing to pay and the lower price a selling is selling to sell.

Mean reversion : The concept that a series of returns has a tendency to return to its
average level over longer periods, even if shorter periods can exhibit wide swings.
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