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As promised, here’s part two in my Money in Motion series. The Federal Reserve (Fed) and the U.S. federal government
provided unprecedented responses to the market turmoil last week. Investors may begin to ask whether the time has
come to begin positioning their fixed income portfolios for what comes next. This is exactly the question I wanted to
address in this blog post.

When thinking about the situation, what instantly comes to my mind is the traffic sign we have all seen a million times:
Yield Ahead.

The turmoil in the financial markets has afforded investors the opportunity to review their asset allocation profiles, and
perhaps make changes they may have been reluctant to do prior to the current state of affairs. In my opinion, one of the
most noteworthy items to consider is your interest rate profile.

With the Fed dropping the fed funds target into a zero interest rate policy, we should not expect to see a reversal on this
front any time soon. However, other rates along the yield curve do have the potential to move higher. In fact, the further
out in maturity one goes, away from fed funds, other factors (growth or inflation expectations, Treasury supply, rates
abroad, etc.) come into play to determine the direction of yield levels.

U.S. 10-Year Treasury Yield

With that in mind, let’s take a look at the UST 10-Year yield’s behavior thus far in 2020. Obviously, the direction has been
a one-way street to the downside, but there have been three key points to reference that may help to determine what
could lie ahead if the yield begins a retracement to the upside.

The first data point was January 13, when the 10-Year yield was at 1.85%. COVID-19 news was just beginning to
filter into the market, which led to a more orderly decline down into the 1.50% vicinity.

This lasted until late February when the stock market finally buckled, ultimately pushing the 10-Year down to its
next drop-off point, and through the 1.00% threshold.
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Finally, the crescendo on March 9, when the 10-Year yield fell to its all-time low of 0.54% (0.31% in intra-day
trading), with the catalyst being the Saudi/Russia oil price war.

We all know the story from here. Unprecedented monetary policy responses from the Fed and the U.S. government’s
passage of a more than $2 trillion C.A.R.E.S. relief package. Unfortunately, ‘it will get worse before it gets better’ is now
the mantra for the economy. However, the unparalleled amount of support and potential stimulus, that has been
provided may, hopefully, be setting the stage for a solid rebound in activity later this year and in 2021.

But let’s not put the cart before the horse. Unfortunately, many challenges remain. In the meantime, there is a key factor
that needs to be considered for the rate outlook. The U.S. federal budget deficit was already on course to surpass the
trillion dollar mark this fiscal year. Where do you think it’s going now, and more importantly, how will funds be raised to
pay for this surge in government outlays? That’s right, a massive increase in upcoming Treasury issuance.

Sure, the Fed’s apparently unlimited buying of Treasuries can put a cap on rates…no argument there. But as we saw in
prior quantitative easing (QE) episodes, the UST 10-Year yield can still rise (the UST 10-Year has already moved back up
to nearly 1.20% as recently as March 18) and the rate differentials between the sovereign debt of the US and other
developed nations have narrowed considerably. Case in point: the spread between the US and Germany is the lowest
since 2014.

So, what are fixed income investors to do? Where appropriate for your situation, we recommend fixed income investors
reduce their long-duration holdings (hopefully ‘ringing the cash register’ in the process) and consider targeted duration
strategies to mitigate potential rate risk as we move forward. From a strategic asset allocation standpoint, in our
opinion, the barbell approach we have highlighted in the past has proven its time-tested worth. Investors should consider
toggling the weight more equally between the UST floating rate note and core yield enhanced allocations.

The WisdomTree Floating Rate Treasury Fund (USFR) , and the WisdomTree Yield Enhanced U.S. Aggregate Bond Fund (
AGGY) and can be used as the two barbell weights discussed here.

Unless otherwise stated, data source is Bloomberg, as of March 28, 2020.

Important Risks Re lated to th is Art ic le   

There are risks associated with investing, including the possible loss of principal. Fixed income investments are subject to
interest rate risk; their value will normally decline as interest rates rise. 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. Investing in
mortgage- and asset-backed securities involves interest rate, credit, valuation, extension and liquidity risks and the risk
that payments on the underlying assets are delayed, prepaid, subordinated or defaulted on. 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. The value of an
investment in the Funds may change quickly and without warning in response to issuer or counterparty defaults and
changes in the credit ratings of the Funds’ portfolio investments. Due to the investment strategy of these Funds, they may
make higher capital gain distributions than other ETFs. Please read each Fund’s prospectus for a discussion of risks.

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 Reserve  : The Federal Reserve System is the central banking system of the United States.

Fed funds target range  : the interest rate band the Federal Open Market Committee decides to implement for the
federal funds rate.

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.

Inflation  : Characterized by rising price levels.

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.

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

Monetary policy  : Actions of a central bank or other regulatory committee that determine the size and rate of growth of
the money supply, which in turn affects interest rates.

Quantitative Easing (QE)  : A government monetary policy occasionally used to increase the money supply by buying
government securities or other securities from the market. Quantitative easing increases the money supply by flooding
financial institutions with capital, in an effort to promote increased lending and liquidity.

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.

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.
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