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The money and bond markets appear to be doubling down on their optimistic expectations

for Fed rate cuts this year despite the release of key economic data (jobs and CPI

reports) that would normally be viewed as somewhat challenging to this narrative. That

brings us back to a theme I’ve discussed quite a bit over the last few months: fixed

income investors will more than likely continue to face elevated volatility, especially

in the U.S. Treasury (UST) arena, without the income typically associated with it. 

During the first half of January, UST yields, such as for the 2- and 10-Year notes, have

witnessed increases of roughly 15–20 basis points (bps), only to come crashing back down

again. In fact, in the case of the UST 2-Year note, its yield on Friday dropped to its

lowest reading since May of last year. 

U.S. Treasury Yields

Since I last blogged about this topic about two months ago, there has been a noteworthy

development I wanted to bring readers up to date with: UST yields have fallen even

further. To provide some perspective, in mid to late November, the UST 2-Year yield was

just under 4.90%, or more than 70 bps above its current level, as of this writing. The

widely followed UST 5- and 10-Year yields have declined roughly 50–60 bps during this

same timeframe. In fact, the entire 3–10-Year sector of the Treasury yield curve last

week was at yield levels below the 4% threshold. As recently as late October, these

maturities were trading right around the 5% vicinity.  

The main catalyst for these downward movements is continued optimism the Fed will cut

rates aggressively this year. Implied probabilities for Fed Funds Futures are pricing in
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six to seven rate cuts for 2024, worth a total of at least 160 bps. This scenario would

put the Fed Funds target range between 3.50% and 3.75%. Arguably, one can make the case

that the UST market has already priced in a lot of good news, and as we’ve seen many

times in the past (2023 included), the track record for the implied probability measure

is not very good. In other words, there is definitely room for disappointment on this

front.

So, what is one way investors can position themselves in this rate setting?

Playing Defense (Income without the Volatility): WisdomTree Floating Rate Treasu

ry Fund (USFR)

USFR is tied to the UST 3-month t-bill auction yield, which is directly tied to the

actual Fed Funds Rate, not an expectation, such as what is being discounted by the

fixed coupon sector.

Why is that important? Because the Fed hasn’t cut rates. The 3-month t-bill yield is

essentially unchanged vs. the declines in the 2-, 5- and 10-Year yields I mentioned

earlier.

We believe Fed rate cuts are coming, but what if the market is wrong in its

aggressive pricing on this front? Volatility.

And don’t forget the yield curve is still inverted, hence UST floating rate notes

(FRNs) are the highest-yield Treasury security by a wide margin in many cases (see

above).

Even if the Fed cuts rates by 100 bps in 2024, UST FRN yields would more than likely

still be well above the current fixed coupon Treasury yields.

Conclusion

This is the first in a series of blog posts on The New Rate Regime…so stay tuned!

Important Risks Related to this Article

There are risks associated with investing, including the 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. 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.
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+ WisdomTree Floating Rate Treasury Fund

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

Bond market   : The bond market—often called the debt market, fixed-income market, or

credit market—is the collective name given to all trades and issues of debt securities.

Governments typically issue bonds in order to raise capital to pay down debts or fund

infrastructural improvements.

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

United States.

Rate Cut   : A decision by a central bank to reduce its main interest rate, usually to

influence rates charged by other financial institution.

Consumer Price Index (CPI)     : A measure that examines the weighted average of prices

of a basket of consumer goods and services, such as transportation, food and medical

care. The CPI is calculated by taking price changes for each item in the predetermined

basket of goods and averaging them; the goods are weighted according to their

importance. Changes in CPI are used to assess price changes associated with the cost of

living.

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

level.&nbsp.

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.

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

two years.

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

of ten years.

Basis point : 1/100th of 1 percent.

Treasury yield   : The return on investment, expressed as a percentage, on the debt

obligations of the U.S. government.

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

five years.

Fed fund futures : A financial instrument that let's market participants determine the

future value of the Federal Funds Rate.

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).

Curve  : Refers to the yield curve. Positioning on the yield curve is important to

investors, especially during non-parallel shifts.

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.

Coupon  : The annual interest rate stated on a bond when it’s issued. The coupon is

typically paid semiannually. This is also referred to as the “coupon rate” or “coupon

percent rate.&rdquo.
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