
WISDOMTREE BLOG

U.S. Treasuries: What If…?
Published May 25, 2016

Kevin Flanagan

Head of Investment and Fixed Income Strategy

And so it begins…the conjecture surrounding Federal Reserve (Fed) policy. The money and bond markets 

are still discounting only one full rate hike in 2016, but recent price action and commentary have, at a 

minimum, brought back the idea that perhaps a move at the June FOMC meeting is not out of the realm 

of possibility. The mere fact that a potential June rate hike is even up for discussion is a rather interesting 

development, considering where sentiment stood in the U.S. Treasury (UST) market only a few short weeks 

ago. So, what changed? In terms of the Fed’s dual mandate, inflation has moved a bit more in the direction 

the policy makers would prefer. Wages, as measured by average hourly earnings, have risen to the high 

end of the band that has existed for the last few years and returned to levels not seen on a consistent 

basis since 2009. With respect to the FOMC’s key focus on global economic and financial developments, 

gross domestic product (GDP) figures for the eurozone and Japan revealed a good start for Q1 (although 

recent data from China has been on the disappointing side), while crude oil prices have maintained their 

recent upward trajectory. That brings us back to our title: “What If” the Fed were to raise rates in June? As 

mentioned in our May 4 blog post, “Don’t Let the Door Hit You”, we believe the Fed would telegraph such a 

move and not just spring a rate hike on the markets at the FOMC meeting. However, getting from point A 

(current UST yields) to point B (UST yields post-rate hike) could result in a visibly different setting than the 

present one. In fact, the recent price action mentioned earlier may offer some clues as to what to expect. 

Indeed, just within the last couple of weeks, the UST yield curve has experienced some shifts. Typically, 

during a Fed rate hike cycle, the shape of the yield curve will flatten, as shorter-dated yields move up more 

than their longer-dated counterparts. Within the last two weeks, this is exactly what has transpired, as the 

spread between the 2-Year and 10-Year UST yield has narrowed by about 10 basis points (bps). As of this 

writing, this differential has once again fallen below the +100 bps threshold (a situation that also occurred 

a handful of times in February and March of this year), the lowest readings since 2007. U.S. Treasury 

Yield Curve
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For definitions of terms in the chart, visit our glossary. The graph above may provide some clues as 

well. Clearly, UST yields have moved collectively lower from their most recent high points, which not 

coincidentally occurred after the Fed’s first rate hike in December. The graph also underscores the point 

that recent UST yields had not discounted additional Fed action and would be vulnerable to the notion 

of pushback from policy makers about a potential rate increase. The April FOMC minutes highlighted this 

fact, as “most participants” continued to leave the door open for a June rate hike if conditions warranted 

such a move, and as a result, UST yields rose in a knee-jerk fashion. While UST yields would more than 

likely mirror any rate hike , they don’t necessarily have to return to their late December readings. In fact, 

potential increases could be limited, depending upon how other markets respond—especially equities and 

energy. Conclusion In such a “What If” scenario, fixed income investors will likely be looking to mitigate 

the potential effect of interest rate risk from Fed policy decisions on their portfolios. The WisdomTree 

Bloomberg Floating Rate Treasury Fund (USFR) could represent an investment solution in such a setting. 

Given the floating structure, investors may be better able to insulate their bond portfolio as compared to 

a more traditional fixed income investment, and potentially receive greater compensation as well in the 

event the Fed were to maintain a course of additional rate hikes in the future.
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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.
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