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If bond investors have learned anything this year, it is that the “winds of change” can

blow in dramatically different directions regarding monetary policy. As the first

quarter was coming to a close, many wondered where a rate cut would more likely come

from, the U.S. or the eurozone. In other words, which central bank would blink first?

Against this backdrop, I thought it would be interesting to see how market sentiment has

shifted from where we were only four months ago.

 

Implied Probabilities for 2019 Rate Action

 

The table above highlights three main observation points. The first point on the

calendar was roughly the middle of December 2018, right before the Federal Reserve’s (Fe

d) last rate hike. You can see there was basically a “student body right” mentality at

the time that the Fed would raise rates in 2019 (92.7%), with zero chance of a rate cut.

For the European Central Bank (ECB), the chance of a 2019 rate hike was placed at 44.5%,

and little chance of a decrease (6.4%) was seen.

 

Let’s fast forward to the end of March. For the Fed, the implied probabilities did a

complete 180. On March 27, there was now zero chance of a rate hike, and a whopping

77.3% chance of a rate cut. While the numbers are not as dramatic for the ECB, the end

result was similar: 5.5% for an increase versus 28.6% for a decrease.

 

What about now, you ask? Ah, yes, it’s amazing what happens when the market receives

data it is not expecting—that is, better than expected. This was especially true here in

the U.S. While nothing has changed on the rate-hike front, the odds of a rate cut have

now been almost cut in half (40.6%) as of this writing, which leaves the Fed Funds targe

t range unchanged for the year. On the other side of the Atlantic, the chance of an

increase in rates basically has been removed, with the probability of a rate cut sliced

to only 11.3%.

 

It’s important to identify what type of monetary policy easing one should expect, if

that happens at all. The nine Fed rate hikes have certainly given the FOMC some cushion,

albeit modest, to lower rates if need be. However, don’t lose sight of the balance

sheet. The quantitative tightening that was put in place will be coming to an end. Also,

as I posted two weeks ago, Treasury yields have plummeted since November 8, easing finan

cial conditions.
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The ECB has less leeway. Rates are already zero or negative, so lowering rates would

appear less likely. It also announced plans to stop new purchases for its balance sheet,

so one would think this option is off the table for now, unless things take a dramatic

turn for the worse. Rather, forward guidance appears to be the “easing tool” that comes

to mind. For example, the ECB could replace its language of seeing rates “at their

present levels at least through the end of 2019”…with “at least through mid-2020”.

 

Conclusion

 

If I were to choose between the Fed and ECB, I’d say the latter blinks first, and uses

the forward guidance change. As for the Fed, consider these little tidbits. The March

FOMC minutes noted “some members” seeing a further modest increase later this year,

while N.Y. Fed President Williams recently stated that economic “worries have receded

somewhat.”

 

Unless otherwise stated, data source is Bloomberg, as of April 14.

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.

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

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.

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

United States.

Rate Hike   : refers to an increase in the policy rate set by a central bank. In the

U.S., this generally refers to the Federal Funds Target Rate.

Fed funds target range     : the interest rate band the Federal Open Market Committee

decides to implement for the federal funds rate.

Federal Open Market Committee (FOMC) : The branch of the Federal Reserve Board that

determines the direction of monetary policy.

Quantitative Tightening   : Quantitative easing is a process whereby a central bank

targets lowering longer-term interest rates by purchasing bonds and other securities to

stimulate the economy. Quantitative tightening is the reverse process whereby securities

are either sold or the proceeds of maturing securities are not reinvested with the goal

of tightening economic conditions to prevent the economy from overheating.

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

obligations of the U.S. government.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.
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