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IT’S OCTOBER 2014 ALL OVER AGAIN
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In a previous blog post, we expressed the view that a tug-of-war was under way between
the market and the Federal Reserve (Fed) surrounding the timing of the first rate hike.
After a series of stops and starts, comments from a variety of Fed speakers and a slight
pickup in some U.S. economic data, the Fed took the opportunity to deliver a dovish

surprise at its March 18 policy meeting.l In advance of Fed 1iftoff, we thought it would
be interesting to examine how the market’s expectations have evolved over time. In our
view, the current positioning in the Fed Funds futures market does not seem consistent
with other market indicators about a potential shift in Fed policy. Additionally,
current market positioning may be vulnerable to upward surprises 1in the economic
outlook, similar to moves we saw Tlast October. Setting the Stage Below, the graph to
the Teft shows the evolution of Fed Funds futures prices on days of Federal Open Market
Committee announcements that include updates to staff economic projections. Over these
Tast three meetings, the market has gradually reduced the pace of interest rate hikes
and delayed the date of the Fed’s first change in policy. At the most recent meeting,
the staff projections showed meaningful downward revisions to the outlook. In the eyes
of the market, the switch from time dependent to data dependent meant that rate hikes
would Tikely occur later and at a slower pace. However, the graph to the right shows a
much different view of the market’s evolution. While it appears as though the Fed has
gradually moved in the direction of the “lower for Tonger” camp, changes in market
perceptions are much more volatile than the smooth downward adjustment that these three

dates would suggest. Evolution of Market Expectations Implied Fed Funds Rate
Using Fed Funds Futures
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Source: Bloomberg, as of 2/28/15, Implied interest rates based on Fed Funds futures prices. Past performance is not

indicative of future results.

However, what is most
interesting about the market’s recent reaction is that we have seen this exact market
forecast before. on oOctober 16, 2014, the shape of the Fed Funds futures curve was

nearly identical to the market’s current outlook.? In fact, as we show below, the results
are within 2 basis points (bp) of one another all the way out through July 2016 (at
which point the current market projections become even more bearish) . Implied Fed
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10/16/2014 | 3/18/2015 Difference

Mar-15 0.100 0.118 0.018
Apr-15 0.115 0.130 0.015
May-15 0.130 0.130 -
Jun-15 0.150 0.150 -
Jul-15 0.200 0.180 (0.020)
Aug-15 0.225 0.215 {0.010)
Sep-15 0.265 0.260 {0.005)
Oct-15 0.325 0.330 0.005
Nov-15 0.375 0.385 0.010
Dec-15 0.425 0.430 0.005
Jan-16 0.505 0.500 {0.005)
Feb-16 0.550 0.560 0.010
Mar-16 0.605 0.610 0.005
Apr-16 0.675 0.675 -
May-16 0.755 0.750 {0.005)
Jun-16 0.810 0.805 {0.005)
Jul-16 0.885 0.870 {0.015)
Aug-16 0.975 0.945 {0.030)
Sep-16 1.050 1.000 {0.050)
Oct-16 1.125 1.065 {0.060)
Nov-16 1.200 1.130 (0.070)
Dec-16 1.275 1.180 (0.095)

Source: Bloomberg, as of 3/18/15.

Funds Rate (%) while it would be easy to
write this off as coincidence, it’s remarkable that other assets, notably U.S. stocks
and bonds, have shown a dramatic divergence from this view. with many markets taking
cues from the Fed, market prices appear inconsistent with the market moves over the last
couple of weeks. Since october 16, the S& 500 Index is up nearly 14%. U.S. U.S. 2- Year
Treasury note yields have risen from 34 bp to 61 bp, and 10-Year rates have fallen from
2.16% to 1.93%. Interestingly, the five-year breakeven inflation rate is virtually the

same for both periods (1.48% versus 1.52%).1 while the dovish tilt in the market may
ultimately prove correct, if we do regain economic momentum in key data releases in the
coming weeks, the market is Tikely to react violently to such an upward change in
expectations. This view 1is based on the fact that as we approach Fed tightening, the
window for the market to react to such a change in policy becomes more constrained. If
the Fed is going to hike rates two times before the end of the year, the futures market
will need to adjust higher over a comparatively short amount of time. In our view, while
recent data may have softened compared to expectations, we believe that the economy at
Tlarge has shown some meaningful signs of improvement over the last five months. However,
the market is still predicting the same bearish forecast as before. As a result,
investors should recall the market reaction to stronger-than-anticipated weekly jobless

claims on October 16, 2014.% Markets rallied dramatically as an upward surprise boosted
Fed rate hike expectations. We believe that the market is underestimating the Tikelihood
of a change in Fed policy in T1light of a potential uptick in economic momentum. As a
result, 1investors should continue to reduce 1interest rate risk 1in advance of any

potential change in market sentiment or economic indicators. Isource: Federal
Reserve, 3/18/15. 2As of 3/19/15. 3source: Bloomberg. “Source: Bloomberg.

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally
decline as 1interest rates rise. In addition, when dinterest rates fall, dincome may
decline. Fixed 1income 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
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of that bond to decline.

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 Outlook

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 its 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

Federal Reserve : The Federal Reserve System 1is 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.

Dovish : Description used when stimulation of economic growth is the primary concern in

setting monetary policy decisions.

Fed fund futures : A financial instrument that let's market participants determine the
future value of the Federal Funds Rate.

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

determines the direction of monetary policy.

Implied Fed Funds Rate : refers to the Federal Funds Target Rate implied by the daily
trading values of the Fed Funds Futures.

WisdomTree Dynamic Bearish U.S. Equity Index : A rules-based Tong/short index that
includes Tong equity positions or 7long U.S. Treasury positions and short equity
positions. The Long Equity Index consists of approximately 100 U.S. Targe- and mid-
capitalization stocks that meet 1Index eligibility requirements and have the best
combined score based on fundamental growth and value signals. Stocks are weighted in the
Long Equity Index according to their volatility characteristics. The Short Equity Index
consists of short positions in the Targest 500 U.S. companies, weighted by market
capitalization, designed to act as a market risk hedge. The Index provides a dynamic
allocation of exposure to the Long Equity Index ranging from 100% to 0% while employing
a variable monthly hedge ratio ranging from 75% to 100% exposure to the Short Equity
Index based on a quantitative rules-based market indicator that scores growth and value
market signals. During times when the market indicator shows unattractive readings on
valuation and growth characteristics, the Index can move to 100% exposure to the Long
Treasury Index (and accordingly no exposure to the Long Equity Index).

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the
Standard and Poor’s Index Committee designed to represent the performance of the leading
industries in the United States economy.

a debt instrument issued by the U.S. government whose

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that 1is typically expressed annually as a percentage of the market or
face value.

Break-even inflation rate : For a given bond maturity, for example five years, the
interest rate on the five-year nominal bond minus the interest rate on the five-year
inflation adjusted bond; meant to approximate expected inflation over that time frame,
in this case five years.

Tighten : a decline in the amount of compensation bond holders require to lend to risky

borrowers. When spreads tighten, the market is implying that borrowers pose less risk to
Tlenders.
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