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Much like our clocks this past weekend, the Federal Reserve (Fed) decided to “spring

forward” with its monetary policy decisions. In what had become only recently a highly

telegraphed move, the voting members implemented another 25 basis points (bps) increase

in the target range for the Federal Funds Rate at their March policy convocation.

However, prior to this action, the markets had been operating under the assumption that

the first rate hike for 2017 would happen in June, not three months earlier. So, the

natural questions are: what was the reasoning behind this latest rate hike, and where

does that leave potential policy decisions going forward?

 

As recently as Chair Janet Yellen’s Semiannual Monetary Policy report to Congress in

mid-February, the Fed did not seem to be expressing any urgency or guidance that a rate

increase could be imminent at its March meeting. It was only over the last two weeks

that a change in the policymakers’ tenor became apparent. From an economic perspective,

what apparently tilted the vote in favor of another tightening move was the fact that

data had become available suggesting the Fed was very close to achieving its dual

mandate: maximum employment and price stability. More than likely, the inflation part of

this mandate helped to tilt the scales, as the latest reading for the Fed’s preferred

gauge, the personal consumption expenditures price index, had risen to +1.9%, or just

shy of the Fed’s 2% stated threshold. In addition, financial conditions, another

apparent “Fed fan favorite,” and global economic activity moved in a direction the

policymakers felt more comfortable with.

 

Thus, to prepare the markets for a move at its March meeting, the Fed needed to provide

guidance, specifically from what we like to refer to as “the Big 3”: Yellen, Vice Chair

Stanley Fischer and N.Y. Fed President William C. Dudley. The latter got the ball

rolling on February 28 in an unscheduled interview in which he said that the case for a

rate hike had become “a lot more compelling” and that it should happen “fairly soon.”

Fischer followed suit a few days later, and Yellen seemed to put her final stamp on the

matter at her March 3 speech in Chicago.

 

Given the financial markets somewhat placid response to these appearances, the Fed used

this green light and, no doubt, continued on its quest to move the Federal Funds target

range as far away from zero as it possibly can. In our opinion, the Fed wishes to have

as much cushion as possible to use traditional easing methods in the future and

potentially lower interest rates when the next economic landscape calls for such a move.

 

In addition, the Fed also appears to have a different mindset compared to last year. In

other words, the “economic data bar” has been lowered so that upcoming reports do not

necessarily need to justify a rate hike, but they just don’t need to be weak enough to

prevent such a move. The policymakers also seem to have a different eurozone election

outlook as well, as last year’s Brexit vote affected their decision-making process, but

apparently this year, the upcoming Dutch and French elections did not prevent a March

rate hike. It is also interesting to note that while inflation and employment data may
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have argued for a rate hike, there is a disconnect with other economic data, namely GDP.

To be sure, fourth-quarter growth was pegged at a subpar rate of +1.9% while forecasts

for first-quarter real GDP seem to be lining up for a potential reading of +1%, if not

lower.

 

Conclusion

 

With the rate hike timetable being moved up by three months, at least from the markets’

perspective, one has to wonder: is the Fed is going to be more aggressive going forward,

and will the policymakers’ prior forecast for three rate hikes in 2017 turn into four

actual increases? Also, could the timetable to begin addressing the Fed’s balance sheet

get pushed up as well? Certainly, these are all good questions, but we have a lot of

uncertainties (U.S. fiscal policy, eurozone elections, etc.) and future economic data to

contend with first. However, what seems to be clear is that the Fed wishes to continue

on its path of removing accommodation; against this backdrop, investors should consider

solutions for a rising rate environment.

 

The WisdomTree Interest Rate Hedged High Yield Bond Fund (HYZD) and the WisdomTree Bloom

berg Floating Rate Treasury Fund (USFR) are two vehicles investors can utilize to help

achieve this goal. 

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally

decline as interest rates rise. In addition, when interest rates fall, income may

decline. 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.

 

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.

 

There are risks associated with investing, including possible loss of principal. High-

yield or “junk” bonds have lower credit ratings and involve a greater risk to principal.

Fixed income investments are subject to interest rate risk; their value will normally

decline as interest rates rise. The Fund seeks to mitigate interest rate risk by taking

short positions in U.S. Treasuries, but there is no guarantee this will be achieved.

Derivative investments can be volatile and these investments may be less liquid than

other securities, and more sensitive to the effects of varied economic conditions.

 

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. The Fund may engage in “short sale” transactions where losses may be

exaggerated, potentially losing more money than the actual cost of the investment and

the third party to the short sale may fail to honor its contract terms, causing a loss
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to the Fund. While the Fund attempts to limit credit and counterparty exposure, 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 certain Fund’s they 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 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.

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.

Basis point : 1/100th of 1 percent.

Federal Funds Rate    : The rate that banks that are members of the Federal Reserve

system charge on overnight loans to one another. The Federal Open Market Committee sets

this rate. Also referred to as the “policy rate” of the U.S. Federal Reserve.

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 tightening : Refers to the Federal Reserve enacting monetary policies that have the

overall impact of reducing the availability of credit, which is widely thought to have

the potential to slow economic growth.

Inflation : Characterized by rising price levels.

Personal Consumption Expenditure (PCE) Price Index       : measure of price changes in

consumer goods and services in the U.S. economy.

Brexit  : an abbreviation of “British exit” that mirrors the term Grexit. It refers to

the possibility that Britain will withdraw from the European Unio.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

Fiscal Policy   : Government spending policies that influence macroeconomic conditions.

These policies affect tax rates, interest rates and government spending, in an effort to

control the economy.

Eurozone (EZ)   : Consists of the following 18 countries that have adopted the euro as

their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,

Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia

and Spain (source: European Central Bank, 2014).

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)


	FED WATCH: SPRING FORWARD

