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Here we are, ready to begin a new calendar year. Economic and rate forecasts filled the

just finished holiday season, but the question now becomes: Will these prognostications

actually prove accurate? Remember, it is a long way to December 31, and as we have seen

in the last few years, a lot can happen between the opening days of January and New

Year’s Eve.

There seems to be very little doubt that the lion’s share of market participants are

beginning 2017 under the assumption that economic growth will improve, inflation

expectations will increase and, of course, interest rates will be on the rise. We’re not

about to debate any of these assumptions, but the journey on the rate front that we

begin on New Year’s Day does not often go according to script . The last three years

offer a clear illustration of this phenomenon, and we “won’t get fooled again” if recent

history tries to repeat itself.

What exactly is this phenomenon we are referring to? At year-end 2013 through 2015, the

U.S. Treasury (UST) 10-Year Yield finished with an upward bias, only to reverse course

and visibly decline the following January and February. To provide some perspective: on

average, the 10-Year Yield declined by nearly 60 basis points (bps) between the end of

December and the first half of February in each of these instances.

U.S. Treasury 10-Year Yield

Given its similarities in terms of Federal Reserve (Fed) policy to today, let’s look at

last year’s experience. In both cases, the Fed lifted its target range for Fed Funds by

a ¼ point and forecast additional increases for the following calendar year.

Accordingly, the UST market recalibrated its thought process to allow for this

development, pushing the 10-Year Yield higher. However, sentiment shifted rather quickly

once the calendar turned and the money and bond markets doubted the Fed would tighten
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quite that aggressively as new headlines hit the news. Indeed, concern began to grow

about China’s economy, oil prices plunged, eurozone bank issues surfaced, and here at

home, growth was once again underperforming rather noticeably. As a result, the

expectation of four rate hikes in 2016 was reduced to one single increase. For 2017, the

Fed’s median forecast is for three rate hikes, but the futures market is already

discounting that number down to only two, as of this writing. For the record, my base

case is for two Fed rate increases as well.  

Conclusion

In the post-election fixed income environment, investors appear to be fixated on the

prospect of fiscal stimulus and how that will lead to the Fed raising rates and, in

turn, UST yields heading higher as well. This “student body right” mindset does not seem

to allow for any negative news that might emerge to cause history to repeat itself in

the New Year. Some food for thought on that note: Incoming data is suggesting a slower

pace of growth for Q4 real GDP, and core goods inflation in the November Personal

Consumption Report had the fourth-largest decline since 1959. Even if history were to

repeat itself in 2017, if some form of fiscal stimulus and regulatory relief is

delivered later this year, Treasury yields would most likely reverse course. While we

will have a new leader in the White House, from a Fed perspective, it’s a case of: “meet

the new boss, same as the old boss.”

Unless otherwise noted, source is Bloomberg, as of 12/22/2016.

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.

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

Inflation : Characterized by rising price levels.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

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.

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.

10-year government bond yield : Yields on the 10 year government debt security.

Basis point : 1/100th of 1 percent.

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

United States.

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.

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).

Futures/Futures Contract : Reflects the expected future value of a commodity, currency

or Treasury security.

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

across an economy.
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