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Here we are in March and the money and bond markets are geared up for the first Federal 

Funds Rate increase since December 2018. Certainly, Powell & Co. are facing an unusual

backdrop to begin this rate hike cycle. Obviously, the latest headlines surrounding

Russia’s invasion of Ukraine come to mind as well as the fact we are emerging from a

historical global pandemic. In addition, the Fed is confronted with the highest

inflation setting in 40 years. This blog post, however, is going to focus on the shape

of the yield curve as we approach liftoff, and raises the question of how the Fed will

approach this tightening cycle as a result.

With respect to the yield curve, my focus is on the spread between the U.S. Treasury (US

T) 2-Year yield versus the 10-Year yield. The graph below highlights the shape of the

aforementioned Treasury yield curve as compared to the level of the effective Federal

Funds Rate going back to 1990. As a result, investors get a nice glimpse of what the

shape of the yield curve looked like at the time the Fed was beginning to raise the Fed 

Funds Rate.

Upon closer inspection, it becomes increasingly apparent the yield curve is rarely this

flat heading into a prolonged rate hike cycle. In fact, other than the 1999 tightening

episode, the yield curve has never been this narrow over the last 30 years or so of

tightening. Let’s look at what the UST 2s/10s spread has been at the start of rate hikes

over this time span:

1994–1995 rate hike cycle: +150 basis points (bps)

1999–2000 rate hike cycle: +29 bps

2004–2006 rate hike cycle: +197 bps

2015–2018 rate hike cycle: +126 bps

March 2022: +39 bps
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With the yield curve being as narrow as it is currently, the question revolves around

how fast it could actually become inverted. This is an outcome the Fed would probably

like to avoid, especially this early in the game. An inverted curve toward the end of a

rate hike cycle is not unusual, but a negative UST 2s/10s spread at the beginning of the

process is not ideal, to say the least. If the policy makers were to implement 100 bps

worth of rate increases through their July 2022 FOMC meeting, it is reasonable to assume

the curve could very well invert.

Can the Fed do anything to combat this result? As we’ve discussed before, this is where

their balance sheet could come into play. If the Fed begins to let their Treasury and

MBS holdings roll off early in the rate hike process, it could, in theory, help put

upward pressure on maturities such as the 10-Year and could serve to somewhat offset the

increase in short-term yields. This point was underscored just recently by voting member

St. Louis Fed President Bullard on the Behind the Markets podcast.

Conclusion

As investors continue to digest the headlines surrounding liftoff and what the Fed’s

policy path may look like in 2022, and next year for that matter, there is no doubt the

investment backdrop is clearly different than what we’ve seen in the past.

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.
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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 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.

2-Year Treasury : a debt obligation of the U.S. government with an original maturity of

two years.

Yield curve   : Graphical Depiction of interest rates on government bonds, with the

current yield on the vertical axis and the years to maturity on the horizontal axis.

Federal Funds (Fed Funds) : Excess reserves that commercial banks and other financial

institutions deposit at regional Federal Reserve banks

Spread : Typically refers to a difference between a measure of yield for one asset class

and a measure of yield for either a different subset of that asset class or a different

asset class entirely.

Basis point : 1/100th of 1 percent.

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

determines the direction of monetary policy.

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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