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Q2 INVESTOR LETTER: THE MARKET
VS THE FED

Jeremy Schwartz — Global Chief Investment officer,Jim Bianco - President and Macro
Strategist, Bianco Research, L.L.C

07/22/2024

with rates rising to levels not seen since the early 2000s, we have Tleft behind the
zero-interest rate environment that has dominated the past 15 years. wWe are now at the
precipice of either a return to normality in the bond market with substantive yields and
diversification versus equities restored or marking year four in a new bond bear market.
Either way, bond managers face challenges uniquely different from those that preceded
the Tlast 15 years. This calls for new strategies that reimagine the implementation of
fixed income portfolios.

In order to address these challenges, WisdomTree has collaborated with Bianco Research
Advisors to take a different approach to core fixed income. Unencumbered by the biases
of traditional wall Street research, Bianco Research and 1its President and Market
Strategist Jim Bianco have built a decades-Tong reputation for objective, 1incisive
commentary that challenges consensus thinking on subjects as wide-ranging as monetary
policy, the intersection of markets and politics, the role of government in the economy,
fund flows and positioning in financial markets. This blog provides a mid-year market
quarterly commentary from Jim Bianco.

As the year’s first half drew to a close, the Bianco Research Fixed-Income Total Return
Index (Bloomberg Index Symbol: BTRINDX) finished 98 basis points (bps) better than the B
loomberg U.S. Aggregate Index.

Figure 1: Bianco Research Fixed-Income Total Return Index Performance vs. the
Bloomberg U.S. Aggregate Bond Index (Year-to-Date 2024 through June 30, 2024)
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The Index Has Outperformed the Broad Bond Market Year-To-Date
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Sources: Bloomberg, Bianco Research. Past performance is not indicative of future results.
You cannot invest directly in an index.

The exchange-traded fund (ETF) that tracks the performance of the Bianco Research Fixed
Income Total Return Index, before fees and expenses, is the WisdomTree Bianco Total Retu
rn_Fund (WTBN).

Figure la shows the standardized performance information of WTBN, as of June 30, 2024.

Figure la: Standardized Performance Information, as of June 30, 2024.

Fund Ticker Year-to- | Since Fund

Date Inception

WTBN NAV Returns WTBN 0.57% 0.54% Dec 20,2023 -0.53% 0.53% -0.03%

WTBN Market Price Returns WTBN 0.57% 0.54% Dec20,2023  -061% 061% 0.01%

Bianco Research Fixed ” 3 1 o i g :
N/A N/A M/A /A 0.42% 0.42% 0.10%

ncome Total Return Index

Bloomberg U.5. Aggregate y 3 ; ; ] o
N/A N/A N/A NfA 0.78% 0.78% -0.08%

Bond Index

Source: WisdomTree. NAV denotes total return performance at net asset value. Market Price denotes

market price performance. Past performance is
not indicative of future results. Investment return and principal value of an investment

will fluctuate so that an investor’s shares, when
redeemed, may be worth more or less than their original cost. Current performance may be

lower or higher than the performance data
quoted. For the most recent month-end and standardized performance and to download the
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respective Fund prospectuses, click here.

The expense ratio includes 0.07% of acquired fund fees and expenses (AFFES) per annum.
AFFEs are fees and expenses incurred indirectly by the Fund through its investments in
certain underlying investment companies. AFFEs reflect an estimated amount for the
current fiscal year and are subject to change annually. The Fund’s net expense ratio of
0.54% (the amount charged to shareholders) reflects a contractual waiver of 0.03%
through December 31, 2024.

WTBN 1is 1in the Morningstar Intermediate Core-Plus Bond category. Year-to-date, its
performance ranks in the second quartile and it was a first-quartile performer in Q2.

Figure 2 gives a closer 1ook at the Morningstar category performance and ranking.
Figure 2: WTBN within its Morningstar Category, as of June 30, 2024

Total Return % s

Available
Total Return % (Price) 1.04 0.57 -0.08 0.69
Total Return % (NAV) 0.96 0.56 0.02 0.66
Category (NAV) 0.59 0.31 0.11 NfA
Index (NAV) 0.97 0.21 -0.44 NfA
Percentile Rank 59 17 50 NfA
# of Investments in Category 648 645 642 NfA

Source: Morningstar. All data based on NAV except where noted. Category: Intermediate Core-Plus

Bond.
Index: Morningstar US Core Plus Bond Total Return USD. Data as of 6/30/24. Morningstar, Inc., 2019.
A1l rights

reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content
providers; (2)

may not be copied or distributed; and (3) is not warranted to be accurate, complete or timely.
Neither

Morningstar nor its content providers are responsible for any damages or Tosses arising from any use
of this

information. Past performance, rankings and ratings are no guarantee of future results. Regarding
ranking of

funds, 1 = Best.

The primary factors driving our outperformance during the first half of 2024 were the
relative duration underweight versus our benchmark index, the Bloomberg U.S. Aggregate
Index, through the end of April, an out-of-index position of as much as 20% in short-
duration Treasury Inflation-Protected Securities (TIPS) and a relative underweight in

mortgage-backed securities (MBS) through May.l

Currently, however, all our positions are neutral, with a 5% out-of-index position in
the U.S. dollar. More details about our positioning can be found on our Index Update pag
e.

Figure 3: Current Positioning Relative to Benchmark

-

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF’


https://wisdomtree.com/~/link.aspx?_id=E0C7A6932F084D3399F6512D95630B7E&_z=z
https://wisdomtree.com/#_ftn1
https://www.biancoadvisors.com/index-performance/

wWisdomTree BLOG ARTICLE

RELATIVE POSITIONING

® u =

DURATION YIELD CURVE CORPORATE CREDIT

Meutral Duration Meutral Underweight

¢ O

SECURITIZED CONVICTION

MNeutral MBS 5% USD Bullish

Source: Bianco Research, as of 6/30/24. Positioning is relative to the Bloomberg U.S. Aggregate
Index, i.e.,

neutral duration would mean duration substantially similar to that of the benchmark. Underweight
corporate credit would mean underweight positioning relative to the benchmark. other categories can
be

interpreted analogously. Holdings subject to change.

So, why are we currently holding positions that look so similar to the benchmark?

what Is Neutral??
Chicago Federal Reserve President Austan Goolsbee spoke recently in Sintra, Portugal
(our emphasis)3:
wWe got to this rate when inflation was over 4%, and inflation is now down close to
2.5%, so if you sit with the rate somewhere while inflation goes down you’re

tightening. The reason that you would want to tighten is if you think that you’re
not on a path to 2%.

Goolsbee will vote on the Fed’s July policy decision as an alternate member of the
Federal Open Market Committee.

The chief economist of Moody’s Analytics, Mark zandi, had similar thoughts.

Mark Zandi & X

@Markzandi - Follow

It's time for the Federal Reserve to cut interest rates. That's
the

message in today's jobs report for June. Unemployment
while still low is steadily notching higher. Job and wage
growth while still strong are steadily moderating. The Fed
has met its full employment mandate.... Show more

212 PM - Jul 5, 2024 ®

W 666 & Reply 1, Share

Read 130 replies

These thoughts assume some degree of certainty in regard to where the neutral interest
rate is. This is the interest rate that neither stimulates nor restricts the economy. Do
we know where this rate is? The Fed thinks it does.
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Every quarter, the Fed publishes 1its Summary of Economic Projections (SEP). Figure 4
shows the forecasts for the Fed Funds Rate as of the June 12 SEP. Each blue dot
represents one of the 19 FOMC member’s forecasts. The orange Tines show the median
Tevels.

Figure 4: June 12, 2024, Summary of Economic Projections
6/12/2024 Summary of Economic Projections
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Sources: The Federal Reserve, Bianco Research. Subject to change.

The 2024 and 2025 medians receive most of the financial media attention. They show Fed
officials expect a 25-bps rate cut in 2024 and four more 25-bps cuts in 2025.

However, we would argue the long-term dots and their median are now the most important
part of this forecast. This is the Fed’s estimate of the neutral rate.

Figure 5 shows the FOMC’s Tong-term projections back to 2019.
Figure 5: The Fed’s Long-Term Rate Projection, as of the Specified Dates
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sources: The Federal Reserve, Bianco Research.

The median (orange Tine above) Tong-term rate was 2.5% for years. So, it was
understandable that this rate never received attention. It was always the same. But now
it is slowly starting to move higher.

The market also has a view about the neutral rate. The next chart, figure 6, starts on
March 16, 2022, when the Fed started hiking rates during the most recent cycle.

e The blue Tine is derived from the Fed Funds Futures contracts between one and four
years out and plots the Tlowest implied yield (even if they switch from contract to
contract).

e The green 1line is a deconstruction of the forward swaps curve showing the five-year
yield expected in five years for U.S. Treasuries.

e The orange Tine 1is the median of the Fed’s Tlong-run dots, the same as the orange
Tines above.

Figure 6: what Is the Neutral Rate?
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Sources: Bloomberg, the Chicago Mercantile Exchange, Bianco Research, for the period 3/16/22-5/7/24.
Past performance
is not indicative of future results.

currently, the two market metrics of the neutral 1interest rate (blue and green) are
relatively close at roughly 3.70%. Just two months ago, these metrics were near 4.25%.
This is well above the Fed’s estimate of neutral at 2.75% (orange).

why does this matter? Figure 7 shows how many 25-bps cuts it will take to return to
neutral.

e The red 1line 1is the number of cuts needed according to the Fed’s estimate of
neutral. It subtracts the current target funds rate (gray line, top panel) from the
Fed’s estimate of neutral (orange)

e The green 1line is the number of cuts needed according to the market’s estimate of
the neutral. It subtracts the current target funds rate (gray 1ine, top panel) from
the market’s estimate of neutral (blue).

Figure 7: How Many Cuts to Neutral?
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Sources: Bloomberg, The Chicago Mercantile Exchange, Bianco Research, for the period 7/26/23-7/5/24.
Start date is meant

to reference 7/26/23, the 1last rate hike 1in the current cycle. Past performance 1is not
indicative of future results.

As the bottom panel above shows, the Fed’s neutral estimate of 2.75% means it has to cut
rates 10.5 times 1in 25-bps increments to return to neutral (red Tine). However, the
market estimates that the Fed only needs 6.6 cuts to reach neutral (green Tine).

Lots of work to Do

why has the Fed been so insistent on rate cuts this year? With neutral near 2.75%, they
believe they have a lot of cutting to do once they start. This is why people Tike Austan
Goolsbee and Mark zandi want to get started sooner rather than later.

The market, however, is not so sure, which is why their estimate of neutral (bTue and
green two charts above) 1is much higher, at 3.70%, and recently over 4%. This reflects
different market assumptions between the Fed and the market. The biggest difference is
what the “real” interest rate is neutral. Real interest rate are the “nominal” interest
rate after subtracting the inflation rate.

Figure 8 shows the real Fed Funds Rate, or the nominal Fed Funds Rate, subtracting core
Personal Consumption Expenditures (PCE), the Fed’s preferred measure of inflation.

The Tatest Tevel is 2.93%. Is this a high Tevel restricting the economy?

The Fed thinks 2.93% 1is too high. This is because the Fed 1is anchored to the post-
financial crisis (2009) period, or the red part of the chart below. During this period,
real rates averaged negative 1.08%. So, the current Tevel of positive 2.93% must seem
Tike a punishing Tevel of interest rates to them. Hence, there are constant calls to
start cutting the funds rate sooner rather than Tater.

However, we believe the market 1is now Tlooking at the post-financial crisis as an
aberration, and the pre-financial crisis period, the blue part of the Tine to the Teft
below, is closer to neutral. During this period, the real funds rate averaged a positive
2.55%, not far from the current Tevel of positive 2.93%. Hence, the market 1is far more
sanguine about how restrictive the current real rates are for the economy. The stock
market continuing to power to new heights supports this idea.
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Figure 8: The Real Fed Funds Rate

Sources: Bloomberg, Bianco Research, for the period 8/12/1982-7/7/2024, with data starting
8/12/1982, which was the

start of the bull market in bonds, a period characterized by something 1ike 40 years, approximately,
of falling interest

rates, generally, and rising bond prices, generally. Past performance 1is not indicative of
future results.

conclusion

The Fed thinks it is highly restrictive now, while the market thinks it is far Tless
restrictive. As Tlong as this divergence remains, holding rates steady satisfies the
market more than the Fed, as the market thinks it is closer to neutral.

However, should the Fed interpret the economic and inflation data as weak enough to cut,
the risk is a toxic reaction to an impending policy mistake of cutting too early and by
too much.

This puts the bond market at an inflection point as we wait to see whether the Fed is
ready to initiate a rate cut. To use a metaphor, it’s Tike the top of a roller coaster
when everything stops. We believe we are at that point now. But the coaster can go on
one of several tracks for the rest of the ride. So, we are broadly holding positive and
relatively neutral, seeking clarity on the coaster’s tracks that will start the next
thrill ride.

we suspect we’ll have that clarity before the end of the summer.

1 This blog was partially written by Jim Bianco on his website.
2

Neutral here references a neutral positioning of the Tevel of dinterest rates,
specifically the Federal oOpen Market Committee’s (FOMCs) policy 1interest rate, the
Federal Funds Rate. The concept is that it is a rate that 1is not impinging on economic
growth, but it is also not too Tow and encouraging inflation. It could be synonymous
with Goldilocks or “just right” and does not reference back to positioning against the
benchmark.
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3 source: https://www.bloomberg.com/news/articles/2024-07-02/fed-s-goolsbee-says-policyma
kers-should-prepare-for-rate-cuts

Important Risks Related to this Article
Diversification does not guarantee a profit or protect against a Toss.

There are risks associated with investing, 1including the possible Toss of principal.
Fixed income investments are subject to interest rate risk; their value will normally
decline as 1interest rates rise. 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 dissuer’s ability to make such
payments will cause the price of that bond to decline. 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. The Fund 1invests 1in the
securities included in, or representative of, its Index regardless of their investment
merit, and the Fund does not attempt to outperform its Index or take defensive positions
in declining markets. Please read the Fund’s prospectus for specific details regarding
the Fund’s risk profile.

For the top 10 holdings of WTBN please visit the Fund's fund detail page at https://www.
wisdomtree.com/investments/etfs/fixed-income/wthn

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 its
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 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 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

Bianco Research Fixed-Income Total Return Index : The Bianco Research Fixed Income

Total Return Index seeks to outperform a comparable baseline neutral portfolio of fixed
income securities.

Bloomberg U.s. Aggregate Bond Index : Represents the investment-grade, U.S. dollar-

denominated, fixed-rate taxable bond market, 1including Treasuries, government-related
and corporate securities, as well as mortgage and asset backed securities.
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