
FED WATCH: SPEED LIMIT 25
Kevin Flanagan — Head of Fixed Income Strategy

02/01/2023

For the second meeting in a row, the Fed downshifted its pace of rate hikes, this time

lowering the “speed limit” to 25 basis points (bps) from December’s 50 bps increase. As

a result, the new Fed Funds trading range comes in at 4.50% to 4.75%. Given recent Fed-

speak, this slower pace of tightening was pretty much expected. Now the conversation is

quickly turning to whether another quarter-point move could be coming at the March FOMC

meeting or if this new Fed Funds target represents the peak in this rate hike cycle.

Beginning with the December FOMC meeting and continuing here in early 2023, Fed

officials have readily acknowledged the rapid pace of rate hikes implemented thus far

and how the effects come with a lag. As a result, lowering the speed limit was viewed as

a prudent course of action at this stage of the tightening cycle.

Fed Funds Target Rate—Upper Bound

Let’s take stock of where the economy and inflation stand to see what may be coming

next. Signs reveal that inflation has not only peaked but could be cooling quicker than

policy makers expected. The Fed’s preferred PCE inflation gauge dropped to a year-over-

year rate of +5.0% in December (still well above the 2% threshold, though), while the

Fed median projection was at +5.6%. Although Q4 real GDP increased +2.9%, underlying

gauges for domestic demand, such as final sales to private domestic purchasers, rose a

scant +0.2%.

On the other side of the trade, the labor market still seems to be in good shape, as

illustrated by the latest weekly jobless claims number. Total claims fell for the third

week in a row to 186,000, or little changed from the level printed before the Fed

started its rate hikes last March. In addition, financial conditions have continued to

loosen, falling back to March 2022 readings as well. This point is probably frustrating
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Chairman Powell, to say the least.

What comes next will undoubtedly dominate the investment landscape as we move forward.

Specifically, which time-tested adage will ultimately win out: don’t fight the Fed or

don’t fight the tape? As we have discussed in blog posts and podcasts recently, the U.S.

Treasury (UST) market is not buying what Powell & Co. are selling. And if you look at

where we were a year ago, who can blame it? Remember, in January 2022, the voting

members were operating under a dot plot that projected only a couple of rate increases

for the year. That was 450 bps ago, so you can see where the UST market is coming from.

Conclusion

The bottom line is that we appear to be finally reaching the endgame for rate hikes.

This will eventually lead us to the hard part of the equation. Whether the Fed delivers

another quarter-point rate hike or even an additional increase after that (which would

push the upper bound of the Fed Funds range above the 5% threshold), the more important

issue for the money and bond markets will be how long policy makers stay on hold. The

ultimate question, or true Powell pivot, is whether or when the Fed will provide

guidance on the timing for rate cuts. If you’re looking for clues to help navigate this

uncertainty, future jobs reports will no doubt take on an elevated level of importance

in the Fed’s decision-making process. As I mentioned, there seems to be a consensus

among voting members not to reverse course too soon, but as we’ve seen, things can

change quickly.

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)
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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.

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.

Basis point : 1/100th of 1 percent.

Fed funds target range     : the interest rate band the Federal Open Market Committee

decides to implement for the federal funds 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.

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

determines the direction of monetary policy.

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.

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

across an economy.

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.

Dot Plot   : a chart based on the economic projections of the Federal Reserve board

members that illustrates their views on the appropriate pace of policy firming and

provides a target range or target level for the federal funds rat.

Money Market : a market for highly-liquid assets generally maturing in one year or les.

Bond market   : The bond market—often called the debt market, fixed-income market, or

credit market—is the collective name given to all trades and issues of debt securities.

Governments typically issue bonds in order to raise capital to pay down debts or fund

infrastructural improvements.

Rate Cut   : A decision by a central bank to reduce its main interest rate, usually to

influence rates charged by other financial institution.
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