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Our latest “Behind the Markets” podcast had a great panel: Wharton Professor Jeremy

Siegel; Jim Bianco of Bianco Research; Kevin Flanagan, Head of Fixed Income Strategy for

WisdomTree; and Liqian Ren, Director of Modern Alpha at WisdomTree.

We discussed the outlook for stocks amid the coronavirus pandemic. Professor Siegel

recently detailed why he finds equity valuations quite attractive at today’s levels.

Bianco has tracked the coronavirus spread carefully, and he is worried about confirmed

cases doubling every three days in the U.S. and what measures we are taking to prevent

infections from spreading further.

But the most interesting segment of the podcast debated stress levels in the funding

markets.

Bianco is perplexed that the Federal Reserve (Fed) offered to provide $1.5 trillion of l

iquidity in the funding markets—an amount so large it is hard to comprehend—while only

$42 billion was absorbed by banks. Note that $1 trillion would have added more to the

Fed’s balance sheet than all of quantitative easing (QE) provided during the first QE

phase of the financial crisis.

Bianco believes that regulations and newly added capital restrictions prevented banks

from taking more of this funding at quite attractive financing rates. Bianco is

monitoring the FRA-OIS spread1 as his key gauge for the level of stress in the bank

funding market, and this spread rose significantly from 11 to 66 basis points (bps).

3-Month FRA-OIS Spread
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Professor Siegel countered that the LIBOR disconnected from the Fed Funds Rate by 400

bps at the peak of the Lehman Brothers crisis. Most loans at the time were based on the

LIBOR, a real issue the Fed had to address, because lowering their Fed Funds Rate didn’t

translate to lowering funding costs, as fears spread that banks were going bankrupt. 

Siegel does not see this same issue today. We are transitioning away from LIBOR pricing

of loans to a new SOFR rate, and the SOFR on Friday was 120 bps versus 110 bps for the

Fed Funds Rate, which he views as a spread that is a result of markets functioning

normally.

Siegel further commented that the TED spread (the difference between the interest rate

on short-term U.S. government debt and the interest rate on interbank loans) was only 41

bps, while its average over the last four years was close to 35 bps, signaling a level

is not extreme.

Flanagan is less focused on the 100 bps of additional rate cuts that the Fed announced

Sunday night, and more on additional funding facilities that could allow banks to expand

the collateral they can place with the Fed beyond Treasuries and agencies in exchange

for short-term liquidity and cash.

In addition, the Fed introduced QE4, which has the Fed buying $500 billion of Treasury

securities and $200 billion of mortgage-backed securities. It also lowered the “discount

window” primary credit rate 150 bps to 25 bps, one step that may ease the funding stress

Bianco referenced.

It was great to have a lively debate on these important issues, and I am sure we will

keep coming back to this funding market question in future podcasts.

Please listen to the full conversation below.

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

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

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

United States.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Basis point : 1/100th of 1 percent.

London Interbank Offered Rate (LIBOR)     : the average rate that major banks offer to

lend to each other for short-term unsecured funds in a particular currency for a

particular maturity in the wholesale money market in London. It can range from overnight

to one year and is utilized as a benchmark for various loans and in the capital markets.

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.

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.

Agency  : a debt security issued by a U.S. government-sponsored entity such as FNMA,

FHLB, and SLMA.

Mortgage-backed securities   : Fixed income securities that are composed of multiple

underlying mortgages.

Discount : When the price of an ETF is lower than its NAV.
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