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While the outcome of the December FOMC meeting did not offer any big surprises, the U.S. Treasury (UST) market’s
response has left some feeling a little perplexed. On the surface, the results tilted more “hawkish,” if anything, but UST yi
elds have remained little changed in the days immediately following the Fed’s final gathering of the year. As a result, one
can’t help but think the UST market just ain’t buying what the Fed’s selling.

I’ve received a ton of questions, like what is behind the UST market’s odd response to the Fed meeting. So, I went back
for another look to see if I was missing anything, and here’s what I came up with:

The Fed not only raised the Fed Funds target range by 50 basis points (bps) (an outsized increase), but it also
signaled more is on the way.

The FOMC policy statement was essentially unchanged, with the phrase “ongoing increases in the target range
will be appropriate…” remaining in the text. There was some thought that this phrase could be “watered down,”
but it obviously wasn’t.

The policy maker raised its 2023 median estimate for Fed Funds (dot-plot) to 5.1% versus September’s figure of
4.6%. It even bumped up the 2024 level to 4.1% from 3.9%.

While its growth forecast for 2023 was downgraded, the Fed’s projection has no recession in 2023.

Powell’s presser emphasized that policy is expected to stay on an extended hold once rate hikes are done, and no
rate cuts will be coming until he’s confident inflation is moving toward 2%.

Taken together, it would have been reasonable to expect UST yields to rise in this setting, especially for shorter-dated
maturities such as the 2-Year note. In fact, in what is perhaps the first time on record, the current UST 2-Year yield is
residing below the Fed Funds trading range, at 4.19% versus 4.25%–4.50% (as of this writing), while the Fed is actively
considering further rate hikes.

That brings us back to the aforementioned question. In my opinion, it has become increasingly apparent that the UST
market does not think the Fed will push Fed Funds to its new 5.1% target. Inflation seems to be cooling, and the
expectation is that economic data will soften to the point that Powell will have to change course sooner rather than later.
Interestingly, we have seen Powell pivot quickly already this year, just the other way around. In fact, you could certainly
make the argument that Treasuries have already factored in a no-growth/recession for next year.

Conclusion

Where does that leave us to end 2022 and begin the new year? In my opinion, labor market data will return to its center-
stage role next year and be the key determinant in whether the UST market is correct in its current thinking or whether
the Fed actually does what it is presently stating it will do. I can see a scenario where the jobs numbers don’t soften
sufficiently in the opening months of 2023, and the Fed does bring the terminal rate up toward the 5% threshold and
goes on an extended pause. Against that backdrop, UST yields would seem to be vulnerable to some upside pressure.
However, as Q2 rolls around, the Fed will end its rate hikes, economic data will weaken and a bond market rally could
very well follow suit.
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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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+ Fed Watch: Downshifting to Fifty

+ Fixed Income: A Return to Normalcy

+ Income Sans the Volatility

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

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.

Hawkish  : Description used when worries about inflation are the primary concerns in setting monetary policy decisions.

Treasury yield  : The return on investment, expressed as a percentage, on the debt obligations of the U.S. government.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Fed funds target range  : the interest rate band the Federal Open Market Committee decides to implement for the
federal funds rate.

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.

Federal Funds (Fed Funds)  : Excess reserves that commercial banks and other financial institutions deposit at regional
Federal Reserve banks

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.

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.

Inflation  : Characterized by rising price levels.

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.
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