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If one notes the level of the 10-Year U.S. Treasury yield at the start of 2016 (2.27%)
and the end of 2016 (2.44%), it would appear that there wasn’t much change-certainly not
a magnitude great enough to warrant expectations of a significant 1impact on
equities.l However:

e From the start of 2016 to July 8, 2016, the 10-Year Treasury saw a drop in its yield
of almost 100 basis points (bps), a major move.

e From July 8, 2016, to the end of the year, the U.S. 10-Year Treasury yield rose more
than 100 basis points.

2016 was thus a “tale of two periods” that showcased how shifts in interest rates can
explain important inflection points in the performance of different equity strategies.
The S&P 500 Index Rose Nearly 12% in 2016

This 12% gain for the S& 500 was its calendar year return.? The chart that follows shows
how the uUtilities sector contributed quite differently to this result during the first-
half (falling rate) and second-half (rising rate) environments.
How the Utilities Sector Responded to Falling & Rising Rates in 2016
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For definitions of indexes in the chart, visit our glossary.

So what?

Many investors out there may not utilize sector-specific U.S. strategies and may be
thinking that our discussion of the utilities sector is not overly relevant. However, to
put things 1in better context, we note a few strategies that we know people do follow
closely, in both the utilities and overall defensive sector exposures.

Using Sector Exposures to Gauge Rising Rate Sensitivity
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e Minimum Volatility & Low Volatility Indexes: What stands out among these
strategies is that they each had more than 50% exposure to the defensive sectors. This
is dimpactful in two ways. First, the defensive sectors do tend to have greater inherent
sensitivity to rising interest rates, in that the higher-yielding sectors are included
here. Second, if rising rates are related to improving economic growth expectations, cyc
Tlical sectors could indeed be poised to outperform. In the big picture, we know that
investors do follow these types of strategies closely, and it 1is important to realize
that rising rates could be an important friction or resistance to performance.

e« Dow Jones U.S. Select Dividend Index: This strategy has tended to hold a Targe
percentage of 1its exposure in the Utilities sector-nearly 30% as of December 31, 2016.
while this positioning would have been tough to beat in the first part of 2016 as the
U.S. 10-Year yield dropped by almost 100 basis points, it created a headwind as rates
began to rise. Additionally, this strategy played into another important investor demand
—along with the S&P High Yield Dividend Aristocrats Index: income. Both of these Indexes
have a focus on relatively higher-yielding dividend payers. During the first part of
2016, one of the reasons the Utilities, Real Estate and Telecommunication Services
sectors did well was that investors needed income and could not find it in fixed income
options. If fixed income interest rates rise, that creates a source of competition for
higher-yielding dividend payers, leading to a Tower tolerance of equity risk in portions
of the portfolio focused on income.

How to Manage Interest Rate Risk with Sector Exposures

As we Took to 2017 and beyond, we find ourselves excited by the innovation in how U.S.
equity indexes are created to select and weight different types of stocks. Investors who
Took under the hood have more options than ever before when considering how to manage
risk and execute different economic theses. A few particular examples are:

. WisdomTree U.S. Quality Dividend Growth Index: Wwhen people see the word
“dividend” in an index name, we believe their baseline expectations wouldn’t include a
0% exposure to Utilities. The methodology here avoids firms that 1) tend to borrow money
to pay dividends, 2) have slow earnings growth expectations and 3) use higher leverage.
The result: no weight to Utilities and the 1introduction of an 1interesting tool to
consider both growing income as well as managing interest rate risk.

e Earnings Indexes: The true strength of these approaches—-and we show the wisdomTree S
mallCap Earnings and MidCap Earnings Indexes here—is their management of valuation risk
as a direct focus 1in their methodology. At each year’s annual rebalance, we have seen
the price-to-earnings (P/E) multiple drop, due to both elimination of unprofitable
companies and weighting profitable firms by the earnings they generate. An interesting
corollary 1is that, for those looking to tilt away from 1) uUtilities and 2) defensive
sectors, these strategies accomplish an important focus.

e WisdomTree U.S. Smallcap Quality Dividend Growth Index: For investors Tooking
to mitigate 1interest rate risk in portfolios and thinking from a sector perspective,
this Index could be the most interesting option. As of December 31, 2016, there was Tless
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than 15% exposure to defensive sectors. Few indexes—especially ones that include only
dividend payers-take it to this level, and we think it creates a particularly strong
catalyst of interest when being thought of in broader portfolios.

lsources: wisdomTree, Bloomberg, with data as of 12/31/15 and 12/31/16.
2sources: wisdomTree, Bloomberg, with data for the period from 12/31/15 to 12/31/16.

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 1its
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 1indication 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

Treasury yield : The return on 1investment, expressed as a percentage, on the debt
obligations of the U.S. government.

Basis point : 1/100th of 1 percent.
S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the
Standard and Poor’s Index Committee designed to represent the performance of the leading
industries in the United States economy.

Defensive sectors : Consumer Staples, Health care, Telecommunication Services and
utilities.

volatility : A measure of the dispersion of actual returns around a particular average

Tlevel.&nbsp.

Cyclical sectors : Consumer Discretionary, Energy, Industrials, Materials, Financials
and Information Technology sectors.

Dow Jones U.S. Select Dividend Index : The index is a modified market capitalization
approach and weights by dividend yield. Stocks are selected for fundamental strength
relative to their peers, subject to various screens such as dividend quality and

Tiquidity.

S&P High Yield Dividend Aristocrats Index : Designed to track the performance of

dividend-paying companies in the U.S. that have increased their annual dividend payments
for the last 20 or more consecutive years.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; Tleverage can tend to make positive performance more positive
and negative performance more negative.

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

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Price-to-earnings (P/E) ratio : share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.
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