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UNTIL DRAGHI ACTS, INVESTORS
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In perhaps one of the most memorable events of the eurozone crisis, European Central
Bank (ECB) president Mario Draghi’s comment that he would do “whatever it takes to
preserve the euro” marked the inflection point of the highly uncertain future for the

European Monetary Union (EMU).l Since that time, positive economic growth has returned to
a majority of the European economies, bond yields for peripheral borrowers (such as
Italy, Ireland, Portugal and Spain) have declined dramatically, and equity investors
have Tlargely started to talk about how to position for the European recovery. However,
all 1is not well 1in the eurozone. In an inflation report released by Eurostat on March
31, markets took note that prices across the eurozone increased by only 0.50% compared
to the same period last year. This marked the sixth consecutive month that inflation has
been below 1%, well short of the ECB’s 2% target. In the “Goldilocks” world of modern
central bankers, risks can occur not only when inflation is too hot, but when it is too
cold as well. In our view, one way for investors to play a potential “Japanification”
(decades of deflation and subdued economic growth) of Europe is by 1investing in euro-
denominated debt. Setting the Stage: what Is Causing Europe’s Weak Inflation?
Although prices did rise by a small amount, there is a very real concern about the
impact of a stubbornly strong euro. A recent report from the ECB estimates that a strong
euro has had the effect of containing prices by 0.40% to 0.50%. Wwhile the common
currency may help reduce trade frictions among eurozone members, a strong euro can also
make Europe’s exports comparatively more expensive than those of its non-European Union
trading partners. wWith the U.S. and China among the Targest economies in the world, this
has the impact of constraining economic growth, most notably through exports to Europe’s
largest trading partners. Falling Prices of Goods, Rising Prices of Bonds Whereas
inflation tends to decrease the returns of fixed income investors, periods of deflation
may actually boost bond returns. During periods of deflation, consumption remains
constrained in anticipation of falling prices in the future, resulting 1in slowing
economic growth. This is precisely the vicious cycle that saw Japan’s economy stagnate
for the Tast 20 years as consumers were turned into savers and bond investors. Falling
prices may be a disincentive for consumption but they can also boost the prices of bonds
as 1investors Took for suitable places to park their cash. what can Draghi Do to
Correct This Problem? In our view, until Draghi announces a European round of
guantitative easing (QE), soft inflation figures may continue to hinder the European
recovery. While he has so far sought to avoid unleashing this program, markets may force
his hand. with increased stimulus expected from the Bank of Japan in the coming weeks,
Draghi may need to announce a plan soon in order to restore inflationary expectations in
Europe. However, we acknowledge that building a consensus 1in Europe 1is far more
difficult than within the Federal Reserve or the Bank of England. In our view, this
could result in delays before a decision on QE 1is finally implemented. In anticipation
of this change in ECB policy, we believe that buying bonds in front of any action by the
ECB could result in an opportunity to sell them back at higher prices. what EU QE
wWill Look Like Is Still Largely Unknown while several options (including asset-
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backed securities purchases, government bond purchases and negative deposit rates) have
been discussed publicly, what form additional stimulus takes is still unknown. However,
when thinking about the potential dimpacts on markets of any ECB quantitative easing
programs, investors should be conscious of not only the direct impact on falling bond
yields but the impact on the currency as well. Given that a primary cause for European
deflation is a strong euro, an aggressive quantitative easing announcement would Tikely
be met by knee-jerk selling of the euro. For U.S.-based 1investors, should the euro
depreciate against the dollar, unhedged positions in short-duration European debt would
Tikely experience losses on a total return basis, as the income potential and capital
gains would not be sufficient to offset losses from the currency. In our view, investors
should 1increase allocations to intermediate-term euro-denominated debt as a contrarian
play on the euro. In this scenario, investors have the potential to be compensated with
higher amounts of income for assuming greater interest rate risk. Given that qinvestors
have a greater sensitivity to changes in rates, these positions would also stand to
appreciate by a greater amount than deposits, should intermediate-term bond yields fall.
conclusion Wwhile we believe that European policy makers will ultimately engineer a
rebound in inflation and a depreciation of the euro against the U.S. dollar in the Tong
run, investors should consider increasing allocations to euro-denominated debt as a way
to opportunistically trade on Draghi’s reluctance. As the only pure-play euro bond
exchange-traded fund (ETF), the WisdomTree Euro Debt Fund (EU) may be attractively
positioned to continue to benefit from the ongoing deflationary tendencies 1in the

eurozone. lsource: Bloomberg, 7/26/12.

Important Risks Related to this Article

There are risks associated with investing, including possible Toss of principal. Foreign
investing 1involves special risks, such as risk of loss from currency fluctuation or
political or economic uncertainty. Investments focused in Europe may be -impacted by
events and developments associated with the region, which can adversely affect
performance. Derivative investments can be volatile, and these investments may be Tless
Tiquid than other securities and more sensitive to the effects of varied economic
conditions. Fixed income investments are subject to interest rate risk; their value will
normally decline as interest rates rise. In addition, when interest rates fall, income
may decline. Fixed income 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 issuer’s ability to make such payments will cause the price
of that bond to decline. Investments in currency involve additional special risks, such
as credit risk and interest rate fluctuations. Unlike typical exchange-traded funds,
there is no index that the Fund attempts to track or replicate. Thus, the ability of the
Fund to achieve 1its objective will depend on the effectiveness of the portfolio manager.
Due to the 1investment strategy of this Fund, it may make higher capital gain
distributions than other ETFs. Please read the Fund’s prospectus for specific details
regarding the Fund’s risk profile.

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 1its 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

Eurozone (Ez) : Consists of the following 18 countries that have adopted the euro as
their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,
Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia
and Spain (source: European Central Bank, 2014).

European Monetary Union : 18 countries in Europe that use the Euro currenc.

Bond yield : Refers to the interest received from a bond and 1is usually expressed

Inflation : Characterized by rising price levels.

Deflation : The opposite of inflation, characterized by falling price levels.
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 Tiquidity.

Asset-backed security : A fixed income security whose value or cash flows depends on
the value of another asset, such as a loan, lease, or receivable.

Duration : A measure of a bond’s sensitivity to changes in interest rates. The weighted

average accounts for the various durations of the bonds purchased as well as the
proportion of the total government bond portfolio that they make up.

Interest rate risk : The risk that an 1investment’s value will decline due to an
increase in interest rates.
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