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In several periods over the past decade, many sophisticated investors sought to profit
from a rise in Japanese interest rates. Given the perpetually slow growth, combined with
an ever-increasing long-term debt burden, they believed that the economic fundamentals
did not support the lowest borrowing rates in the world. However, very few of these
investors were ever able to profit from their economic thesis. Today, we believe that if
Shinzo Abe’s plan for the reflation of the Japanese economy 1is successful, the value of
the yen will weaken materially, and interest rates may begin to rise in response to his
policies. As a result, we believe there are several factors that may contribute to a
rise 1in Japanese 1interest rates. Most notably, a rise in 1inflation and inflation
expectations may finally spur the Japanese economy while at the same time supporting an
increase in longer-term Japanese interest rates. Why Should Investors Settle for a
Decline 1in Purchasing Power? Decades of deflation in 3Japan had the effect of
incentivizing savings over consumption. If investors believed that prices would continue
to drop in the future, their incentive to make a purchase today was lowered. This had
the dimpact of not only causing a drag on economic growth, it also kept government
borrowing costs low. However, this multi-year trend has recently been reversed. In our
view, this byproduct of Abenomics may not only be positive for Japan’s economic growth
but also result in a significant shift in investors’ asset allocation decisions. As
shown in the chart below, deflation has the effect of boosting real dinterest rates,
rewarding savings and disincentivizing consumption. Recently, the Bank of Japan has been
successful 1in generating positive rates of inflation. As a result of this change, the
real rates of Japanese five-year bonds have actually turned negative, implying that
investors are actually Tlosing future purchasing power by holding 3Japanese five-year
bonds. Drastic Cchange in Inflation Expectations in Japan (05/31/2009-10/31/2013)
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terms in the chart, please visit our Glossary. The Japanese five-year breakevens (blue
Tine) are a representation of investors’ Tlonger-term inflation outlook. while the blue
Tine has spent much of the decade in negative (deflationary) territory, it broke into
positive (inflationary) territory 1in February of 2012. This move 1in expectations
coincides with the Bank of Japan’s (B0J) first announcement of a 1% inflation target. o
The five-year breakevens imply that markets are expecting inflation to average 1.5% per
year over the next five years. e Five-year nominal yields in Japan have remained
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relatively range bound since June of 2009. The nominal yield is simply the annual income
one would receive from holding a five-year Japanese government bond (JGB). In fact,
nominal yields have tended to decline during this period. ¢ The five-year real yields
are estimated by deducting inflation expectations from the nominal yields. In February
of 2012, these real yields started trending into negative territory and have firmly
remained there since. cCurrently, the real yield on five-year -dinflation-linked bonds
rests at -1.34%. As a result of the B0J’s efforts to achieve a 2% inflation target by
the end of 2014, at some point in the future Japanese bond investors will demand greater
compensation (via higher yields) in order to preserve future purchasing power and offset
inflation. In a recent speech appearance at the Council on Foreign Relations, the BOJ’s
new governor, Haruhiko Kuroda, said that Japanese bond yields may “eventually” climb if
policy makers are able to boost expectations for price increases. He added that “‘If we
successfully raise inflation expectations to 2%,’ it is ‘irrational’ for bondholders to

‘accept’ such Tow interest rates.”l while inflation in Japan is a relatively recent
phenomenon, we believe dinvestors may wish to see a Tlonger-term trend before
significantly altering their asset mix. However, with bond returns no Tlonger being
boosted by deflation, we believe Japanese investors will eventually transition a portion
of their portfolios into riskier assets, such as equities or foreign bonds, as they seek

to boost returns. Read the full research here. lcaroline Salas Gage, “Kuroda Says BO3J
Prepared to Do wWhat’s Necessary on Deflation,” Bloomberg, 10/10/13.

Important Risks Related to this Article

Foreign investing involves special risks, such as risk of Toss from currency fluctuation
or political or economic uncertainty. Investments focused in Japan are increasing the
impact of events and developments associated with the region, which can adversely affect
performance.

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

Fundamentals : Attributes related to a company’s actual operations and production as
opposed to changes in share price.

Reflationary : Characterized by an environment of rising price levels.

Purchasing power parity : Academic concept stating that exchange rates should adjust
so that equivalent goods and services cost the same across countries, after accounting
for exchange-rate differences.

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

Abenomics : Series of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.

Break-even inflation rate : For a given bond maturity, for example five years, the
interest rate on the five-year nominal bond minus the interest rate on the five-year
inflation adjusted bond; meant to approximate expected inflation over that time frame,
in this case five years.

Nominal yield : the annual interest rate that an investor demands for holding a bond to
maturity, not including the impact of inflation.

Japanese Government Bond (JGB) : A bond issued by the government of 3Japan. The
government pays interest on the bond until the maturity date. At the maturity date, the
full price of the bond is returned to the bondholder. Japanese government bonds play a

key role in the financial securities market in Japan.

Real yield : the annual interest rate that an investor demands for holding a bond to

maturity including the impact of inflation.
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