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HEDGE YOUR BETS! TERM PREMIUM IN
U.S. FIXED INCOME MARKETS MAY BE
POISED TO RISE
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with stronger-than-forecast economic data and continued improvement in U.S. employment
numbers, we believe that now may be the time to hedge U.S. interest rate risk. Wwhile
rates in the U.S. have generally fallen so far in 2014, we believe that the market’s
reaction to the most recent round of economic data suggests that anxiety about rising
rates may be bubbling up again. A quick Took at expectations embedded in the bond market
suggests that investors may be vulnerable to a sharp move higher in rates. This concern
is highlighted by the Timited amount of 1income that 1investors currently require to
invest in Tonger- maturity securities (relative to rolling shorter maturities over the
same horizon). In economic circles and the Federal Reserve (Fed), this measure is
commonly referred to as the term premium. In the current environment, we believe that
the market may be underpricing the risk of higher rates. Recently, noted Fed hawk
Jeffrey Lacker sounded the alarm that rates may rise faster than the market currently

anticipates.! As a result, we attempt to explain this rationale below. Term Premium
Explained The term premium represents the incremental yield that investors require to
hold a Tonger-term bond as opposed to a combination of shorter maturity bonds. There are
many different ways to estimate the term premium, but a key factor is the anticipated
evolution of short-term -1interest rates. Different models use market expectations
embedded 1in futures, consensus estimates from strategists, or most recently, the Fed’s
forward rate guidance to project how short-term rates will evolve over time. In the
chart below, we show the model employed by New York Fed economists. Their model derives
the future path of short rates from current pricing of short-rate futures contracts. As
we show 1in the chart, 1investors currently demand very Tittle income for assuming
interest rate risk. At 51 basis points (bps), the term premium is significantly below
its five-year average and represents levels not seen since May 2013. In our Vview,
investors should be demanding greater potential returns for bearing interest rate risk,
given the changes in the economy and resulting Fed policy. Federal Reserve Term
Premium Estimate, 12/31/2008- 7/31/2014

Average

Term Fremium (%)

3 8§ E B 2 2 &8 - o D2 @ omoe 4 Boow o8 Bli=d
= & &8 8 & & & & §&§ & &8 §&§ & &8 & & & § § & § 8§ 8§
5= » 8 8 5 » 8 8 5 5 8 B 5 5 8 B 5 5 B 8 5 5 B
L ” - - o~ ” e LS o~ ” - - o " -5 - ™ " - - o~ L] -

Source: Bloomberg, as of 7/31/14 .
Stronger Economic

Data + Complacency = Higher Rates During the Tlast week of 3July 2014, market
participants saw a barrage of economic data that seemed to corroborate the same message:
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the U.S. economy is continuing to grow, and the labor force is continuing to recover.
Given that the Fed has focused on both of these factors as preconditions for eventually
raising short-term interest rates, the Treasury market took notice. In the week after
the better-than-expected economic data was released, U.S. two-year bond yields broke
through 0.51%, the recent high that was set 1in September 2013 when the market was
convinced that then-Fed cChairman Ben Bernanke would start “tapering” the Fed’s bond-
buying program. while the spike and eventual retracement in two-year yields may point to
concerns about future tightening, Tonger maturities seem to paint a different picture.
U.S. 10 Year and 30-Year Treasury yields are a full 44 and 57 basis points Tower,

respectively, than they were in September 2013.2 In this scenario, the yield curve has
flattened, narrowing the spread between these maturities and the two-year. This is
consistent with 1investors being rewarded Tess for assuming additional dinterest rate
risk. Put another way, we believe that the prospect of higher rates has increased, but
the cost of hedging this risk has decreased. How to Hedge On December 18, 2013, the Fed
began to reduce the pace of its asset purchases, and WisdomTree Tlaunched a suite of
Funds that dinvestors can use to help mitigate 1interest rate risk 1in their bond
portfolios. In the current market environment, we believe that both the wisdomTree
Barclays U.S. Aggregate Bond Zero Duration Fund (AGZD) and the wisdomTree Barclays U.S.
Aggregate Bond Negative Duration Fund (AGND) may appeal to a wide range of investors. In
these strategies, an investor is able to maintain exposure to a basket of bonds from the
Barclays U.S. Aggregate Index, combined with an 1interest rate overlay that targets a
zero or negative five-year duration for the overall portfolio. In these strategies, the
portion of the portfolio invested in bonds helps offset the cost of maintaining the
interest rate overlays. While the zero-duration strategy simply seeks to hedge the risk
of rising rates, the negative duration approach 1is more aggressive. In a negative
duration position, 1investor returns could be higher 1if 1interest rates rise at the
intermediate part of the yield curve. However, this strategy entails more risk, since it
is possible that rates may not rise (or could even fall) at that particular part of the
curve. Generally, this strategy would perform well if the yield curve steepens. Outlook
while it is possible that our current forecast may prove incorrect and interest rates
may actually fall, we still favor the risk-return tradeoff embedded in this particular
position. In our view, the risk of higher 1interest rates far outweighs the potential

benefits of a bet on lower rates in the current market environment. Icraig
Torres, “Lacker Says Markets May Be Surprised by Pace of Rate Rise,” Bloomberg, 8/4/14.

2source: Bloomberg, as of 7/31/14.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Fixed
income ‘investments are subject to interest rate risk; their value will normally decline
as 1interest rates rise. The Funds seek to mitigate interest rate risk by taking short
positions 1in U.S. Treasuries, but there 1is no guarantee this will be achieved.
Derivative investments can be volatile, and these investments may be Tess Tiquid than
other securities and more sensitive to the effects of varied economic conditions. 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 dissuer’s ability to make such payments will cause the price of that bond to
decline. The Funds may engage 1in “short sale” transactions of U.S. Treasuries where
Tosses may be exaggerated, potentially losing more money than the actual cost of the
investment, and the third party to the short sale may fail to honor 1its contract terms,
causing a loss to the Funds. while the Funds attempt to 1limit credit and counterparty
exposure, the value of an investment in the Funds may change quickly and without warning
in response to issuer or counterparty defaults and changes in the credit ratings of each
Fund’s portfolio 1investments. Investing 1in mortgage- and asset-backed securities
involves 1interest rate, credit, valuation, extension and Tiquidity risks and the risk
that payments on the underlying assets are delayed, prepaid, subordinated or defaulted
on. Due to the investment strategy of certain Funds, they may make higher capital gain
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distributions than other ETFs. Please read each Fund’s prospectus for specific details
regarding each 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 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

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

Maturity : The amount of time until a Toan 1is repai.

Term premium : The term premium represents the incremental yield that investors require
to hold a longer-term bond, as opposed to a combination of shorter-maturity bonds.

Hawkish : Description used when worries about inflation are the primary concerns in

setting monetary policy decisions.

Forward guidance : A central bank policy tool intended to guide market expectations
regarding the future of policy rates.

Five-year government bond yields : The single discount rate that equates the present

value of a government bond’s cash flows to its market price which matures in 5 years.

Tapering : A shift in monetary policy by which the Federal Reserve would begin

that matures in 10 years.

Yield curve : Graphical Depiction of interest rates on government bonds, with the
current yield on the vertical axis and the years to maturity on the horizontal axis.

Flatten : to effect a zero positio.

spread : Typically refers to a difference between a measure of yield for one asset class

and a measure of yield for either a different subset of that asset class or a different
asset class entirely.

Barclays U.S. Aggregate Bond Index, 1-3 Year : This index is the 1-3 Yr component

of the U.S. Aggregate index.

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.
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