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It should not be surprising that equity returns often dominate the headlines. The total
returns of stocks are hypothetically infinite. A business that can generate ever-higher
revenues and profits becomes ever more valuable to shareholders. with the possibility of
greater upside, of course there must also be a potential for downside. Generally
speaking, an equity investment whose returns are primarily based on price appreciation
(as opposed to income) can be referred to as a growth stock. In contrast, nominal total
returns for fixed income securities are governed by the laws of mathematics. Bond
investments generally have a finite amount of time until maturity. Unless interest rates
approach negative infinity before the bond matures, the general drivers of return are:

1. The idnitial price paid 2. The -dinterest payments received over the Tife of the
investment 3. The final price received at maturity Due to these constraints, the general
starting point for assessing a bond’s return potential 1is 1its starting yield. Despite
Tow starting yields, bond total returns over the last decade have generally been very

strong.! As rates have fallen, bond prices have adjusted higher. The analogy between bond
returns and growth stocks 1is that total returns in the bond market are being driven

overwhelmingly by price returns, as opposed to income.? while investors have expressed
anxiety about the prospects for rising U.S. interest rates for some time, we may finally
be on the cusp of a shift in policy at the Federal Reserve (Fed). Economists may
continue to debate the timing of such a shift, but we believe that investors should take
a proactive approach to managing interest rate risk prior to any official change. In our
view, the risk of being early may be Tless painful than the consequence of being Tate.
The primary catalyst for this view 1is not something that has happened in recent weeks
but a gradual development that has occurred over the Tlast several years 1in the bond
market-the potential income cushion from coupon payments has eroded significantly.
Coupon rates 1in U.S. investment-grade fixed income have fallen to some of the Towest

levels in history.3 As a result, total returns from plain-vanilla fixed income over the
Tast several years have been driven by changes in bond prices as opposed to income. In
our view, the risk-versus-return tradeoff of today’s fixed income markets 1is more akin
to growth stocks than it 1is to bond markets in previous decades. As figure 1 shows, the
current composition of the Barclays U.S. Aggregate Index illustrates some of the
greatest sensitivity to changes in interest rates (duration) versus dincome potential

(yield) 1in 1ts h1'story.4 Figure 1: Fixed Income Risk vs. Return Barclays U.S.
Aggregate Index Historical Averages: Yield to Worst Vs. Duration
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Most Advantageous Trade-Off
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terms and 17indexes 1in the chart, visit our glossary. The primary driver of these
developments 1is the sharp fall 1in coupon rates that has occurred over the Tast few
market cycles. As figure 2 shows, coupon rates are now less than half of what they were
a decade ago. Once rates stop declining, eventually, the mathematics of bond pricing
will pull returns back to earth. As a result, we believe that investors should explore a
variety of alternatives to prepare for an eventual rise in U.S. bond yields. Figure
2: Downward Trend in Bond Coupon Rates Barclays U.S. Aggregate Index Coupon
Rate: 12/31/98-2/28/15
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Past performance is not indicative of future results, You cannot invest directly in an index. P
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terms in the chart, visit our glossary. While the timing of an increase in rates remains
unknown, we believe that rates may be poised to rise sooner than the market currently
expects. At the very minimum, investors should review the 1level of 1interest rate
sensitivity in their portfolios and assess whether it is consistent with their view of
the Tikely path of 1interest rates. Strategies that combine traditional bond exposures
with interest rate hedges (zero duration) or strategies that “over-hedge” interest rate
risk below zero (negative duration strategies) can be bundled efficiently via exchange-

traded funds. lproxied by the Barclays U.S. Aggregate Index, as of 2/28/15.
Zsources: wWisdomTree, Bloomberg, as of 2/28/15. 3source: wisdomTree, as of 2/28/15.
4source: Bloomberg, as of 2/28/15.
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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 interest rates rise. The Fund seeks 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 1investments 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 Fund 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 Fund. Wwhile the Fund attempts to 1imit credit and counterparty
exposure, the value of an investment in the Fund may change quickly and without warning
in response to issuer or counterparty defaults and changes in the credit ratings of the
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
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 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

Revenue : Income that a company receives from its normal business activities, usually

from the sale of goods and services to customers.

Bond : A fixed-income -qinstrument that represents a Tloan made by an investor to a

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

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that 1is typically expressed annually as a percentage of the market or
face value.

Federal Reserve : The Federal Reserve System 1is the central banking system of the
United States.

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

Coupon : The annual interest rate stated on a bond when 1it’s issued. The coupon is

typically paid semiannually. This is also referred to as the “coupon rate” or “coupon
percent rate.&rdquo.

Investment grade : An investment grade 1is a rating that signifies a municipal or
corporate bond presents a relatively lTow risk of default.

Bloomberg Barclays U.S. Aggregate Index OAS : the amount of compensation in excess

of Treasuries that investors demand for Tending to borrowers in the Bloomberg Barclays
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.

as a futures contract.
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