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JULY 2015 TIMELY THINKING

Rising rates: Threat or opportunity?

SUMMARY

= The U.S. bond market has enjoyed a 30-plus-year bull run
that has driven interest rates to historic lows, leaving many
investors with paltry yields and exposed to risk.

= With the U.S. economy continuing to slowly but steadily
improve, we believe interest rates are likely to rise relatively
soon at both the short and long ends of the yield curve.

= Against this backdrop, we believe investors should take an
active approach to duration management and favor assets that
have historically benefited from a rising rate environment.

At Eaton Vance, we value independent thinking. In our experience, clients benefit from a range of
distinctive, strongly argued perspectives. That's why we encourage our independent investment teams
and strategists to share their views on pressing issues—even when they run counter to conventional
wisdom or the opinions of other investment managers. Timely Thinking. Timeless Values.
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The ultralow yield environment of recent years has been
challenging for many income investors — and it's about to get
more challenging. With the U.S. economy gradually improving
and interest rates poised to rise, many traditional bond
investments are vulnerable to potentially significant price
declines going forward (perhaps most notably, those that are
shorter-duration in nature). As a result, many investors may

need to rethink their approach to income investing.

In a recent interview, Eric Stein and Andrew Szczurowski,
co-portfolio managers for Eaton Vance Short Duration Strategic
Income Fund, discussed these issues and how investors might

seek to navigate a changing interest-rate landscape.

Why have yields been so low in the U.S. and
other developed markets?

Eric: There are several reasons. In general, global economic
growth has been sluggish over the past year or so, and growth
prospects in the key developed markets of Europe and Japan
have been particularly lackluster. Both of those regions have
been grappling with deflationary pressures and have
implemented large-scale quantitative easing programs that

have pushed yields down to artificially low levels.
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In the U.S., the bond market has enjoyed a 30-plus-year
bull run that has driven prices way up and yields way down
(Exhibit A). That trend was accelerated in recent years by
the bold steps the U.S. Federal Reserve (Fed) took to
stimulate the economy following the 2008 financial crisis.
The Fed aggressively slashed short-term interest rates and
completed multiple rounds of its own quantitative easing,
which involved buying trillions of dollars of Treasurys and
mortgage-backed securities to suppress longer-term rates.
These extraordinary measures worked in that they helped
keep the financial crisis from spiraling further out of control,
but they left many income investors with paltry yields and
potentially overvalued bonds on a forward-looking basis.

But the U.S. ended its quantitative easing
policies in late 2014, and the U.S. economy
has been gradually improving. So why
haven't yields here picked up much?

Andrew: At the short end of the yield curve, it's largely
because the Fed hasn't raised its benchmark short-term
interest rate since 2006. In fact, the central bank has kept
the federal funds rate anchored near zero — the lowest it's
ever been — since 2008. The Fed doesn't want to tighten

Exhibit A

Despite the improving economy, US Treasury yields remain at historically low levels.
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Nominal GDP growth has historically been a good proxy for 10-year US Treasury yields.
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Sources: St. Louis Federal Reserve, Bloomberg. As of 3/31/2015 (most recent available for U.S. GDP growth).

prematurely. In terms of longer-term rates, if you look at the
yield on the 10-year Treasury, it was only 2.35% as of June
30, 2015. That seems astonishingly low given the relatively
healthy state of the U.S. economy.

Why so low? One reason is that U.S. inflation and inflation
expectations have remained fairly tame, despite the
improving economy. Also, strong foreign demand for U.S.
government bonds has helped depress yields here. For
example, many income-seeking investors in Europe would
rather buy Treasurys than even lower-yielding government
bonds in, say, Germany or Switzerland. And, the U.S. is still
considered the safest, most liquid market in the world to
park cash. That's why the governments of China and other
countries have continued to buy and hold massive amounts
of Treasurys.

What's your outlook for the U.S. economy
going forward?

Eric: The U.S. economy has been slowly but steadily
improving over the past few years, and we expect that to
continue, barring an unforeseen shock to the economy.

Home prices have risen, as has industrial capacity utilization.
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The labor market has gotten better, as reflected in recent
unemployment and payroll data. We've even started to
finally see some wage growth, which had been notably

absent for some time.

Granted, GDP growth for the first quarter of 2015 was weak,
suggesting that the economy hit a soft patch, but that was
not entirely unexpected. First-quarter growth was most likely
distorted by what the Fed called “transitory” factors, such as
West Coast port strikes, severe winter weather and
adjustments to the negative impact of a stronger U.S. dollar
on exports. With oil prices lower and general financial
conditions (excluding the dollar) pretty easy, we believe
consumer spending and other data going forward should
revert to showing a U.S. economy that is gradually
strengthening. The second quarter has shown a meaningful
uptick, with the housing and labor markets particular areas

of strength for the economy.

And what does that outlook mean for U.S.
interest rates?

Andrew: At the short end of the curve, which is most

sensitive to Fed action and the economy, the Fed is being
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very data-dependent. We've been saying for a while now
that we believe the Fed is likely to tighten monetary policy at
its September 2015 meeting. That's our base case scenario,
and the economic data recently has given us no reason to
alter that view. For example, the wage growth that's begun
to materialize in some of the data lately is something the
Fed had been hoping to see. Also, the recent halt in the
dollar’s meteoric rise makes it easier for the Fed to hike
short-term rates sooner rather than later. The main reason
the Fed could delay its first rate hike past September would
be due to overseas events (e.g., Greece or China).

Interest rates are also likely to rise at the longer end of the
yield curve if the economy continues to gain momentum.
Take the 10-year Treasury, for example. Although demand for
longer-dated Treasurys has remained strong (putting
downward pressure on yields), over the long term, nominal
U.S. GDP growth has historically been a pretty good proxy
for 10-year Treasury yields (Exhibit B on page 3).

Eric: The bottom line is that rates have been more or less
stuck at historic lows for an extended period, and it's only a
matter of time before they rise. We believe we're getting

closer to that point.

How can investors successfully navigate a
rising rate environment in the period ahead?

Andrew: Simply stated, rising rates are not good for
traditional bond investments. A rising fed funds rate is
especially problematic for short-duration ones that invest
largely in two- to three-year investment-grade corporates
and earn very little yield these days — the math is simply not

in their favor. In our view, there’s very little room left for
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traditional short-term bond strategies to earn returns above
zero going forward. So, many investors may need to do
something different. But that doesn’t necessarily mean
avoiding interest-rate risk and trying to mitigate losses. To
us, it also means treating rising rates as an opportunity,
rather than just a threat. With that in mind, we would
advocate a multisector short-duration strategy that is highly
flexible, but managed according to some parameters

and guidelines.

Eric: In our strategy, for example, we currently favor sectors
and asset classes that have historically tended to benefit
from an improving U.S. economy and a rising rate
environment. Specifically, high-yield corporate bonds and
floating-rate loans may perform relatively well against that
backdrop. Negative-duration assets are also worth
considering — for instance, mortgage-backed securities that
would benefit from slowing mortgage refinancing as interest
rates rise. In terms of currencies, with the Fed set to hike,
we have been long the U.S. dollar versus other major

developed-market currencies.

We also think it's important to take a very active approach
to duration management and to have broad, diversified
duration exposure. By that, we mean select exposures to
different parts of the yield curve and across different parts of
the globe.
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Eaton Vance Corp. is one of the oldest investment management firms in the United States, with a history dating to 1924. Eaton Vance and its
affiliates offer individuals and institutions a broad array of investment strategies and wealth management solutions. The Company’s long record
of exemplary service, timely innovation and attractive returns through a variety of market conditions has made Eaton Vance the investment
manager of choice for many of today’s most discerning investors. For more information, visit eatonvance.com.

About About

= Vice president of Eaton Vance Management = Vice president of Eaton Vance Management
and co-director/portfolio manager for Eaton and portfolio manager on Eaton Vance's
Vance's global income group. global income group.

= Joined Eaton Vance in 2002; rejoined the = Joined Eaton Vance in 2007.
firm in 2008. ) o

= Responsible for buy and sell decisions,

® Focuses on Asia, Western Europe and the portfolio construction and risk management
dollar bloc, as well as the policies and for Eaton Vance’s mortgage-backed
actions of the Federal Reserve and the securities strategies.

U.S. Treasury.
4 ® Earned a B.S. cum laude from Peter T. Paul

® Earned a B.S. cum laude from Boston College of Business and Economics at the
University and an MBA with honors from University of New Hampshire.
the University of Chicago Booth School
of Business.
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Investments in foreign instruments or currencies can involve greater risk and volatility than U.S. investments because of adverse market, economic,
political, regulatory, geopolitical or other conditions. In emerging countries, these risks may be more significant. An imbalance in supply and
demand in the income market may result in valuation uncertainties and greater volatility, less liquidity, widening credit spreads and a lack of price
transparency in the market. Investments in income securities may be affected by changes in the creditworthiness of the issuer and are subject to
the risk of nonpayment of principal and interest. The value of income securities also may decline because of real or perceived concerns about the
issuer’s ability to make principal and interest payments. Derivative instruments can be used to take both long and short positions, be highly volatile,
result in economic leverage (which can magnify losses), and involve risks in addition to the risks of the underlying instrument on which the
derivative is based, such as counterparty, correlation and liquidity risk. If a counterparty is unable to honor its commitments, the value of Fund
shares may decline and/or the Fund could experience delays in the return of collateral or other assets held by the counterparty. As interest rates
rise, the value of certain income investments is likely to decline. The value of commaodities investments will generally be affected by overall market
movements and factors specific to a particular industry or commaodity, including weather, embargoes, tariffs, or health, political, international and
regulatory developments. Because the Fund may invest significantly in a particular geographic region or country, value of Fund shares may fluctuate
more than a fund with less exposure to such areas. Investments rated below investment grade (typically referred to as “junk”) are generally subject
to greater price volatility and illiquidity than higher-rated investments. A nondiversified fund may be subject to greater risk by investing in a smaller
number of investments than a diversified fund. No Fund is a complete investment program and you may lose money investing in a Fund. The Fund
may engage in other investment practices that may involve additional risks and you should review the Fund prospectus for a complete description.

Past performance is no guarantee of future results.

Diversification cannot ensure a profit or eliminate the risk of loss.
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Eaton Vance offers strategies to help meet three of today’s most

TEIXCS important investment challenges—Income, Volatility and Taxes.

Strategies. For times like these. Explore our broad range of strategies to address these issues at
eatonvance.com/IVT.

The views expressed in this Insight are those of Eric Stein and Andrew Szczurowski and are current only through the date stated at the top
of this page. These views are subject to change at any time based upon market or other conditions, and Eaton Vance disclaims any
responsibility to update such views. These views may not be relied upon as investment advice and, because investment decisions for Eaton
Vance are based on many factors, may not be relied upon as an indication of trading intent on behalf of any Eaton Vance fund.

This Insight may contain statements that are not historical facts, referred to as forward-looking statements. A Fund'’s actual future results may
differ significantly from those stated in forward-looking statements, depending on factors such as changes in securities or financial markets or
general economic conditions, the volume of sales and purchases of Fund shares, the continuation of investment advisory, administrative and
service contracts, and other risks discussed from time to time in the Fund’s filings with the Securities and Exchange Commission.

Before investing, investors should consider carefully the investment objectives, risks, charges and expenses of a mutual fund. This and other
important information is contained in the prospectus and summary prospectus, which can be obtained from a financial advisor. Prospective
investors should read the prospectus carefully before investing.
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If you like the views expressed in this Insight, you might be interested in learning more about
the following strategy:

A flexible, short-duration approach to fixed-income investing.

Key Highlights Portfolio Managers Eric Stein, CFA
- Andrew Szczurowski, CFA
This flexible, short-duration Fund provides I Shares Inception 04/03/2009
sweeping exposure to fixed-income markets,
offering investors a core holding that may Investment Objective ot B
complement traditional bond market investments.
The Fund offers access to a broad range of Symbols and CUSIPs A Shares ETSIX 277911772
typically unrepresented asset classes, with C Shares ECSIX 277911855
allocations directed by Fund portfolio managers. | Shares ESIIX 277923579

The Fund limits its duration to 3.5 years or less.

A time-tested macroeconomic and political research process informs investments across a range of leading Eaton Vance
fixed-income capabilities. Broad exposure to a global opportunity set, short duration and an eye toward risk-adjusted
performance have helped provide a historically low-volatility experience.

The Fund’s short duration combined with its broad exposure to investment-grade bonds, mortgage-backed securities,
floating-rate loans, noninvestment-grade bonds, currency instruments, foreign bonds and absolute return strategies may
provide important diversification benefits for investor portfolios.

e For more information about Eaton Vance Short Duration Strategic Income Fund and other income
strategies from Eaton Vance, please visit
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