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e While not a new asset class, senior loans became available in an exchange-traded fund
(ETF) 1in March 2011 and have seen more than $3 billion in net inflows over the Tlast
year. o Prior to this, the most common way for investors to access the bank Toan market
was through collateralized Toan obligations (CLOs). « In the current environment,
investors have been attracted to senior loans due to their high income potential and
Timited interest rate risk. ¢ As an alternative, stripping Treasury interest-rate risk
out of short-term high-yield bonds has, 1in recent years, produced a return advantage
compared to senior loan indexes. ¢ Correlations between the returns of high-yield bonds
excluding Treasury rate risk and the returns of bank Tloans have been strong with
comparable volatility. The demand for high income amid concerns about rising rates has
generated significant 1interest 1in exchange-traded funds offering exposure to senior
loans. Senior Tloans, also commonly known as bank loans or leveraged loans, typically pay
interest rates based on a spread above a short-term interest rate such as the London
Interbank offered Rate (LIBOR). Should rates rise, 1investor 1income payments should
increase along with LIBOR. Since these Tloans are made to issuers of Tlower credit
quality, senior loans provide high Tlevels of income potential. However, risks may be
increasing in the Tleveraged loan market. After a period of 95 straight weeks of inflows
totaling $66.3 billion in assets, these strategies have recently seen the largest amount
of outflows 1in nearly three years (-$1.2 billion). At the same time, supply is
continuing to increase at 1its fastest pace since 2007. In 2013, underwriting and
syndication of Toans topped $1.14 trillion, near a fresh record. of the projected $1
trillion in new deals 1in 2014, nearly 70% are earmarked as a refinancing or repricing
whereby borrowers are attempting to Tlower their borrowing costs. While Tlower borrowing
costs are good for issuers, they come at the expense of income potential for investors.
Even though most analysts are not forecasting a change in the tide of credit, it could
make sense to reduce exposure to an asset class that has historically not had a strong
retail presence. While strong, sustained inflows have 1lifted prices, what happens when
the tide begins to reverse? In our view, one of the Targest unknown risks about the
asset class has to do with liquidity in stressed market environments. Compared to bonds,
Toans tend to exhibit Tower Tevels of 1liquidity because of smaller 1issue sizes and
nonstandard settlement cycles (bonds tend to settle in three days versus seven days for
Toans). Wwhile nonstandard settlement 1is one potential risk, we believe the bigger
unknown may be a result of Tlower inventory Tlevels held by bank trading desks in the
changing regulatory environment. Should everyone rush for the exits at once, how will
the market react? zZero Duration High Yield versus Bank Loans As one potential
alternative to the bank Tloan market, we believe that -dinvestors should consider
allocations to high-yield strategies that seek to mitigate exposure to 1interest rate
risk. Since these two attributes are what attracted investors to the asset class in the
first place, we feel this is a fair comparison. As shown in the chart below, since the
Federal Reserve began its tapering process, the excess returns of high-yield bonds (used
to proxy high-yield bonds without interest rate risk) have performed remarkably well
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compared to bank Toans. Bank Loans versus High-Yield Excess Returns, 12/31/11-
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Sources: BofA Merrill Lynch, 58P, Past performance is not indicative of future results. You cannot invest directly inan
e For definition of
terms and 1indexes in the chart, please visit our glossary. In today’s market
environment, ‘investors are not only continuing to search for income but are also seeking
to limit 1interest rate risk. with those objectives in mind, bank Toan investment funds
have continued to rise in popularity. For many investors, we believe that substituting a
portion of your bank Toan portfolio for zero duration high yield could be an effective
means of reducing a portion of the unknown Tiquidity risk of a comparatively untested
asset class.

Important Risks Related to this Article

There are risks associated with investing, including possible Toss of principal. Non-
investment-grade debt securities (also known as high-yield or “junk” bonds) have Tlower
credit ratings and involve a greater risk to principal. Fixed income 1investments are
subject to interest rate risk; their value will normally decline as interest rates rise.
The duration Funds seek to mitigate interest rate risk by taking short positions in U.S.
Treasuries, but there 1is no guarantee this will be achieved. Derivative investments can
be volatile, and these investments may be Tess 1liquid than other securities, and more
sensitive to the effects of varied economic conditions.

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

Senior loans : a privately arranged debt obligation between a company and a bank that
is generally senior to other creditor.

Collateralized loan obligations : a security whose value is determined by pool of
bank Toan.
Interest rate risk : The risk that an investment’s value will decline due to an

increase in interest rates.

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.

Credit quality : A measure of a borrowers potential risk of default.

Liquidity : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high Tevel
of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Atomic settlement : The 1instant exchange of two assets that are Tlinked, such that the
transfer of one occurs only upon transfer of the other one.

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

decreasing the amount of bonds it purchases.
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