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on Tlast week’s podcast, we spoke to Ben Lavine, Chief Investment Officer of 3D Asset
Management, and Martin Fridson, cChief 1Investment Officer of Lehmann Livian Fridson
Advisors, LLC. The first half of the conversation focused on how 3D Asset incorporates f
actor-based portfolio strategies into global asset allocation exchange-traded fund (ETF)
portfolios. In the second half, the focus turned to the current state of the high-yield

bond market with Fridson. Below are some highlights of the podcast:

with Ben Lavine, we discussed:

e How 3D Asset was founded originally as a Dimensional Fund Advisors TAMP (turnkey
asset management program) but transitioned to providing factor-based ETF portfolio
strategies due to their belief in the benefits of the ETF structure. The 3D Asset
models focus on global diversification, Tlong-term strategic investing and factor-
based investing. In many ways, 3D Asset was trying to replicate the small-cap and
value tilts from Dimensional Fund Advisors (DFA) with the improved ETF structure.

e Why and how 3D 1incorporated factor investing into the fixed income markets using an
enhanced core index for their aggregate bond exposure. 3D Asset is also a firm that
does not utilize high-yield bonds due to their correlation to equities and usage of
fixed income only in investment grade.

e How the typical active core bond manager will tilt exposures around credit and
duration risk but that many of these things can be done systematically.

In our conversation with Martin Fridson, we discussed:

e Spreads are currently tight due to fundamentals being sound. Default rates are
expected to be only around 3% over the next 12 months, when the historical average

is around 4.5%-although there are not many “average-looking” years with high
variance. According to Fridson, the economy 1is not growing quickly, but fast enough
to prevent high-yield bonds from defaulting.

e Given the risk Tlevels Fridson sees in the market place, historical spreads from
Fridson’s fair value model would suggest a normal high-yield bond spread of 600
basis points (bps) over Treasuries. Spreads are currently at 375 bps—225 bps Tower

than normal.2 A Tlevel of 125 bps would be an extreme in Fridson’s work-so current
spreads are at an “extreme” of extreme levels of overvaluation in his work.
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e In the income category, Fridson sees better value in preferred securities, REITs and
master limited partnerships, which are still feeling the aftershocks of the drop in
0oil prices. However, some of these businesses connected to oil are more 1like toll
roads putting oil through pipelines that should be less sensitive to drops in oil
prices.

e How Fridson sees ETFs impacting the high-yield bond market. There is market-wide
fear that ETFs will accentuate declines in the next big downturn, with ETFs dumping
securities. Fridson’s view is that downturns in the high-yield market are always
ugly and naturally liquidity can dry up during those times. The dealers making
markets in bonds feel no obligation to stand in and buy bonds going down, and,
therefore, the dealers tend to just step aside during sell-offs. Fridson’s basic
view 1is that speculators who utilize ETFs today had other vehicles to achieve
exposure 1in prior markets—so that in many ways today’s marketplace 1is Tittle
different.

It was a pleasure speaking to both Fridson, one of the true experts in the high-yield
bond category, and Lavine, one of the early adopters of factor investing in building ETF
portfolios. Listen to the full conversation here:

lsource: 3Julie Hammond, “Predicting Bond Default Rates: Martin Fridson’s Method,” 70th
CFA Institute Annual Conference, 8/22/16.

2gofA Merrill Lynch US High Yield option-Adjusted Spread at 374 bps as of 5/31/17
(https://fred.stlouisfed.org/series/BAMLHOAOHYM2)

Important Risks Related to this Article
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Fixed income -investments are subject to interest rate risk; their value will normally
decline as 1interest rates rise. In addition, when dinterest rates fall, dincome may
decline. Fixed income 1investments 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 issuer’s ability to make such payments will cause the price
of that bond to decline.

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

Factor-based : strategies that focus on groups of firms thought to share common
attributes, be it in terms of their fundamentals or their share price behavior.

High Yield cCorporate (Bond) : a type of corporate bond that offers a higher rate of

interest because of its higher risk of default.

small caps : new or relatively young companies that typically have a market
capitalization between $200 million to $2 billion.

value : cCharacterized by lower price levels relative to fundamentals, such as earnings
or dividends. Prices are Tower because investors are less certain of the performance of
these fundamentals in the future. This term is also related to the value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

correlation : Statistical measure of how two sets of returns move in relation to each
other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two
subjects of analysis move in Tockstep with each other. A correlation of -1 means the two
subjects of analysis have moved in exactly the opposite direction.

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

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.

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.

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

Basis point : 1/100th of 1 percent.

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.

Real estate investment trust (REIT) : Investment structure containing a basket of
different exposures to real estate, be it directly in properties or 1in mortgages.
Returns predominantly relate to changes 1in property values and dincome from rental

payments.

Master limited partnership (MLP) : Investment structure where holdings typically must
derive most of their cash flows from real estate, natural resources or commodities,
combining the tax benefits of a partnership—taxes occur when holders receive

distributions—with the liquidity of a publicly traded company.
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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 1liquid asset.
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