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Predating the development of capital markets, loans are the most basic and
common financing instrument. Historically, they were bilateral agreements
between a borrower and a lender, typically a lending bank. The terms of the loan
were strictly private and the lending bank kept the loan on its books until it
matured or the borrower defaulted. Thus, loans were the private domain of
banks and were not open to outside investors. That all started to change in the
mid-1980s.
The large leveraged buyout (LBO) boom of the era required a new way to
finance deals. Syndicated loans, together with high-yield bonds, became the
dominant way for issuers to tap banks and other institutional capital providers for
loans. Senior loans are made to leveraged borrowers—issuers whose credit
ratings are speculative grade and who are paying spreads (premiums above
LIBOR or another base rate) sufficient to attract the interest of non-bank term
loan investors. Senior loans may offer investors the most potential in the
syndicated loan market.
In 2001, together with Loan Syndications and Trading Association (LSTA), S&P
Indices launched the S&P/LSTA Leveraged Loan Index (LLI) to serve as a
benchmark measurement and a source of information for this asset class. In
2008, to further service the investment community, S&P Indices launched the
S&P/LSTA U.S. Leveraged Loan 100 Index (LL100), a daily tradable index that
seeks to measure the performance of the 100 largest institutional senior loans
drawn from the broader LLI index. The history of the LL100 index goes back to
2002. Unless otherwise specified, the analysis of market returns for senior loans
in this paper is based on the LL100 index.

Size of the Market
The amount of senior loans outstanding has grown dramatically over the past 15
years to approximately USD 540 billion as of December 31, 2012 (see Exhibit 1).
The amount of
senior loans
outstanding has
grown dramatically
over the past 15
years.

Exhibit 1: Senior Loans: Amount Outstanding (USD Billions)

Source: S&P Leveraged Commentary & Data (LCD). Data as of Dec. 31, 2012. Charts are provided for
illustrative purposes.
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In the current environment, senior loans have several investment
characteristics that may make them appear to be attractive to some
investors:





Senior loans can generate attractive yield.
Senior loans are floating-rate instruments. In a rising interest rate
environment, one would expect loans to hold value while bonds suffer
losses.
Senior loans are generally less volatile than high-yield bonds.
Senior loans are not strongly correlated with equities or investment-grade
bonds, the core holding of typical investment portfolios. Therefore,
senior loans may provide an additional level of diversification.

We will explore each of the characteristics in detail.

Income Generation
Senior loans may
generate higher
yields over stocks
and investmentgrade bonds.

Exhibit 2 below compares the current yield of the benchmark instruments.
Senior loans may generate higher yields over stocks and investment-grade
bonds. As expected, the yields are generally less than those of high-yield
bonds. However, as discussed further below, senior loans may offer some
advantages over high-yield bonds.
Exhibit 2: Yield Comparisons: Senior Loans Versus Other Asset Classes

Source: S&P Dow Jones Indices. Data as of Dec. 31, 2012. Charts are provided for illustrative purposes.
The Leverage Loan 100 yield is represented by S&P/LSTA U.S. Leveraged Loan 100 index. The US 10yr
Treasury, US IG Corporate Bond and US HY Corporate Bond yields are represented by the effective yield
of Bank of America Merrill Lynch Indices.
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Senior Loans Versus High-Yield Bonds
The size of the senior loan market is comparable to that of the high-yield
bond market (see Exhibit 3). However, senior loans are floating-rate
instruments, which have coupon resets periodically with the prevailing
benchmark for the interest rate. High-yield bonds, on the other hand, are
fixed-rate instruments whose values are very sensitive to rising interest
rates. The current average effective duration of high-yield bonds, as
measured by the Bank of America Merrill Lynch U.S. Corporate High-Yield
Bond Index, is 4.28. This means that if the interest rates rise 2.5% from their
current levels, the market value of the high-yield bonds could lose 10.7%
due to interest moves alone while the floating-rate senior loan would not be
affected by the interest rate.
Exhibit 3: Senior Loans Versus High Yield Bond: Amount Outstanding (USD Billions)

The returns of
senior loans are
less volatile than
those of high-yield
bonds.

Source: S&P LCD. Data as of Dec. 31, 2012. Charts are provided for illustrative purposes.

In addition, the returns for senior loans are less volatile than those of high-yield
bonds. Exhibit 4 shows the rolling 12-month annualized volatility of monthly returns
for senior loans as compared to those of high-yield bonds. The market returns from
the senior loans exhibit consistently lower volatility than those from the high-yield
bond market.
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Exhibit 4: 12-Month Annualized Volatility
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Sources: S&P LCD and Barclays Capital. Data as of Dec. 31, 2012. Charts are provided for
illustrative purposes. This chart may reflect hypothetical historical performance. Please see the
Performance Disclosure at the end of this document for more information regarding the inherent
limitations associated with back-tested performance.

Correlations of Senior Loans to Other Asset Classes
The five-year correlation to other major assets classes in Exhibit 5 is calculated
based on monthly returns for senior loans.
Exhibit 5: Five-Year Correlation Between Senior Loans and Other Asset Classes

Senior Loan

High-Yield Bond

Investment-Grade
Bond

S&P 500 TR

Mid-Term
Treasury Bond

90%

31%

67%
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Source: S&P Dow Jones Indices and Barclays Capital as of Dec. 31, 2012. Tables are provided for
illustrative purposes. This table may reflect hypothetical historical performance. Please see the
Performance Disclosure at the end of this document for more information regarding the inherent
limitations associated with back-tested performance. Senior Loans are represented by S&P/LSTA U.S.
Leveraged Loan 100 index. The investment-grade bond is represented by the Barclays Capital U.S.
Investment-Grade Corporate Bond Index. The high-yield bond is represented by the Barclays Capital U.S.
Corporate High-Yield Bond Index. The midterm Treasury bond is represented by the S&P/BGCantor 7-10
Year Treasury Bond index.

As expected, senior loans are highly correlated to high-yield bonds. However, they
are negatively correlated with U.S. Treasury bonds. For a typical investor whose
fixed income allocation is predominately in U.S. Treasury bonds, there may also be
benefits to diversifying with senior loans. As of December 31, 2012, senior loans as
measured by the LL100 index had an annualized return of 5.92% for the past five
®
years, compared with a 1.66% annualized return for the S&P 500 .

4

Practice Essentials | Fixed Income 101: Understanding Senior Loans

Risks of Investing in Senior Loans
Investing in senior loans also carries some considerable risks. Senior loans are
typically debts of subinvestment-grade companies with high leverage. Loan prices
can drop precipitously during a credit crisis, like the one witnessed in 2007 to 2008,
when the rapid unwinding of leverage and shut down of the credit market caused
the deep sell-off of senior loans. The same situation may happen again. In
addition, default on payment is the real and dominant risk associated with senior
loans, with or without systematic economic risks. Although senior loans are
secured by the assets of the operating company (the terms are superior to those of
high-yield bonds, which are generally unsecured), they may still suffer losses when
the company defaults.

Accessing the Senior Loan Market
Senior loan ETFs can
provide diversified
exposures represented by
an index, and the abilities to
buy and sell close to a
fund’s net asset value and
to enjoy stock-like intraday
liquidity.

Access to the loan market can be achieved through the following types of funds:







Daily access mutual funds: These are traditional open-end mutual fund
products that allow investors to buy or redeem shares daily at the fund’s net
asset value.
Continuously offered closed-end funds: These were the first loan mutual
fund products. Investors can buy into these funds daily at the fund’s net asset
value (NAV). Redemptions, however, are made via monthly or quarterly
tenders, rather than daily like the open-end funds. To make sure redemptions
can be met, many of these funds, as well as daily access funds, set up lines of
credit to cover withdrawals above and beyond cash reserves.
Exchange-traded closed-end funds: These are funds that trade on a stock
exchange. Typically, the funds are capitalized by an initial public offering.
Thereafter, investors can buy and sell shares, but may not redeem them. The
manager can also expand the fund via rights offerings. Typically, they are only
able to do so when the fund is trading at a premium to its NAV, a provision that
is typical of closed-end funds regardless of the asset class.
Exchanged-traded funds (ETFs): In March 2011, Invesco introduced the first
index-based exchange-traded fund, PowerShares Senior Loan Portfolio
(BKLN), which is based on the S&P/LSTA U.S.Leveraged Loan 100 Index.

Senior loan ETFs can provide diversified exposures represented by an index and
the abilities to buy close to NAV, sell close to NAV, and enjoy stock-like intraday
liquidity.

Want more? Sign up to receive complimentary updates on a
broad range of index-related topics and events brought to you by
S&P Dow Jones Indices.

5

Practice Essentials | Fixed Income 101: Understanding Senior Loans

Performance Disclosure
The inception date of the S&P/LSTA U.S. Leveraged Loan 100 Index was October 20, 2008, at the market close. All information presented
prior to the index inception date is back-tested. Back-tested performance is not actual performance, but is hypothetical. The back-test
calculations are based on the same methodology that was in effect when the index was officially launched. Complete index methodology
details are available at www.spindices.com.
The inception date of the S&P/BGCantor U.S. Treasury Bond Indices was March 24, 2010, at the market close. All information presented prior
to the index inception date is back-tested. Back-tested performance is not actual performance, but is hypothetical. The back-test calculations
are based on the same methodology that was in effect when the index was officially launched. Complete index methodology details are
available at www.spindices.com.
Past performance of the Index is not an indication of future results. Prospective application of the methodology used to construct the Index
may not result in performance commensurate with the back-test returns shown. The back-test period does not necessarily correspond to the
entire available history of the Index. Please refer to the methodology paper for the Index, available at www.spdji.com for more details about
the index, including the manner in which it is rebalanced, the timing of such rebalancing, criteria for additions and deletions, as well as all
index calculations. It is not possible to invest directly in an Index.
Another limitation of back-tested hypothetical information is that generally the back-tested calculation is prepared with the benefit of hindsight.
Back-tested data reflect the application of the index methodology and selection of index constituents in hindsight. No hypothetical record can
completely account for the impact of financial risk in actual trading. For example, there are numerous factors related to the equities (or fixed
income, or commodities) markets in general which cannot be, and have not been accounted for in the preparation of the index information set
forth, all of which can affect actual performance.
The Index returns shown do not represent the results of actual trading of investable assets/securities. S&P Dow Jones Indices LLC maintains
the Index and calculates the Index levels and performance shown or discussed, but does not manage actual assets. Index returns do not
reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the Index or investment funds that are
intended to track the performance of the Index. The imposition of these fees and charges would cause actual and back-tested performance of
the securities/fund to be lower than the Index performance shown. As a simple example, if an index returned 10% on a US $100,000
investment for a 12-month period (or US$ 10,000) and an actual asset-based fee of 1.5% was imposed at the end of the period on the
investment plus accrued interest (or US$ 1,650), the net return would be 8.35% (or US$ 8,350) for the year. Over 3 years, an annual 1.5% fee
taken at year end with an assumed 10% return per year would result in a cumulative gross return of 33.10%, a total fee of US$ 5,375, and a
cumulative net return of 27.2% (or US$ 27,200).
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General Disclaimer
Copyright © 2013 by S&P Dow Jones Indices LLC, a subsidiary of McGraw Hill Financial, Inc., and/or its affiliates. All rights reserved. Standard & Poor’s
and S&P are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”), a subsidiary of McGraw Hill Financial, Inc. Dow Jones is a
trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). Trademarks have been licensed to S&P Dow Jones Indices LLC. Redistribution,
reproduction and/or photocopying in whole or in part are prohibited without written permission. This document does not constitute an offer of services in
jurisdictions where S&P Dow Jones Indices LLC, Dow Jones, S&P or their respective affiliates (collectively “S&P Dow Jones Indices”) do not have the
necessary licenses. All information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any person, entity or group of
persons. S&P Dow Jones Indices receives compensation in connection with licensing its indices to third parties. Past performance of an index is not a
guarantee of future results
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments based on
that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other investment vehicle that is offered
by third parties and that seeks to provide an investment return based on the performance of any index. S&P Dow Jones Indices makes no assurance
that investment products based on the index will accurately track index performance or provide positive investment returns. S&P Dow Jones Indices
LLC is not an investment advisor, and S&P Dow Jones Indices makes no representation regarding the advisability of investing in any such investment
fund or other investment vehicle. A decision to invest in any such investment fund or other investment vehicle should not be made in reliance on any of
the statements set forth in this document. Prospective investors are advised to make an investment in any such fund or other vehicle only after carefully
considering the risks associated with investing in such funds, as detailed in an offering memorandum or similar document that is prepared by or on
behalf of the issuer of the investment fund or other investment vehicle. S&P Dow Jones Indices LLC is not a tax advisor. A tax advisor should be
consulted to evaluate the impact of any tax-exempt securities on portfolios and the tax consequences of making any particular investment decision.
Inclusion of a security within an index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, nor is it considered to be
investment advice.
These materials have been prepared solely for informational purposes based upon information generally available to the public from sources believed to
be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data, model, software or other application
or output therefrom) or any part thereof (Content) may be modified, reverse-engineered, reproduced or distributed in any form by any means, or stored
in a database or retrieval system, without the prior written permission of S&P Dow Jones Indices. The Content shall not be used for any unlawful or
unauthorized purposes. S&P Dow Jones Indices and its third-party data providers and licensors (collectively “S&P Dow Jones Indices Parties”) do not
guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any errors or
omissions, regardless of the cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P
DOW JONES INDICES PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS
OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY
SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any direct, indirect,
incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation,
lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.
To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain
regulatory purposes, S&P Ratings Services reserves the right to assign, withdraw or suspend such acknowledgement at any time and in its sole
discretion. S&P Dow Jones Indices, including S&P Ratings Services disclaim any duty whatsoever arising out of the assignment, withdrawal or
suspension of an acknowledgement as well as any liability for any damage alleged to have been suffered on account thereof.
Affiliates of S&P Dow Jones Indices LLC may receive compensation for its ratings and certain credit-related analyses, normally from issuers or
underwriters of securities or from obligors. Such affiliates of S&P Dow Jones Indices LLC reserve the right to disseminate its opinions and analyses.
Public ratings and analyses from S&P Ratings Services are made available on its Web sites, www.standardandpoors.com (free of charge), and
www.ratingsdirect.com and www.globalcreditportal.com (subscription), and may be distributed through other means, including via S&P Rating Services
publications and third-party redistributors. Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of
their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not available to other business
units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain non-public information received in
connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities, investment
advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive fees or other economic
benefits from those organizations, including organizations whose securities or services they may recommend, rate, include in model portfolios, evaluate
or otherwise address.

