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Has the fixed income arena entered a new phase? While the lion’s share of attention has been given to interest rate
developments for quite some time now, another topic for discussion has been where we are in terms of the U.S. credit
cycle. Specifically, the debate has centered on whether the corporate bond market has entered the bottom of the ninth
inning of the current cycle or whether the time frame is more akin to being in the sixth or seventh inning. Interestingly, in
sticking with this baseball analogy, there does seem to be agreement that credit is not in the first few innings.

 

For this blog post, the focus will be on U.S. high yield (HY), particularly because if one was to see the first signs of stress,
the argument could be made that this is the sector where investors should turn their attention. Over the last six months,
investors have witnessed two episodes where HY spreads have visibly widened. The first of these episodes occurred

during late October to mid-November of last year, when spreads rose 53 basis points (bps).1 The second occurrence was
more recent, as HY differentials moved from more than a decade low of 311 bps on January 26 up to 369 bps two weeks

later, representing a widening of 58 bps.2

 

U.S. Speculative-Grade Issuer Default Rate vs. Recessions

 

It is interesting to note that in both cases the widening trends were rather brief (two to three weeks) and of similar
magnitudes. In addition, both times the sell-off was short-lived, as buyers re-emerged and compressed spreads back
down. 

 

A more headline-grabbing metric is the default rate. According to Moody’s, since Q4 2010, the U.S. speculative-grade
issuer default rate has been relatively contained. The only notable exception occurred in the mid-2016 to early 2017
period, a by-product of the energy-induced sell-off that transpired when crude oil prices plummeted to between $26 and
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$28 per barrel. As a result, the default rate rose to 5.81% in January 2017, and subsequently dropped to 3.43%3 by
December of that year.

 

Another interesting aspect to the high-yield default rate is whether it can help foretell a potential recession. As the graph
illustrates, the results have been somewhat mixed on that front and really didn’t provide much guidance from 1970 into
the early 1980s. However, in the case of the 1990–1991 and 2001 economic downturns, an ascending trend did serve as a
precursor for the subsequent recessions. In both instances, the HY default rate not only rose ahead of the downturn but
also continued to increase and remain elevated even after the recession was officially deemed to have ended, before
resuming a downward trajectory. In fact, default rates reaching double-digit territory was also the norm. For the record,
there was no predictive value for the financial crisis and/or the great recession. 

 

Conclusion

 

As of March of this year, that measure has crept back up to 3.92%, which is still measurably below the 20-year average
rate of 4.65%. For the record, the overall peak reading is 14.74%, which was registered as a result of the financial crisis in
November 2009. Looking ahead, Moody’s forecasts the HY default rate will drift back down as 2018 progresses, finishing

the year at 2.39%.4 After taking into consideration spread activity and the forward-looking approach to the HY default
rate, we would tend to fall into the camp that considers the credit cycle to be in the sixth or seventh inning.

 

 

 

 

 

1Source: Bloomberg, as of 4/17/08.
2Source: Bloomberg, as of 4/17/18.
3Source: Moody’s, as of 4/17/18.
4Source: Moody’s, as of 4/17/18.

For standardized performance and the most recent month-end performance click here NOTE, this material is 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. investors 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 investments in 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 its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal 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 instruments 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
indication 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
its 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
liability for any direct, indirect, special, incidental, punitive, consequential (including loss 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.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

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

High Yield  : Sometimes referred to as “junk bonds,” these securities have a higher risk of default than investment-grade
securitie.

Basis point  : 1/100th of 1 percent.

Recession  : two consecutive quarters of negative GDP growth, characterized generally by a slowing economy and
higher unemploymen.
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