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Trading activity in the U.S. corporate bond market thus far in 2016 has certainly resembled a roller-coaster ride. Indeed,
two distinct patterns have been on display, as early weakness has given way to a newfound trend of improvement. This
volatility has highlighted the notion that credit quality will remain an active consideration for the fixed income investor.
The pertinent question to ask is, has the fundamental backdrop changed all that much over the last three to four months?
Certainly, the widening in credit spreads that occurred earlier in the year was a function of the broader markets reacting
to disappointing economic data here in the U.S., as well as concerns about global growth prospects, with a particular
focus on China. In addition, the plunge in oil prices played an integral role, resulting in heightened anxieties regarding
the risks of a potentially elevated pace of downgrades, and more importantly defaults, for energy-related issues.
Although the U.S. corporate bond market has rebounded in a visible fashion from midwinter, investors are still faced with
the prospect of potentially negative headlines. To provide some perspective, additional news stories regarding potential
default fallout from the plunge in energy prices remains a distinct possibility. Conventional wisdom seems to be
gravitating toward the U.S. speculative-grade, or high-yield, default rate rising to the 6% threshold, or essentially double
the 3.17% trailing 12-month figure that Moody’s Investors Service registered in December 2015. Our research has
identified some key factors to focus on when trying to foreshadow future downgrades and defaults. For investment-grade
(IG) corporates, we found that analyzing quarterly levels of free cash flow over debt service, leverage ratio (total debt vs.
total assets) and return on invested capital (ROIC) over time helped identify potential downgrade candidates by one of
the major ratings agencies (figure 1).   Figure 1: Trailing 8Q Median of Fundamental Factor Levels Relative to
Sector Peers Prior to Downgrade

 For the high-yield (HY)
universe, it is important to note that a large majority of companies in distressed situations tend to begin with cash flow
problems. Against this backdrop, similar to the IG analysis, our work revealed that companies with sustained negative
free cash flow often experienced an eventual downgrade (figure 2). It is important to keep in mind that within the HY
sector there is less cushion on this front, and downgrades can lead to default concerns quickly.   Figure 2: High-Yield
Corporates: Free Cash Flow Prior to Distress
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 WisdomTree has been at the
forefront of smart beta for some time, and we are now taking the next step forward for investors, and that is using this
same approach for fixed income. Specifically, the fundamental, or smart beta, methodology follows a rules-based
approach to fixed income investing with the emphasis being on fundamentals, not market cap. In this case, we utilize the
above analysis, and for IG, cut the worst 20% from the defined universe. In HY, we eliminate all issuers with negative free
cash flow and also remove the 5% with the lowest estimated liquidity. WisdomTree fixed income fundamentally-based,
or smart beta, products-The WisdomTree Fundamental U.S. Corporate Bond Fund (WFIG), the WisdomTree
Fundamental U.S. Short-Term Corporate Bond Fund (SFIG) , the WisdomTree Fundamental U.S. High Yield Corporate
Bond Fund (WFHY) and the WisdomTree Fundamental U.S. Short-Term High Yield Corporate Bond Fund (SFHY)
emphasize a qualitative approach, with a tilt toward income. With interest rates expected to remain in a range-bound
pattern and credit concerns (downgrades and defaults) making headlines, fixed income investors will likely be searching
for solutions that provide relative income opportunities in an environment in which increased credit quality is desired.
With that in mind, we believe fixed income investors would benefit from a fundamental, rules-based approach to
investing.   Conclusion The WisdomTree fundamental fixed income Funds can be used as either a substitute or
complement in a fixed income portfolio. They fit inside WisdomTree’s suite of fixed income products, potentially serving
as the allocation to U.S.-based fixed income, specifically in the credit sector.
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Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates rise. Fixed
income investments 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. 

High-yield or “junk” bonds have lower credit ratings and involve a greater risk to principal.  

While the Funds attempt to limit credit and counterparty exposure, the value of an investment in the Funds may change
quickly and without warning in response to issuer or counterparty defaults and changes in the credit ratings of each
Fund’s portfolio investments. Please read each Fund’s prospectus for specific details regarding each Fund’s risk profile.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
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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.
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DEFINITIONS

Corporate Bonds  : a debt security issued by a corporation.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

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

Credit spread  : The portion of a bond’s yield that compensates investors for taking credit risk.

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

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

Leverage Ratio  : Total amount of debt given a total amount of assets i.e., total Debt divided by total asset.

Return on Invested Capital (ROIC)  : Measures the efficiency of invested capital and how it relates to generated returns.

Smart Beta  : A term for rules-based investment strategies that don’t use conventional market-cap weightings.

Market Capitalization  : Market cap = share prices x number of shares outstanding. Firms with the highest values receive
the highest weights in approaches designed to weight firms by market cap.

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

Credit  : A contractual agreement in which a borrower receives something of value now and agrees to repay the lender at
some date in the future.
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