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Our base case is that the credit cycle will not turn in 2020. Investors will likely continue to seek income in higher-yielding
fixed income assets. 

An important topic in credit strategy research in 2019 was the high return dispersion across corporate bond markets.
Investors appear more discerning between good and bad bonds.

Given this situation, we are advocating for an up-in-quality trade for high yield (HY) investors who rely on fundamentals

as opposed to credit ratings agencies.1 

Animal Spirits, But Tread Cautiously…

Following a decreased probability of risks boiling over (e.g., hard Brexit, escalations in the U.S./China trade war) and a
reversal in Federal Reserve (Fed) rate hikes, animal spirits were revived in 2019.

The result? 

In 2019, the S&P 500 Index returned 31.5% and U.S. HY option-adjusted spreads narrowed 190 basis points (bps), with

the highest quality rung of the market outperforming: BBs.2 

But what’s driving this?

We believe investing in quality was a prudent approach for 2019 and will continue into 2020. While an outright recession
is not our base case, U.S. growth is still expected to remain moderate, at best. In terms of corporate bond fundamentals,

debt levels are elevated with the nonfinancial corporate debt/GDP ratio at 47%, near historic highs3.

Going Up in Quality for 2020

The Bloomberg Barclays U.S. Corporate High Yield Index has a yield to worst of 5.19%4. If the credit cycle runs on, as we
believe it will, investing in U.S. High Yield could be advantageous for investors seeking income. 

It’s our belief that discerning between strong and weak credits will be a significant factor for total returns in 2020. One
way to do this is by allocating to bonds with a higher credit rating. 

This was a rewarding trade in 2019, with high-yield BBs outperforming high-yield CCCs by roughly 600 bps.5 But it looks
like the easy money in this trade may be behind us. We therefore recommend an up-in-quality trade but doing so using
security selection and investing in bonds with stronger fundamentals.

WisdomTree’s approach to high-yield credit investing is to isolate high-quality, high-yield bonds while still seeking a

comparable income profile to the high-yield bond market.6  

When designing our rules-based approach, our goal was to screen the high-yield bond market to potentially avoid

defaults/problematic credits.7 

Strategy Effectiveness

We track corporate fundamentals and defaults closely. In the table below, we break out the 10 largest defaults within the
credit universe of corporate bonds and bank loans through 2019.

Largest Defaults of 2019 as of Oct. 31
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While many factors are important, cash flow is a good place to start when evaluating the strength of an issuer, as cash
balances are easier to track than other accounting variables. We see in the table above that over the past five years, most
of the issuers either have been private issuers (providing less disclosure than publicly traded companies) or have
generated negative free cash flow, two of our quality screens.

Portfolio Impact8 

Avoiding some of the biggest defaults of the year serves as strong validation for our process. In the table below, we
summarize the overall default statistics for the WisdomTree High Yield Funds in 2019 through October, as well as that of
the broad high yield universe as proxied by the ICE BAML U.S. High Yield Index.

Defaults in High Yield in 2019 through Oct. 31

Please click the Funds’ respective tickers for standardized performance: WFHY, SFHY.

The WisdomTree U.S. High Yield Corporate Bond Fund (WFHY) managed to significantly improve the total par value as
well as the total number of defaults in 2019 through October 31 versus the ICE BofAML U.S. High Yield Index. 

The same story is true for the WisdomTree U.S. Short-Term High Yield Corporate Bond Fund (SFHY) , which had no
defaults in 2019.

It’s our belief that the WisdomTree approach to high-yield investing captured quality investments through our
fundamental screens, and the number of defaults could be a good proxy for the strategy’s ability to filter out bad bonds.

 

 

 

 

 

1An up-in-quality trade for HY is investing in the securities with higher credit quality per a rating agency or with stronger
fundamentals relative to comparable securities.
2Source: Bloomberg, as of 12/31/19. U.S. HY is a proxy for the Bloomberg Barclays U.S. Corporate High Yield Index.
High-yield BBs are proxied by the Bloomberg Barclays Ba U.S. High Yield Index. BB is a credit rating assigned by a credit
rating agency. Credit ratings represent the highest of each portfolio constituent as currently rated by Standard and
Poor’s, Moody’s or Fitch. Ratings are generally measured on a scale that ranges from AAA (highest) to D (lowest). Ratings
from AAA to BBB are considered investment-grade.
3WisdomTree, Federal Reserve, as of 9/30/19.
4Bloomberg, as of 12/31/19.
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5Source: Bloomberg, as of 12/31/19. High-yield BBs are proxied by the Bloomberg Barclays Ba U.S. High Yield Index.
High-yield CCCs are proxied by the Bloomberg Barclays Caa U.S. High Yield Index.
6The U.S. high-yield bond market is proxied by the Bloomberg Barclays U.S. High Yield Bond Index.
7We consider problematic credits within the U.S. high yield universe to be those which trade at very low prices.
8Any views or analysis relating to the WisdomTree U.S. High Yield Corporate Bond Fund (WFHY) or the WisdomTree U.S.
Short-Term High Yield Corporate Bond Fund (SFHY) are provided by Kevin Flanagan.
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There are risks associated with investing, including possible loss of principal. Fixed income investments are subject to
interest rate risk; their value will normally decline as interest rates rise. High-yield or “junk” bonds have lower credit
ratings and involve a greater risk to principal. 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. While the Fund attempts to limit credit and
counterparty exposure, the value of an investment in the Fund may change quickly and without warning in response to
issuer or counterparty defaults and changes in the credit ratings of the Fund’s portfolio investments. Please read each
Fund’s prospectus for specific details regarding the Fund’s risk profile.

Credit ratings apply to the underlying holdings of the Fund, not to the Fund itself. Standard & Poor’s, Moody’s and Fitch
study the financial condition of an entity to ascertain its creditworthiness. The credit ratings reflect the rating agency’s
opinion of the holding’s financial condition and histories. The ratings displayed are based on the highest of each
portfolio constituent as currently rated by Standard & Poor’s, Moody’s or Fitch. Long-term ratings are generally
measured on a scale ranging from AAA (highest) to D (lowest), while short-term ratings are generally measured on a
scale ranging from A-1 to C.

 

For the top 10 holdings of WFHY please visit the Fund's fund detail page at https://www.wisdomtree.com/investments/e
tfs/fixed-income/wfhy

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.
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DEFINITIONS

credit cycle  : the process in which the pricing of and access to credit evolves over time.

Yield  : The income return on an investment. Refers to the interest or dividends received from a security that is typically
expressed annually as a percentage of the market or face value.

High Yield Corporate (Bond)  : a type of corporate bond that offers a higher rate of interest because of its higher risk of
default.

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

Brexit  : an abbreviation of “British exit” that mirrors the term Grexit. It refers to the possibility that Britain will withdraw
from the European Unio.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Rate Hike  : refers to an increase in the policy rate set by a central bank. In the U.S., this generally refers to the Federal
Funds Target Rate.

S&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the Standard and Poor’s Index
Committee designed to represent the performance of the leading industries in the United States economy.

Basis point  : 1/100th of 1 percent.

BB-Rated  : The least speculative bucket of non-investment grade status for S&P. These issuers may be vulnerable to
adverse business and economic conditions ultimately impacting their ability to meet financial commitments.

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

Yield to worst  : The rate of return generated assuming a bond is redeemed by the issuer on the least desirable date for
the investor.

ICE BofAML US High Yield Index (H0A0)  : The ICE BofAML US High Yield Index tracks the performance of the universe
of US dollar denominated below investment grade corporate debt publicly issued in the US market.
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