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The “hawkish pause” from the Fed has captured the lion’s share of the headlines in the b

ond market of late, and rightfully so. Against this backdrop, investors have been left

to wonder: where is that recession nearly everyone was expecting by now? One area within

the U.S. fixed income arena where this discussion will continue to percolate is high yie

ld (HY). More importantly, just what has already been factored into the equation?

With the Fed raising rates at a historical pace in this cycle and recession still a

topic of conversation, the default rate becomes an integral part of the HY conversation.

Heading into this year, the U.S. speculative-grade default rate was residing at

historically low levels. To provide some perspective, according to Moody’s, the average

default rate for 2022 came in at 1.49%, or visibly below the long-run average of 3.94%.

Needless to say, given the expected unfavorable economic outlook and significantly

higher rate setting, it was widely anticipated the default rate would rise this year.

Through May, this was the case, as the reading has increased to a little over 3%, still

below the long-term average.

Based on the lagged effects of Fed rate hikes, a further increase in the U.S.

speculative-grade default rate seems to be a reasonable expectation as we move further

into the year. In fact, if the timing for the widely anticipated economic downturn gets

pushed into early 2024, it is also reasonable to expect elevated default readings

continuing into next year as well. Based on rating agencies’ projections, the default

rate could rise into the 4%–5% vicinity. However, from a historical perspective, that

number would definitely be on the low side. During prior recessionary periods of the

last 30 years, double-digit readings were being registered.

High-Yield Credit Spreads
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For definitions of terms in the graph above please visit the glossary.

A key metric for valuations in the HY sector comes from spread data. If negative news in

the form of higher default rates is expected, spreads would typically widen, especially

if defaults were being considered a worrisome development. As the above graph

illustrates, HY spreads have actually been range-bound thus far in 2023. There’s no

doubt HY spreads have widened from their 2021 low watermark (+262 basis points (bps)),

but they have remained roughly within their new elevated band of 400 bps to 500bps,

leading me to believe that the default rate setting outlined here may have already been

discounted for the most part.

For definitions of terms in the graph above please visit the glossary.

Nevertheless, with concerns about recession and a potential risk-off remaining a

prevalent part of the investment landscape discussion, a HY strategy that recognizes

this factor is an important consideration for investors. The WisdomTree U.S. High Yield 

Corporate Bond Fund (WFHY) employs a ‘screen for quality’ approach that focuses on only

public issuers and their attendant balance sheets. We found that eliminating the public

issuer universe with “negative cash flow” can serve as an important quality screen and

helps to address the elevated credit risk apparent in the market cap-weighted approach,

with the goal being to mitigate credit concerns, i.e., default risk, that can arise from

risk-off periods (recessions). As the above graph highlights, this strategy has been

rather effective, as the U.S. HY market cap default rate has been about 14.3%, while for

WFHY, it has been only 2% since inception.

Conclusion

The bottom-line message is that we believe “there’s income back in fixed income”, but

the current market environment has made it clear that a strategy that emphasizes

fundamentally sound companies with strong cash flows, such as WFHY, is prudent in a time

of economic uncertainty.
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Important Risks Related to this Article

There are risks associated with investing, including the 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 the Fund’s prospectus for

specific details regarding the Fund’s risk profile.

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.

Related Blogs

+ Debt Ceiling: Waiting for a Done Deal

+ Fed Watch: End of the Line?

+ A Nice Dose of “Don’t Fight the Fed”

Related Funds

+ WisdomTree U.S. High Yield Corporate Bond Fund

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

Hawkish  : Description used when worries about inflation are the primary concerns in

setting monetary policy decisions.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Bond market   : The bond market—often called the debt market, fixed-income market, or

credit market—is the collective name given to all trades and issues of debt securities.

Governments typically issue bonds in order to raise capital to pay down debts or fund

infrastructural improvements.

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

High Yield : Sometimes referred to as “junk bonds,” these securities have a higher risk

of default than investment-grade securitie.

Default Rates   : the frequency in which borrowers fail to fulfill their contractual

obligations.

Speculative grade : Speculative-grade bonds are issued by companies perceived to have

a lower level of credit quality compared to more highly rated, investment-grade,

companies.

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.

Basis point : 1/100th of 1 percent.

Risk-on/risk-off  : refers to changes in investment activity in response to perceived

risk. During periods when risk is perceived as low, investors tend to engage in higher-

risk investments. When risk is perceived as high, investors tend to gravitate toward

lower-risk investments.

Quality : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

Credit risk : The risk that a borrower will not meet their contractual obligations in

conjunction with an investment.

Market capitalization-weighting   : 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.
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