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Risk mitigation has been an increasing focus for our clients in managing their fixed

income portfolios. Not coincidentally, it also lies at the core of our research into the

development of fundamentally weighted fixed income Indexes. Nowhere is this more

relevant than when investing in more speculative credits. Focusing on fundamentals,

particularly today, should be of extreme importance to investors when considering

allocations to the high-yield market. Constructing a portfolio through a market

capitalization-weighted approach, or, to put it another way, agreeing to lend a risky

borrower more money simply because they have issued more debt, lacks investment

intuition, in our view. In order to combat this shortcoming, we sought to create Indexes

that screen by fundamentals and tilt toward income. For the high-yield investor, the

greatest risk is that a company falls into distress and ultimately defaults. As a

result, the focus of our fundamental research was to understand ways to mitigate this

risk. Our intuition and initial research pointed us to the importance of cash flows. If

you think about it, a large majority of companies in distressed situations often got

there because of cash flow problems. Companies with inadequate or negative free cash

flow (FCF) find themselves constantly under pressure to find the necessary resources to

service their debts on time. If a leveraged business does not generate sufficient cash

flow, its only other option may be to tap short-term revolvers, raise additional debt or

equity, or generate cash via asset sales. With only a limited set of options, companies

with sustained negative trends in cash flow may eventually become insolvent. To study

the efficacy of cash flow and other fundamental factors for high yield, we screened the

universe of all publicly listed, U.S.-domiciled issuers of high-yield debt that were

downgraded by the major ratings agencies between 2006 and 2016. The timeliness and

accessibility of audited financials and market information for the credits gave the

analysis breadth and depth. While our investment-grade strategy relies on ranking

companies by their fundamentals into five quintiles, our approach to high yield is even

more direct. If an issuer has had positive FCF, on average, over the previous five

years, it is eligible for inclusion in our Index1. If cash flows turn negative, on

average, over a rolling five-year period, that issuer is excluded from the Index. Below,

we summarize the impact that focusing on FCF can have on a portfolio of high-yield

corporate bonds. Risk Statistics [May 31, 2006 – March 31, 2016]       

 Per the above table,

high-yield issuers with positive FCF boosted total returns by 160 basis points (bps) per

year while also reducing volatility by 260 bps per year compared to issuers with

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/blog/glossary#fundamentals
https://wisdomtree.com/blog/glossary#credit
https://wisdomtree.com/blog/glossary#high-yield
https://wisdomtree.com/blog/glossary#market-capitalization-weighting
https://wisdomtree.com/blog/glossary#default
https://wisdomtree.com/blog/glossary#cash-flows
https://wisdomtree.com/blog/glossary#revolver
https://wisdomtree.com/blog/glossary#rating-agencies
https://wisdomtree.com/blog/glossary#investment-grade
https://wisdomtree.com/blog/our-fundamental-approach-to-investment-grade-corporate-credit
https://wisdomtree.com/-/media/US-Media-Files/blog/wp-content/uploads/Risk-Stats2,-d-,gif.ashx
https://wisdomtree.com/blog/glossary#basis-point
https://wisdomtree.com/blog/glossary#volatility


negative FCF. In our view, this provided a meaningful increase in risk-adjusted returns

for a notoriously volatile segment of the bond market. While enhancing risk-adjusted

returns is beneficial, we also understand that many investors ultimately invest in high-

yield bonds for income. In most instances, quality can often result in a sacrifice in

yield. In step two of our Index construction process, we seek to add back “quality” risk

to the portfolio by tilting the final weights of securities in the portfolio toward

income. Ultimately, we believe that fundamentals are important when making investment

decisions. While focusing on fundamentals is no guarantee of positive returns, blindly

investing in the debt of the most indebted, risky borrowers seems ill-advised. Through

our research, we believe that by focusing on free cash flow, investors could create a

more intuitive approach to high-yield corporate credit.         1WisdomTree Fundamental

U.S. High Yield Corporate Bond Index.

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally

decline as interest rates rise. In addition, when interest rates fall, income may

decline. 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.

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)
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 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

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

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.

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

of default than investment-grade securitie.

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.

Default : A failure to meet the legal obligations (or conditions) of a loan.

Cash flows : a measure of how much cash a business generates after taking into account

all the necessary expenses, including net capital expenditures.

Revolver : Term used for a revolving credit line.

Investment grade   : An investment grade is a rating that signifies a municipal or

corporate bond presents a relatively low risk of default.

Basis point : 1/100th of 1 percent.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.
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