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Investors are nervous. In a recent JPMorgan survey,1 the bank highlighted that investment

-grade (IG) credit would likely face several headwinds through the end of the year due

to increased supply, less-favorable fundamentals and noise from the midterm elections.

In our view, a straightforward way to combat these challenges is by taking a fundamental

approach and increasing positions in the short end of the yield curve. Below, we

highlight these headwinds and then illustrate why we believe the WisdomTree Fundamental 

U.S. Short-Term Corporate Bond Fund (SFIG) can be a powerful tool in navigating tricky

markets.

 

Supply

 

In an earlier blog post, we highlighted the impact that increases in supply can have on 

corporate bond spreads. In classic Econ 101, if supply increases, then prices must

decrease. In the bond market, lower prices are synonymous with higher yields. When

supply increases and demand stays the same, borrowers may be forced to pay up to issue

new debt. As this happens, the broader market tends to underperform.

 

In their report, JPMorgan expects an additional $340 billion in borrowing through the

end of the year with nearly $100 billion being raised to finance M&A activity. With the

majority of benchmark IG issuance occurring in the 10- and 30-year sector, it’s likely

that credit spreads will need to widen to absorb this new supply. However, at the short

end of the curve, spreads tend to be much more driven by economic fundamentals. For this

reason, we believe that investors concerned about the relationship between credit

spreads and issuance should bias their portfolio to the shorter end. As we show in the

chart below, longer maturity issues tend to average about 50 basis points (bps) of

additional spread compared with shorter-maturity fixed income. This is driven by a few

factors, most notably that the longer the tenor, the more compensation an investor will

demand because of uncertainty. For an IG issuer, it’s extremely unlikely that their

business will experience a shock that would threaten their ability to pay you back in

the short run. Over 10 or even 30 years, the fundamentals of their business evolve along

with the business cycle. For this reason, the credit curve tends to be upward sloping.
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Fundamentals

 

During the later innings of a credit cycle, market capitalization weighting fixed income

can be problematic. Our rationale is simple: just because a company needs to borrow

money doesn’t mean that you should lend it to them. In JPMorgan’s note, it highlighted

that current angst in the market is focused on the amount of leverage on corporate

balance sheets, the challenging comps that may be around the corner once the short-term

impacts of tax reform roll off and how rising rates will impact borrowing costs. Put

another way, the market is concerned about leverage, profitability and long-run

solvency. Fortunately for investors, these are exactly the same factors that WisdomTree

identified when creating our fundamentally weighted fixed income indexes. While a market

cap-weighted approach owns every bond regardless of its fundamentals, in WisdomTree’s

approach,2 we seek to eliminate the bottom 20% of issuers based on leverage, return on in

vested capital (a measure of profitability) and free cash flow over debt service (a

measure of debt sustainability).

 

Politics

 

We can’t purport to have an edge when it comes to where the political winds will blow

this November, but as we’ve seen in recent history, uncertainty generally begets

volatility. In fixed income, two of the biggest sources of volatility are interest rate 

risk and credit risk. By shifting allocations from longer maturity IG to short-maturity

IG, investors are limiting their exposure to rising rates. Additionally, by focusing on

fundamentals versus a market cap-weighted approach, we seek to avoid the potential

volatility associated with credit ratings downgrades. While a higher-quality approach

often comes at a sacrifice in yield, the current spread (OAS) give up in our approach is

currently only 12 bps.3 In our view, slightly lower income potential is a small price to

pay given where we are in the current cycle.
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What about Total Returns?

 

At the end of the day, investors care about generating returns from their investments.

In the current environment, we believe our short-term, fundamental approach can help

investors navigate an increasingly aging credit cycle. While this approach has lagged

market cap over the last two years, we’re starting to see an interesting divergence

across the performance in all of our fundamental strategies. In the case of short-term

IG, while outperformance (and returns) have been modest, we believe our approach can

continue to add value given the concerns in the market through the end of the year. On

net, we believe interest rate risk may be a negative contributor to performance. Year-

to-date, this has been the primary determinant between generating positive returns

versus losing money.

 

WT IG Fixed Income vs. Market Cap 
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Conclusion

 

At this point, we believe a more cautious approach could be warranted. By focusing on

fundamentals and the short end of the yield curve, investors may be able to continue to

generate reasonable returns relative to market cap-weighted approaches via the

WisdomTree Fundamental U.S. Short-Term Corporate Bond Fund (SFIG).

 

 

 

 

1Sheila Xie et al., “JPMorgan Credit Market Outlook & Strategy,” JPMorgan, 4/17/18.

2Proxied by the WisdomTree Fundamental U.S. Corporate Bond Index (WT Intermediate) and

WisdomTree Fundamental U.S. Short-term Corporate Bond Index (WT Short-Term IG).

3Comparing the WisdomTree Fundamental U.S. Short-term Corporate Bond Index and the Markit

iBoxx USD Liquid Investment Grade 0-5 Index (Market Cap).

Important Risks Related to this Article

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. 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 the top 10 holdings of SFIG please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/fixed-income/sfig
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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

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

corporate bond presents a relatively low risk of default.

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

opposed to changes in share price.

Yield curve   : Graphical Depiction of interest rates on government bonds, with the

current yield on the vertical axis and the years to maturity on the horizontal axis.

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

credit risk.

Basis point : 1/100th of 1 percent.

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

time.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; leverage can tend to make positive performance more positive

and negative performance more negative.

Comps : Short hand for the comparison between 2 different company’s fundamentals.

Profitability metrics : financial identities and ratios that assess how effectively a

company is able generate revenue in excess of its expenses.

Economic solvency   : Attention to a more medium- to long-term perspective relating to

how spending relates to revenue and the ability of programs or policies of particular

importance are viewed as to their longevity.

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.

Return on Invested Capital (ROIC) : Measures the efficiency of invested capital and

how it relates to generated returns.

Free cash flow over debt service       : A common measure of solvency that measures the

relationship between the cash a company generates vs. what is required to meet their

borrowing obligations.

Interest rate risk    : The risk that an investment’s value will decline due to an

increase in interest rates.

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

conjunction with an investment.

Option-adjusted spread (OAS) : Represents a measure of income. Spread represents the

portion of the bond’s yield that compensates investors for taking credit risk. OAS

adjusts the spread to take into account embedded options within the bond (if any).
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