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In an earlier post, we highlighted the likely impact tax reform could have on investment

-grade (IG) corporate debt. In part two, we turn our attention to the high-yield (HY)

market.1 While a reduction in taxes should benefit all profitable companies, other

provisions could lead to tough choices for some less-credit-worthy borrowers. As we’ve

seen during the most recent earnings season, HY still presents a mix of opportunity and

risk. Below, we highlight the contrasting impact of lower tax rates and potential

changes in the deductibility of interest expenses.

 

Big Picture: Lower Taxes, Higher Free Cash Flow, Higher Earnings

 

On net, the proposed tax plan is a positive for high yield. Lower statutory tax rates

should result in higher profitability metrics, greater free cash flow and a boost to

economic momentum/growth, while extending the credit cycle. While all businesses won’t

be impacted the same way, we feel comfortable concluding that tax cuts should bias credi

t spreads tighter for riskier borrowers, on average. Similarly, an increase in economic

growth could also push nominal interest rates higher.

 

What about Revenue Offsets?

 

While the top-line impacts we highlighted above should be broadly positive, we believe

other elements of tax reform warrant closer attention—most notably, the so-called

interest deductibility provision. In the current environment, companies choosing to

finance themselves with debt are permitted to fully deduct interest payments. As a

result, companies have an incentive to finance themselves with debt as opposed to

equity. In order to help dampen the fiscal impact of tax cuts on the federal budget, the

current proposal would limit the deductible amount of interest expenses to 30% of

EBITDA. Fundamentally, this provision should have a much greater impact on the HY

market. Given that risky borrowers tend to pay higher interest rates and (all else being

equal) tend to deploy more leverage, the 30% cap on deductions should impact a larger

percentage of the market. As we show in the chart below, HY companies with leverage of

approximately 5.5x would likely be unable to fully deduct their interest expenses. In

the second chart, we show that this makes up approximately 40% of the total market.2
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Market Impact

 

While attempting to draw broad-based conclusions about individual companies can be

tricky, a few key points stand out. In our analysis of firms with public financials, we

estimate that 91% of CCCs will be unable to fully deduct their interest expenses. As a

result, companies that deploy higher leverage, pay above-average borrowing costs and are

generally rated lower could underperform. Additionally, while many of these companies

are likely unprofitable given their tenuous financial status, the future value of any

loss carry forwards decreases along with statutory tax rates. Also, as a result of this

interest provision, their businesses would be less efficient (via decreased margins)

given that they would be paying a higher cost of debt that cannot necessarily be

deducted. Factoring in the net benefits of other changes in the tax code (lower rates),

we expect approximately 15% of the Index to be negatively impacted by aggregate changes

in the tax code.

 

On the other side of the coin, we believe that BB-rated borrowers could be among the

greatest beneficiaries. In this segment of the market, a large percentage of those firms

could see a bump in their overall credit worthiness given the boost to operating

profitability, a structural deleveraging/decrease in the supply of debt and an overall

increase in economic activity. Should those macro factors prove correct, we would

advocate increasing exposures to high yield as it could be possible that high-quality BB

borrowers could experience upgrades to IG.

 

Market Solutions

 

We still believe that the net impact of tax reform will result in downward pressure on

credit spreads (increases in prices) and an increase in nominal yields. For an approach

that seeks to isolate returns from credit with zero duration, the WisdomTree Interest Ra

te Hedged High Yield Bond Fund (HYZD) could make sense. Additionally, given that our

research has shown that higher-quality borrowers in HY could see the greatest positive

impact from tax reform, our fundamental approach to high-yield indexing could also be a

strong beneficiary. With an over-weight to BBs and a 10% under-weight in CCCs, the

underlying companies in the WisdomTree Fundamental U.S. High Yield Corporate Bond Fund (

WFHY) tend to operate with less leverage because of their dramatically stronger free

cash flow.3

 

While the current proposals face an unknowable path to becoming law, we currently

believe tax reform is more likely than not (70%). As a result, we believe risky debt

could present an opportunity to take advantage of attractive income opportunities that

could continue to rise in value despite near-term headwinds.
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1As proxied by the BofA Merrill Lynch 0-5 Year US High Yield Constrained Index.

2Sources: Bank of America Merrill Lynch, WisdomTree, as of 10/31/17.

3Source: WisdomTree, as of 10/31/17.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. High-

yield or “junk” bonds have lower credit ratings and involve a greater risk to 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 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 the Funds’ portfolio investments. Due to the investment strategy of

certain Funds, they may make higher capital gain distributions than other ETFs.

 

HYZD seeks to mitigate interest rate risk by taking short positions in U.S. Treasuries,

but there is no guarantee this will be achieved. Derivative investments can be volatile,

and these investments may be less liquid than other securities, and more sensitive to

the effects of varied economic conditions. The Fund may engage in “short sale”

transactions, where losses may be exaggerated, potentially losing more money than the

actual cost of the investment, and the third party to the short sale may fail to honor

its contract terms, causing a loss to the Fund.

 

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.

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.

WisdomTree BLOG ARTICLE

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

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

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

corporate bond presents a relatively low risk of default.

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

of default than investment-grade securitie.

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.

Free Cash Flow : A measure of how much cash is left in the company after taking into

account all the necessary expenses, including net capital expenditures.

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

time.

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

credit risk.

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

Earnings before interest, taxes, depreciation, and amortization (EBITDA)         : The

net income of a company with interest, taxes, depreciation, and amortization added back

to it.

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.

CCC-rated  : Standard & Poor’s credit rating that implies the issuer is currently

vulnerable to nonpayment, and is dependent upon favorable business, financial, and

economic conditions for the obligor to meet its financial commitment. In the event of

adverse business, financial, or economic conditions, the obligor is not likely to have

the capacity to meet its financial commitment on the obligation.

Cost Of Debt    : The effective rate that a company must pay in order to borrow from

capital markets.

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.

Duration : A measure of a bond’s sensitivity to changes in interest rates. The weighted

average accounts for the various durations of the bonds purchased as well as the

proportion of the total government bond portfolio that they make up.

BofA Merrill Lynch 0-5 Year US High Yield Constrained Index           : tracks the

performance of short-term US dollar denominated below investment grade corporate debt

publicly issued in the US domestic market.
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