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One of the more interesting aspects to the U.S. fixed income markets thus far in 2023

has been the notable shift in economic expectations.

Heading into this year, perhaps the most widely anticipated recession dominated the

conversation, but now, the focus has turned to just how resilient the U.S. economy has

been, and perhaps a downturn can be avoided.

While there is no doubt that higher interest rates have served as headwinds for housing,

commercial real estate and manufacturing, to name a few sectors, another important

component to the Federal Reserve’s aggressive rate hike cycle has been the outlook on

the financing side of the ledger.

Indeed, higher funding costs have emerged as a key component for fixed income investing

in U.S. corporate bonds, especially within the high-yield (HY) arena.

Interest Coverage Ratio as a Barometer for Issuer HealthInterest Coverage Ratio as a Barometer for Issuer Health

One of the key barometers used in gauging the strength or weakness of corporate debt

issuers is the interest coverage ratio (ICR).

In its simplest form, the ICR allows investors to assess the underlying health of the

issuer’s balance sheet by determining how easily they can pay interest expenses on their

company’s debt. The general rule is the higher the ratio, the better the issuer’s

financial position to make their interest payments, while a lower ratio points to

potential difficulties servicing the debt, which could lead to default.

While current ICR levels for the U.S. HY market remain above long-term historical

averages, they have recently declined as the impact of higher market yields works its

way into interest expense.

U.S. High-Yield Market – Interest Coverage RatioU.S. High-Yield Market – Interest Coverage Ratio

WisdomTree WisdomTree BLOG ARTICLEBLOG ARTICLE

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

https://wisdomtree.com/~/link.aspx?_id=D7A045075E104754A988A396F6A72776&_z=z
https://wisdomtree.com/blog/glossary#recession
https://wisdomtree.com/blog/glossary#downturn
https://wisdomtree.com/blog/glossary#interest-rates
https://wisdomtree.com/blog/glossary#federal-reserve
https://wisdomtree.com/blog/glossary#rate-hike
https://wisdomtree.com/blog/glossary#high-yield
https://wisdomtree.com/blog/glossary#coverage-ratio
https://wisdomtree.com/blog/glossary#balance-sheet


Winning by Not LosingWinning by Not Losing

For investors concerned with corporate funding costs amid this move into a higher-yield

environment, this recent deterioration in fundamentals may be grounds for reconsidering

a broad, market capitalization-weighted allocation to the HY market.

The WisdomTree U.S. High Yield Corporate Bond Fund (WFHY) can provide investors a more

targeted HY exposure.

Through a systematic, multi-step process, the strategy screens the HY universe to reduce

or eliminate exposure to fundamentally weaker credits, then tilts to those remaining

issuers, which may offer more attractive income.

The result of this process can be seen through the lens of ICR. The WisdomTree U.S. High

Yield Corporate Bond Index, which WFHY is designed to track, currently has less exposure

to issuers on the lower end of the ICR range.

% Exposure to Issuer ICR% Exposure to Issuer ICR

This can also be seen when comparing relative exposure to issuers with lower ICRs over
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time.

% Exposure to Issuers with ICR below 2% Exposure to Issuers with ICR below 2

By seeking to protect investors from issuers most vulnerable to rising funding costs, WF

HY aims to win by not losing. As we have previously highlighted, this strategy has been

rather effective at limiting the cumulative number of defaults relative to the broader

market.

With ongoing uncertainty regarding inflation, interest rates and corporate profit

margins, emphasizing fundamentally sound companies with strong cash flows can be a

prudent way to access HY credit in today’s macro environment.

 

Important Risks Related to this ArticleImportant 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 the top 10 holdings of QHY please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/fixed-income/qhy

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 BlogsRelated Blogs

+ U.S. High Yield: What’s Priced In?

Related FundsRelated Funds

+ WisdomTree U.S. High Yield Corporate Bond Fund
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View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

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

a slowing economy and higher unemploymen.

DownturnDownturn  : A general slowdown in economic activity over a sustained period of time.

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

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

United States.

Rate HikeRate 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.

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

of default than investment-grade securitie.

Coverage ratioCoverage ratio  : Also referred to as interest coverage ratio, which compares earnings

before interest and taxes to interest expense.

Balance sheetBalance 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.
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