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Until the last few months, U.S. high-yield bonds had been one of the best-performing

asset classes in the global fixed income markets. Since 2009, investors have generally

been rewarded for assuming ever-greater amounts of credit and interest rate risk.1

However, there has recently been a marked divergence between U.S. equity and high-yield

bonds. Given the historically strong correlation between these two markets, we believe

that high-yield credit may represent an attractive opportunity for investors seeking to

benefit from stronger U.S. growth. Over the last year, U.S. equities rallied, and credit

spread generally tightened. However, in recent months, this winning formula has started

to diverge. Concerns about global growth, potential changes in monetary policy and

uncertainty from geopolitical risk weighed on investor sentiment. In response, equities

fell, and credit spreads widened. As we show in the chart below, even though stocks have

since rebounded, creating fresh all-time highs, U.S. high-yield credit spreads have

failed to recover. In fact, credit spreads are actually significantly wider than they

were to start the year.   High-Yield Credit vs. S&P 500 Index, 10/31/13--11/07/14 

 For definitions of

terms and indexes in the chart, please visit our glossary.   Default Rates vs. Flows 

To understand which market is potentially under- or overvalued, it’s important to

understand what might be driving this divergence. Historically, credit spreads and

equities have generally exhibited a fairly consistent correlation, given that both

benefit from positive economic momentum. With increasing corporate earnings, stock

prices have risen. In an improving economy, risky borrowers generally pose a lower risk

o f risk of default due to strengthening fundamentals.2 Examining default risk more
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closely, over the last 12 months, Moody's reported that the average issuer default rate

decreased to 1.7%. This compares to the 2.8% rate they reported at this time last year.3

With the economy continuing to perform, corporate fundamentals seem to be broadly

supportive of strengthening credit conditions. However, the price of credit is still

ultimately dictated by supply and demand. While U.S. equities have seen strong inflows

so far in 2014, high-yield bond strategies have seen net outflows of nearly $14 billion.4

Even though investors remain bullish on the U.S. economy, they are choosing to express

this view via equities as opposed to fixed income. As a consequence, equity markets are

outpacing the recovery in high-yield debt, resulting in a divergence. Expressing a

Bullish View of Credit    While we continue to believe that high yield can continue to

perform well from a credit perspective, concerns about rising interest rates may be

dampening investor enthusiasm and flows. In our view, an interesting alternative would

be to own high-yield bonds but then hedge the interest rate risk of the portfolio. In

this approach, investors are able to isolate their exposure to credit risk while

reducing their exposure to movements in interest rates.         1Sources: WisdomTree,

Bloomberg, as of 5/31/14. 2Figlewski, Stephen, Halina Frydman, Weijian Liang (2010),

“Modeling the Effect of Macroeconomic Factors on Corporate Default and Credit Rating

Transitions,” Credit Suisse. 3Source: Moody’s Investor Service, as of 10/31/14. 4Source:

EPFR Global, as of 11/7/14.

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. There are risks associated with investing, including possible

loss of principal. Non-investment-grade debt securities (also known as high-yield or

“junk” bonds) have lower credit ratings and involve a greater risk to principal. The

duration Funds seek 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.

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

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

increase in interest rates.

Correlation : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

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.

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.

Tighten : a decline in the amount of compensation bond holders require to lend to risky

borrowers. When spreads tighten, the market is implying that borrowers pose less risk to

lenders.

Monetary policy   : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

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

credit risk.

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

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

opposed to changes in share price.

Credit ratings : An assessment of the creditworthiness of a borrower in general terms

or with respect to a particular debt or financial obligation. Credit assessment and

evaluation for companies and governments is generally done by a credit rating agency

such as Standard & Poor’s, Moody’s or Fitch.

Bullish : a position that benefits when asset prices rise.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

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

conjunction with an investment.
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