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one of the more noteworthy stories in the U.S. fixed income arena as 2018 came to a
close was the visible reversal in fortune for the high-yield (HY) corporate bond market.
Not coincidentally, this underperformance came at the same time the U.S. stock market
was experiencing its own bout of selling pressure. “Risk-off” took hold across a
spectrum of financial assets. What does this mean for the bond market in 20197 Investors
should focus on credit quality control in their HY exposures.

A Look Back at the High-Yield Market

Before looking forward, Tlet’s take a quick look back at the HY market. As the third
quarter of 2018 was drawing to a close, the HY sector was the best-performing asset
class within fixed dincome, posting a year-to-date return of a Tittle over +2.5%
(Bloomberg Barclays U.S. Corporate High Yield Total Return Index Value Unhedged). Wwhile
this figure may not seem 1impressive given the prior two years’ performances, it was
still the positive outlier for fixed income. As you’re aware, the final three months of
2018 were not kind to the HY market, and as of this writing, the year-to-date return was
completely reversed and posted a negative reading of -2.08%.

For 2019, we envision HY outperforming investment-grade (IG) bonds within the credit
spectrum, but there seems to be Tittle doubt that 1investors will need to be more
discerning when it comes to their holdings. Against this backdrop, we feel idinvestors
should consider our fundamental approaches to U.S. corporate bond investing, where we
Took toward the balance sheet in order to potentially improve credit quality.

our Fundamental Approach

within this family of funds, we find the best opportunity may be in the WisdomTree Funda
mental U.S. Short-Term High Yield Corporate Bond Fund (SFHY). our research found that
filtering out private 1issuers and issuers whose free cash flow (FCF) is negative can
provide exposure to a higher-quality portfolio with better risk-adjusted returns. 1In
addition, the index is overweight in issuers with a higher risk-adjusted spread to Treas
uries as a tilt toward income needs. Impact: SFHY had a single default-4 basis points (b
ps) in market-value terms—in 2018 compared with roughly 30 defaults 1in the HY broad
market.

The High-Yield Fundamental Process Is Working, but How?

In 2018, SFHY delivered an additional 192 bps over the short-term, high-yield market cap
index (1.89% versus -0.03%). Let’s dig a Tittle deeper into the performance
attribution.
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WisdomTree Fundamental U.S. Short-Term Corporate High Yield Fund
vs. ICE BofAML 1-5 Year US High Yield Constrained Index
Performance Attribution: 12/29/17 - 12/31/18

% Average Weight Total Return (%) Contribution to Total Return m

T
|Allocation| Selection | Effects

sector - : of-  |Effect (%) |Effect (%) | (%)
Automotive 1.21 159 -0.39 0.07 -11.43 11.50 -0.02 -0.17 0.16 0.14 0.09 0.23
Banking 0.00 211 -211 0.00 -0.57 0.57 0.00 -0.01 0.01 0.03 0.00 0.03
Basic Industry 8.97 11.96 -3.00 0.78 0.35 0.43 0.07 0.06 0.02 0.03 0.03 0.06
Capital Goods 5.90 6.00 -0.09 -0.10 0.79 -0.29 -0.10 0.04 -0.14 0.08 -0.08 0.00
Consumer Goods 4.99 2.06 293 3.67 1.08 259 0.21 0.01 0.20 0.05 0.16 0.21
Energy 10.46 16.05 -5.59 -0.98 -6.05 5.07 -0.10 -0.97 0.87 0.26 0.65 091
Financial Services 7.91 6.43 1.47 -1.24 0.93 -217 -0.04 0.05 -0.09 0.01 -0.14 -0.13
Healthcare 14.87 11.58 3.29 3.94 3.18 0.76 0.76 0.35 0.41 0.09 0.17 0.26
Insurance 0.63 0.81 -0.18 9.34 3.18 6.15 0.10 0.00 0.10 0.04 0.03 0.07
Leisure 5.21 3.86 135 177 0.93 0.84 011 0.04 0.07 -0.05 0.04 0.00
Media 15.63 10.69 4.93 2.20 2.81 -0.61 0.38 0.29 0.08 0.18 -0.06 0.12
Real Estate 0.00 0.94 -0.94 0.00 0.04 -0.04 0.00 0.00 0.00 0.00 0.00 0.00
Retail 4.50 3.90 0.60 2.96 0.58 2.38 0.28 0.02 0.26 0.09 0.08 0.17
Services 145 4.66 -3.21 3.93 -2.30 6.23 0.06 -0.11 0.17 0.07 0.13 0.20
Technology & Electronics|  4.62 5.38 -0.76 -0.54 -0.29 -0.24 -0.04 -0.01 -0.04 0.02 -0.02 0.00
Telecommunications 9.51 8.28 1.24 4.72 497 -0.25 0.44 0.40 0.04 0.08 -0.03 0.05
Transportation 0.95 174 -0.79 148 0.58 0.90 0.03 0.01 0.01 -0.01 0.08 0.07
Utility 1.56 194 -0.38 228 142 0.86 0.06 0.03 0.04 -0.03 0.01 -0.01
Cash 1.64 0.00 164 197 197 0.00 0.03 0.01 0.02 0.03 0.00 0.03
i 0.05
Gross Return 2.27 -0.03 2.30 2.27 -0.03 2.30 A 2.27
Fees 0.38
Net Return 189 -0.03 ﬁ
| _Top Three Contributors to Alpha | |_Top Three Detractors from Alpha |

Energy Selection +65 bps Financial Services Selection -14 bps

Energy Allocation +26 bps Capital Goods Selection -8 bps

Media Allocation +18 bps Media Selection -6 bps

Sources: WisdomTree, FactSet Past performance is not indicative of future results. You cannot invest directly in an index. Weights subject to change.

For definitions of terms in the chart, please visit our glossary.

Allocation from the Filtering Process: Sectors with less solvency (free cash flow
(FCF)/total debt) tended to be worse off. The index effectively reduced the weight of
the worst-performing sectors (Automotive, -11.4%, and Energy, -6.0%) and went overweight
in the top-performing sector (Telecom, +5.0%). oOverall, the return contribution from
allocation effects was 113 bps.

Selection from Being Overweight 1in Attractive Fundamentals: Cutting bonds with
negative fundamentals and over-weighting attractive bonds with Tower default
probabilities drove a positive selection effect of 114 bps. The Tlargest selection
effects came from bonds within the Energy and Health Care sectors.

conclusion

while 2018 was viewed as the year for “rate hedging” in fixed income, we feel 2019 could
be the year of focusing on “credit quality control.”'

Unless otherwise stated, all data is from FactSet, ICE BofA Merrill Lynch as of
December 31 2018.

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. 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 1limit 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
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ratings of the Fund’s portfolio investments. 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 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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

High Yield cCorporate (Bond) : a type of corporate bond that offers a higher rate of

interest because of its higher risk of default.

Risk-on/risk-off : refers to changes 1in investment activity in response to perceived
risk. During periods when risk is perceived as Tow, investors tend to engage in higher-
risk 1investments. When risk is perceived as high, investors tend to gravitate toward
Tower-risk investments.

Investment grade : An investment grade 1is a rating that signifies a municipal or
corporate bond presents a relatively Tow risk of default.

Fundamentals : Attributes related to a company’s actual operations and production as
opposed to changes 1in share price.

Market capitalization : Market cap = share prices x number of shares outstanding.
Firms with the highest values receive the highest weights 1in approaches designed to
weight firms by market cap.
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