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One question I get on a regular basis is this: Do U.S. corporate bonds have further room
to produce positive returns or are they oversold and due for a correction, if not an
outright sell-off? Certainly, the performances in both the investment-grade (IG) and hig
h-yield (HY) arenas thus far in 2017 have been among the stronger ones in the realm of
global fixed income, and in my opinion, given where spread levels currently reside, it’s
a fair question. Let’s take a Took at where the IG and HY markets stand and try to
answer this query, or perhaps even better, see if there is an alternative approach that
fixed income investors should be considering.

The accompanying graph provides a clear-cut illustration of how credit spreads have
consistently been on a narrowing trajectory since the recent peak readings were
registered in February 2016. To put it in some perspective, as of this writing, IG
differentials (as measured by the Bloomberg Barclays U.S. Aggregate Corporate Index)
have declined by 13 basis points (bps) year-to-date and by a sizeable 105bps from the
aforementioned high-water mark. For HY, the Bloomberg Barclays U.S. Corporate High Yield
Index shows the spread 31lbps below year-end 2016 and an eye-opening 46lbps below the
two-year peak. At their current Tlevels, both measures are at their Towest readings in
three years.

Investment Grade Spread (RS) vs. High Yield Spread (LS)
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Source: Bloomberg, as of 81417, Past performance is not indicative of future results. You cannot invest directly in an

index.

This is why the opening question is valid. However, as we discussed in our May 24, 2017,
blog post, “U.S. Fixed Income: Taking All the cCredit,” spreads are not in uncharted
territory and have been down this road before, if not even Tower, with the most recent
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occurrence being the 2003-2007 time frame.

our fixed income strategy continues to favor credit over 1interest rate-sensitive
sectors, but investors should also be looking for alternative approaches to market cap-
based 1investing. Indeed, I believe a prudent investment strategy would be to pursue
improving credit quality in one’s portfolio, from both a tactical and strategic
perspective. This 1is where a fundamentally weighted, or smart beta, approach to
corporate bonds makes sense, with the focus being on the balance sheet rather than
weighting by the amount of debt outstanding. The Tlatter, or market cap, approach could
subject investors to instruments that are investing in the largest debtors, regardless
of either valuations or their ability to pay.

The wisdomTree fundamentally weighted strategy for corporate bonds utilizes three time-
tested factors to screen for quality: free cash flow over debt service, leverage ratio
and return on invested capital (ROIC). our work has shown that a deterioration in these
factors for IG has served as a precursor for a potential downgrade, while declining and
negative free cash flow has led to financial distress in the HY universe. For IG, the
worst 20% factor scores by sector are then cut, while in HY, all issuers with negative
free cash flow are removed. This smart beta approach focuses only on public 1issuers
domiciled in the U.S. and employs a stringent 1issue-size criterion to help alleviate
some Tiquidity concerns. Along the same lines, for HY, there is an additional Tliquidity
screen where 5% of the smallest and oldest -dissuers are eliminated. oOftentimes,
eliminating troubled credits can involve a sacrifice in overall yield. I believe a focus
on improved quality can be worth that trade-off, but our strategy also tilts weight back
toward the bonds that remain with more favorable income traits to help offset some of
that loss.

How to Put Into Practice

There are four products that follow the aforementioned approach and that 1investors
should consider to improve the quality and complement their fixed income portfolios: the
WisdomTree Fundamental U.S. Corporate Bond Fund (WFIG), the WisdomTree Fundamental U.S.
Short-Term Corporate Bond Fund (SFIG), the WisdomTree Fundamental U.S. High Yield Corpor
ate Bond Fund (WFHY) and the WisdomTree Fundamental U.S. Short-Term High Yield Corporate
Bond Fund (SFHY).

Unless otherwise noted, data source is Bloomberg, as of August 16, 2017.

Important Risks Related to this Article

There are risks associated with investing, including possible Tloss 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 1issuer’s ability to make such payments will
cause the price of that bond to decline. wWhile the Funds may 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 Fund’s portfolio investments. Please read each Fund’s prospectus for
specific details regarding each 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

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#market-capitalization
https://wisdomtree.com/blog/glossary#valuation
https://wisdomtree.com/blog/glossary#return-on-invested-capital
https://wisdomtree.com/etfs/fixed-income/wfig
https://wisdomtree.com/etfs/fixed-income/sfig
https://wisdomtree.com/etfs/fixed-income/wfhy
https://wisdomtree.com/etfs/fixed-income/sfhy
https://www.wisdomtree.com/investments/performance

wWisdomTree BLOG ARTICLE

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

Corporate Bonds : a debt security issued by a corporation.

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

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.

Alternative Investment : An investment that is not one of the three traditional asset
types (stocks, bonds and cash). Alternative investments typically include hedge funds,
managed futures, real estate, commodities and derivatives contracts.

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

Bloomberg U.S. Aggregate Bond Index : Represents the investment-grade, U.S. dollar-

denominated, fixed-rate taxable bond market, 1including Treasuries, government-related
and corporate securities, as well as mortgage and asset backed securities.

Barclays U.S. corporate High Yield Index : Covers the universe of fixed-rate, non-

investment-grade corporate debt.

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.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

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

how it relates to generated returns.
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