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With the lion’s share of headlines centered on the turbulence in the equity and crude

oil markets thus far in 2016, some developments in the U.S. credit arena have moved to

the back burner. Certainly, the decline in U.S. Treasury (UST) yields has garnered its

fair share of visibility, and rightfully so, given the fact the 10-Year note seems once

again to be testing technical levels to the downside on a regular basis. However, within

corporate bonds, recent events in the investment-grade (IG) market appear to have flown

under the radar. Since the calendar turned to the new year, IG spreads have seemingly

been on a one-way trip to wider levels. Indeed, as of this writing, according to the

Barclays U.S. Corporate Index, spreads have risen more than 30 basis points (bps) and

now reside at levels we haven’t seen since mid-2012. While all credit ratings within the

IG sphere have participated in this widening phenomenon, the Baa sector has experienced

the most pronounced move, almost doubling the moves that have been witnessed in both AA

and single-A corporates. In fact, one has to go even a bit further back in time to the

late 2011/early 2012 timeframe to have seen Baa spreads at these lofty readings.   US

Baa Corporate vs. U.S. Corporate Spreads    

 At that time, the

money and bond markets were dealing with negative news coming out of the eurozone, as

fears of Greece leaving the single currency and the potentially negative ramifications

associated with such an event were dominating the newswires. With IG spreads at such

wide levels some four to five years later, it is natural to wonder what is behind this

latest move. In fact, from a historical perspective, Baa spreads are now at readings

that have only been witnessed a few times over the last 20 years. The average yield for

an investment-grade corporate bond is more than double the yield of a similar-maturity

Treasury.1 This has happened only twice before: during the 2008 financial crisis and the
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aforementioned 2011–2012 period. Typically in the past, current levels would raise a red

flag that a potential recession was looming, but as we saw in the 2011–2012 period, a

one-sided “risk off trade” can also be a powerful force.   So where do we stand this

time around? We believe the widening in spreads, especially over the last month or so,

reflects increasing investor concerns about developments abroad and how they may

ultimately impact the U.S. economy. Although we do not envision any renewed momentum for

the U.S. expansion, we do expect the domestic economy to avoid a recession and continue

to muddle through around the +2% growth threshold. In fact, the case could be made that

the current landscape within the IG market has “discounted” quite a bit of negative news

already. The recent rate cut from the Bank of Japan and the expectation that China’s

policy makers will succeed in avoiding too hard of a landing are two important factors

in our base case. In addition, as European Central Bank (ECB) president Mario Draghi

stated in his “Whatever It Takes” speech in July 2012, the ECB looks like it will

deliver another round of policy easing at its next meeting in March.   Against this

backdrop, we believe IG corporates offer fixed income investors an opportunity to

increase credit allocations within their core and core plus fixed income portfolios.    

    1Source: Bloomberg.

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.

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

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.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

10-year government bond : a debt instrument backed by a government guarantee with an

original maturity of 10 years.

Investment grade   : An investment grade is 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.

Widen : an increase in the amount of compensation bond holders require to lend to risky

borrowers. When spreads widen, the market is implying that borrowers pose greater risk

to lenders.

Barclays U.S. Corporate Index     : is a broad-based benchmark that measures the

investment grade, U.S. dollar-denominated, fixed-rate, taxable corporate bond market. It

includes USD-denominated securities publicly issued by U.S. and non-U.S. industrial,

utility, and financial issuers that meet specified maturity, liquidity, and quality

requirements.

Basis point : 1/100th of 1 percent.

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.

Baa  : Moody’s credit rating that implies the borrower has capacity to meet financial

commitments, but may be more vulnerable to adverse economic conditions. This rating

includes the lowest level of credit risk while still being investment-grade.
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