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With the third quarter coming to a close in a few weeks, fixed income investors have had

a lot to cheer about thus far in 2016. Indeed, essentially every major asset class has

posted positive returns up to this point, with some groupings registering double-digit

gains. Certainly, one of the more notable positive performances has come in the area of

U.S. corporate bonds, both high yield (HY) and investment grade (IG). As of this

writing, according to the Bloomberg Barclays U.S. Corporate High Yield Total Return

Index Value Unhedged, HY corporates have produced a rather robust positive reading of

+14.72%, while IG (Bloomberg Barclays U.S. Corporate Total Return Value Unhedged Index)

has registered a solid showing of +9.56%. These vigorous performances have been the by-

product of both declining interest rates and considerable spread tightening throughout

the year. Investment-Grade Spreads (RS) vs. High-Yield Spread (LS)       

 Clearly, when an

asset class produces such results, investors can become a bit more cautious in their

outlook, and rightfully so. From a rate perspective, unless a global risk event were to

produce another significant flight-to-quality effect and/or the U.S. economy was to lose

further steam from it’s already soft +1% real GDP figure during the first half of the

year, it is difficult to envision yield levels falling to new lows. With that in mind,

we’ll look at the spread part of the equation. Let’s put into perspective the narrowing

that has transpired from the end of 2015. Through the first week of September, IG

spreads (Bloomberg Barclays U.S. Aggregate Corporate Index) have contracted by nearly 30

basis points (bps) and reside at their lowest levels since June of last year. For HY

Bloomberg Barclays U.S. Corporate High Yield Index), there has been a more sizable

decline of almost 180 bps, once again pushing the spread down to a 14-month low

watermark. The year-to-date results mask what has truly occurred in 2016. As the reader

will recall, the current calendar year got off to a rather inauspicious start, as global

growth worries, plunging commodity prices and the ensuing risk-off trade had pushed both
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IG and HY spreads to levels not seen in the last four to five years. From the “peak

risk-off” day on February 11, IG and HY differentials have plummeted by roughly 80 bps

and 360 bps, respectively. So, what is the scope for additional spread tightening as we

look ahead? Admittedly, the aforementioned moves are truly exceptional, and investors

should not expect a repeat performance. However, if one takes a step back and observes

what has occurred since the beginning of 2014, it becomes apparent that current spread

levels are not excessively low. For example, the average spreads for IG and HY over this

time frame come in at +136 bps and +493 bps, respectively, or basically where they are

as of this writing. In addition, they reside visibly above the “tights” (IG: +97 bps;

HY: +323 bps) that were printed during this period. This is not to say that spreads will

narrow to these low watermarks, but it does show there is more room for some potential

contraction. Conclusion The markets have seen an uptick in default rates this year: as

the latest Moody’s Investors Service report revealed, the U.S. speculative-grade reading

rose to 5.5% in July versus 2.2% a year earlier. It is interesting to note that, thus

far, the corporate bond market has appeared to have discounted this news. Periods of

risk-off are also often difficult to predict, but the upcoming U.S. presidential

election could be a wild card for the credit markets. Nevertheless, from a broader fixed

income investment strategy perspective, in an environment of moderate economic growth, a

cautious, deliberate Fed (one that could even raise rates this year) and a range-bound

UST market, we continue to favor credit, specifically IG, versus the interest-rate-

sensitive sector.         Unless otherwise noted, data source is Bloomberg, as of

9/7/2016.

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,
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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.

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

of default than investment-grade securitie.

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.

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.

Quality : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

Basis point : 1/100th of 1 percent.

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.
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