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With the debt of numerous high-profile, blue-chip corporations (most recently, Ford)

being placed on negative watch, investors are taking another look at credit quality

across the U.S. investment-grade corporate debt universe. Additionally, many investors

are starting to take note of the increasing concentration in issues rated BBB (the lower

end of the investment-grade spectrum). While the benign credit environment of recent

years may be softening, we believe domestic economic strength will continue to support

corporate profitability and solvency in quality companies. However, companies with

weaker fundamentals could be more vulnerable to downgrades as rates rise. In our view,

prudent investors should start to assess whether the underlying credit risks in their

portfolios are worth taking.

 

Contrasting Our Approach to Credit

 

To address these concerns about issuer fundamentals, the WisdomTree Fundamental U.S. Cor

porate Bond Index (WFCIG) was designed to provide an alternative to blindly allocating

across the credit spectrum. It offers an intuitive approach to identifying  debt issues

with quality fundamentals and attractive income profiles—case in point, WFCIG does not

currently hold any issues of Ford Motor Company.1

 

A key difference between WFCIG and the ICE BofAML U.S. Corporate Index is that fewer

bonds in WFCIG have been downgraded to non-investment-grade or junk status. When

companies lose their investment-grade rating, many managers may be forced to sell these

positions, according to their investment policy statements. As a result, these bonds

often underperform in the short run after being downgraded.

 

Fallen Angels in U.S. Corporate Bond Indices

*2/28/16–9/28/18

 

The table above shows that, of all the bonds held since WFCIG’s inception, only 0.90%
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have fallen into junk status. By comparison, in the broad market, 3.89% of bonds have

been downgraded to junk. In terms of par amount, 0.48% of WFCIG has fallen to junk,

while the broad market has seen 3.45% fall to junk. The results suggest that the Index

has performed as intended.

 

Putting Current Credit Conditions in Context

 

In the chart below, we plot the rolling 12-month percentage of the U.S. investment-grade

corporate bond market which has been downgraded to non-investment grade status.

 

Rolling 12-M Fallen Angels as a Percentage of Par within the ICE BofAML U.S.            

Corporate Index

 

As of the end of September 2018, only 0.67% of the investment-grade index was downgraded

to junk status over the trailing 12 months. Put another way, this period ranks in the

90th percentile among the most benign periods in the last 20 years. In our view, should

the current trend begin to normalize, the WisdomTree Fundamental U.S. Corporate Bond

Index could provide a defensive stance to better weather the performance impact of bonds

falling to junk. Next, we compare the impact these developments have had on index

returns.

 

Performance Summary as of 10/24/18
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Since inception in February 2016, the WisdomTree Fundamental U.S. Corporate Bond Indexes

are neck and neck with market-cap-based approaches. Similarly, over the past year, the

WisdomTree Fundamental Indexes have performed in line with the broadest representation

of the U.S. investment-grade bond market, the ICE BofAML U.S. Corporate Index. However,

compared to a more concentrated index, our fundamental approaches are outperforming by a

considerable margin. In fact, the WisdomTree Fundamental U.S. Corporate Bond Index has

outperformed the iBoxx USD Liquid Investment Grade Index by 1.47%.

 

Conclusion

 

While our base case is that the current credit cycle remains benign for the next two

years, we believe the time to begin dialing down exposure could be upon us. By relying

on strategies that focus on fundamentals, investors may be able to avoid some of the

potential pitfalls inherent in credit-based investing.

 

 

 

1Holdings subject to change. For current holdings of the WisdomTree Fundamental U.S.

Corporate Bond Index click here.

For the top 10 holdings of WFIG please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/fixed-income/wfig

For the top 10 holdings of SFIG please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/fixed-income/sfig

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 quality : A measure of a borrowers potential risk of default.

Investment grade   : An investment grade is a rating that signifies a municipal or

corporate bond presents a relatively low risk of default.

BBB- : Standard & Poor’s credit rating that implies the borrower has adequate capacity

to meet financial commitments, but may be more vulnerable to adverse economic

conditions. This rating represents the lowest level of investment-grade.

Economic solvency   : Attention to a more medium- to long-term perspective relating to

how spending relates to revenue and the ability of programs or policies of particular

importance are viewed as to their longevity.

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

opposed to changes in share price.

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

conjunction with an investment.

ICE BofAML US Corporate Index(C0A0)      : The ICE BofAML US Corporate Index tracks the

performance of the universe of US dollar denominated investment grade corporate debt

publicly issued in the US market.

Junk Bond   : A high-yield or non-investment grade bond. Junk bonds are fixed-income

instruments that carry a rating of ‘BB’ or lower by Standard & Poor’s, or ‘Ba’ or below

by Moody’s. Junk bonds are so called because of their higher default risk in relation to

investment-grade bonds.

iBoxx $ Liquid Investment Grade Index : The index is designed to represent a subset

of the broader USD corporate bond market which can be used as a basis for tradable

product.
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