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Market participants have faced a lot of challenges in recent years, but none has been

more impactful than the Federal Reserve's decision to raise interest rates by 450 basis 

points (bps) in the last year to combat persistent high inflation. In its quest to lower

the pace of economic activity and bring down the generational-high inflation, the Fed

has increased the prospect of a recession and potential distress in corporate bond marke

ts, particularly for lower-quality borrowers. The tightening of monetary policy by other

central banks around the globe has also fed this concern. However, with the increase in

risk-free interest rates and widening in corporate spreads, investors would be remiss

not to notice the attractive yield and spread levels in the high-yield (HY) market,

which have not been seen since the 2007-2009 global financial crisis.

Depending on one’s view about whether Fed tightening can deliver a soft versus hard

economic landing, different assumptions could be made about the future path of spreads

and interest rates. In this piece, we look past the favorable scenario of a soft landing

to focus on what risks high-yield investors might face if a harder landing emerges,

given current valuation levels and using past recessionary periods as a guide.

Over the past 30 years, there have been three recessionary periods during which high-

yield spreads rose by an average of 630 bps. As of February 28, 2023, high-yield spreads

and the yield to worst (YTW) were 412 bps and 8.63%, respectively. If the market settles

on the notion of a hard landing in the near future, and assuming the aforementioned

average spread widening during a recession, high-yield spreads could widen by 478 bps

more from current levels (spreads have already widened by 152 bps from the trough of 268

bps on 6/30/21). By keeping risk-free interest rates unchanged, this would result in an

annualized 5% loss. However, with an average drop of 118 bps in the 10-year interest

rate during these recessionary periods, the average loss would come down to 1.7%.
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It is worth mentioning these results are skewed by the massive 1,264 bps spread widening

between 2007 and 2009. By removing this period from our analysis, HY OAS and the 10-year

interest rate have on average widened by 313 bps and narrowed by 84 bps, respectively,

during the other two recessions. This means 161 bps of extra widening from current

levels. Assuming these moves, the HY market could provide a solid positive return of

6.4% for the year.

Lofty yield levels in the HY market have provided investors with a cushion to absorb

potential losses from deteriorating corporate fundamentals and increases in spread

levels. As a matter of fact, in order to lose all this protection and break even in

their investment, an investors’ base case would center around a 303 bps or more increase

in spreads in the upcoming year, with no change in risk-free interest rates. However,

with the average fall in interest rates during recessions, investors could potentially

expect a positive return for the year.

High-Yield Corporate

In conclusion, investors will likely navigate choppy waters in the next couple of years

when it comes to markets and the Fed. However, the HY market is well-positioned to

absorb potential spread widening and produce a positive return for the year. This

provides an excellent opportunity for long-term investors.
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Related Content

Fixed Income Is Back

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.

Related Funds

+ WisdomTree Yield Enhanced U.S. Aggregate Bond Fund

+ WisdomTree Floating Rate Treasury Fund

+ WisdomTree U.S. High Yield Corporate Bond Fund

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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 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

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Basis point : 1/100th of 1 percent.

Inflation : Characterized by rising price levels.

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Bond market   : The bond market—often called the debt market, fixed-income market, or

credit market—is the collective name given to all trades and issues of debt securities.

Governments typically issue bonds in order to raise capital to pay down debts or fund

infrastructural improvements.

Monetary policy   : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

Central bank : Refers to the the monetary authority of any country.

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.

The Global Financial Crisis     : Refers to the period of extreme stress in global

financial markets and banking systems between mid 2007 and early 2009.

Fed tightening : Refers to the Federal Reserve enacting monetary policies that have the

overall impact of reducing the availability of credit, which is widely thought to have

the potential to slow economic growth.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Yield to worst : The rate of return generated assuming a bond is redeemed by the issuer

on the least desirable date for the investor.

Option-adjusted spread (OAS) : Represents a measure of income. Spread represents the

portion of the bond’s yield that compensates investors for taking credit risk. OAS

adjusts the spread to take into account embedded options within the bond (if any).
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