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In what feels like an eternity, Tesla’s1 first salvo of fixed-term debt was issued just

over one year ago on August 15, 2017. On August 7, 2018, Tesla CEO Elon Musk cryptically

announced via Twitter that he is considering taking Tesla private at $420 per share. On

August 24, 2018, Tesla announced in a blog post that the company would be remaining

public. In an earlier post, we highlighted why we believe high-yield investors should av

oid Tesla debt based on our view of company fundamentals. Our conclusion is based on the

rate at which Tesla burns cash, resulting in significantly negative free cash flow. In a

similar vein, New York University professor Aswath Damodaran, an expert on corporate val

uation, has argued that companies like Tesla should never issue debt in the first place!

While the stock initially ripped higher and then fell back below the pre-management buyo

ut (MBO) pricing, trading in fixed coupon Tesla debt could only be described as muted.

Below, we seek to draw some conclusions about recent action in the bond market and what

it may mean for investors going forward.

 

Tesla Debt & EquityTesla Debt & Equity

 

While equity investors reacted to Musk’s tweet by pushing the stock higher by close to

10%, Tesla’s bonds barely budged. Curiously, this occurred despite a change of control

provision that allows investors to sell their debt back to the company at $102.

 

In our view, we can rationalize the muted response in the bond market in two ways: the

casualness of the announcement lacked credibility despite it coming from the CEO of a

publicly traded company, and bond investors were more skeptical that a technical change

of control would be triggered. On this second point, Musk subsequently “clarified” that

existing shareholders need not tender their shares and could instead remain invested in

the new private entity. If Musk would have been able to put together a transaction that

restricts a new investor from acquiring more than a 50% stake, it’s possible that

existing covenants could have been avoided.

 

Reaction to Tesla MBO AnnouncementReaction to Tesla MBO Announcement
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While untested, this ambiguity primarily seems to serve as an easy way to qualify his

“funding secured” representation that the Securities and Exchange Commission is

investigating. Regardless, observable market prices were skeptical given the minimal

details of the plan. Before suspending their coverage, Goldman Sachs had assigned a six-

month fair value price of $210 or a 50% discount to Musk’s plan.2

 

Positioning PortfoliosPositioning Portfolios

 

While we remain on the sidelines as the Tesla story continues to evolve, we do believe

that the performance of Tesla’s debt can offer valuable clues as we progress later into

the credit cycle. In this instance, we believe investors should assess the underlying

fundamentals of the businesses to which they’re lending.

 

As we show below, we believe we may be starting to see a marked divergence between

lower-quality issuers and companies with stronger fundamentals such as strong free cash

flow. Since the start of the year, the WisdomTree Fundamental U.S. High Yield Corporate 

Bond Index (WFCHY) has slowly started to pull away from its market capitalization weight

ed benchmark.3 Compared with Tesla’s bonds, both strategies have outperformed since Tesla

issued last August.

 

Total Returns: WFCHY vs. High Yield vs. Tesla Debt Total Returns: WFCHY vs. High Yield vs. Tesla Debt 
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ConclusionConclusion

 

While it’s possible that Tesla can build on recent production momentum, we do not

believe that Tesla’s debt is currently worth the risk. For investors seeking high levels

of income while still being mindful of fundamentals, we believe the WisdomTree Fundament

al U.S. High Yield Corporate Bond Fund (WFHY) could strike a more appropriate balance

between risk and reward.

 

 

 

 

 

1For holdings of Tesla in WFHY, please click here.

2Source: Goldman Sachs, as of 8/8/18.

3As represented by the ICE BofAML U.S. High Yield Master II Index (H0A0).

Important Risks Related to this ArticleImportant Risks Related to this Article

There are risks associated with investing, including possible loss 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 issuer’s ability to make such payments will

cause the price of that bond to decline. While the Fund attempts to limit credit and

counterparty exposure, the value of an investment in the Fund 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 the Fund’s prospectus for

specific details regarding the Fund’s risk profile.
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For the top 10 holdings of WFHY please visit the Fund's fund detail page at https://www.

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

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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

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

of default than investment-grade securitie.

Free Cash FlowFree Cash Flow  : A measure of how much cash is left in the company after taking into

account all the necessary expenses, including net capital expenditures.

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

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Management buyout (MBO)Management buyout (MBO)  : the process by which a corporate officer agrees to purchase

a company from existing shareholders.

Change of control provisionChange of control provision  : a contractual agreement in a securities offering that

provides investor protections should a company be acquired.

CovenantsCovenants  : Agreements within financial securities that specify certain obligations

that need to be met at distinct points in time.

Market capitalization-weightingMarket capitalization-weighting  : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights in approaches

designed to weight firms by market cap.

WisdomTree WisdomTree BLOG ARTICLEBLOG ARTICLE

WisdomTree.com WisdomTree.com   1-866-909-WISE (9473)1-866-909-WISE (9473)


	TESLA DEBT: ONE YEAR LATER

