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A bit over a month into the new year, and the two asset classes whose performance stands

out are U.S. investment grade (IG) and high-yield (HY) bonds. This recent turn of events

is certainly a noteworthy reversal of fortune from how 2018 came to a close as both IG

and HY suffered negative returns during the risk-off period of the fourth quarter. So,

what should investors do with this newfound experience? In my view, fixed income

investors should use this opportunity to clean up their corporate bond exposure and tilt

toward quality.

 

Let’s take a quick look at how events unfolded. The sell-off in U.S. corporates did not

end on New Year’s Eve; unfortunately, it continued right into the opening days of

January. In fact, the widening in both IG and HY spreads reached their crescendo on

January 3. On that day, IG spreads peaked out at +157 basis points (bps), while HY hit a

highwater mark of +537 bps. These were the highest levels since 2016 and represented a

total widening of +52 bps and +234 bps, respectively, from the lows in early October.

 

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

 

Over the last month or so, IG differentials have managed to come in by 30 bps, or a 60%

reversal, while HY spreads have narrowed by a little more than 120 bps, recouping more

than 50% of the prior widening (see graph). This rebound in U.S. corporate bonds is an

interesting development in fixed income-land because it looked as if the market was at a

crossroads of sorts. Indeed, would the selling pressure continue as was the case in the

last widening episode of late 2015/early 2016, or would investors view this less

expensive landscape as a buying opportunity? I guess we know the answer to that question

now.
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ConclusionConclusion

 

Looking ahead, the waters may not be as smooth, and investors will more than likely have

to navigate unexpected swells and/or shoals. While I don’t envision a recession, a

growth slowdown in the U.S. should be expected, and what were once tailwinds for U.S.

corporates (Fed policy, financial conditions to name a few) have become potential

headwinds. Back to our opening theme, you don’t always get a second chance to adjust

your portfolio for potential pitfalls, and this recent narrowing in IG and HY spreads is

offering fixed income investors just that. Looking toward the balance sheet for quality

guidance will be an important tool in 2019, and WisdomTree’s fundamental fixed income

strategies can help fixed income investors potentially realize this goal.

 

Unless otherwise stated, all data is from Bloomberg as of February 8, 2019.Unless otherwise stated, all data is from Bloomberg as of February 8, 2019.

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

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

corporate bond presents a relatively low risk of default.

High Yield Corporate (Bond)High Yield Corporate (Bond)  : a type of corporate bond that offers a higher rate of

interest because of its higher risk of default.

Risk-on/risk-offRisk-on/risk-off  : refers to changes in investment activity in response to perceived

risk. During periods when risk is perceived as low, investors tend to engage in higher-

risk investments. When risk is perceived as high, investors tend to gravitate toward

lower-risk investments.

SpreadSpread  : 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.

Basis pointBasis point  : 1/100th of 1 percent.

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

a slowing economy and higher unemploymen.

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

United States.
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