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when volatility returned with a vengeance in 2018, few markets or asset classes were
spared. As asset prices declined, investors have started to question if this is a
momentary blip or the start of a Targer move. Below, we discuss what recent moves have
meant for U.S. high-yield (HY) bonds and why our fundamental approach to credit has
outperformed all other credit exchange-traded funds (ETFs) and an overwhelming majority
of active managers.

Thoughts on Macro

The Federal Reserve, while projecting more dovish comments and “data dependency”
assurances of Tate, is still forecasting at least two more rate hikes for this year. To
us, this indicates strong fundamental underpinnings in the economy. In fact, the U.S.
saw wage growth hit a nine-year high, according to the Labor Department’s report in
November. In our view, corporate and economic data continues to be strong while
inflation remains Tow.

So, where are we? Is this the end of the cycle as we know it? Is there more pain for the
markets ahead? oOr 1is it all noise, and the recent downturns in the market are merely
buying opportunities?

The truth is, no one can really know for certain what path we are heading down. what has
become clear, though, 1is that volatility due to uncertainty seems to be the status quo
moving forward. In our view, investors need to think smarter about where and how they’re
allocating, particularly in credit.

U.S. High-Yield Credit

At the beginning of 2018, HY corporate bonds were considered to be a very attractive
asset class, with high levels of income and companies ready to benefit from continued
market and economic growth. However, as we came to Tearn, simply owning the market was
not enough.

The HY corporate market, as represented by the Bloomberg Barclays U.S. Corporate High-Yi
eld Index, experienced a bit of a whipsaw effect last year. The market saw positive,
albeit modest, gains through the first three quarters of last year, as spreads remained
Tow to flat. However, the fourth quarter saw a drop-off across all classes, and market
performance took a significant hit, ending the year in negative territory.

Additionally, with an average duration throughout the year of about four years,! higher

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/blog/glossary#high-yield-corporate
https://wisdomtree.com/blog/glossary#fundamentals
https://wisdomtree.com/blog/glossary#active-manager
https://wisdomtree.com/blog/glossary#federal-reserve
https://wisdomtree.com/blog/glossary#dovish
https://wisdomtree.com/blog/glossary#rate-hike
https://wisdomtree.com/blog/glossary#barclays-u.s.-corporate-high-yield-index

wWisdomTree BLOG ARTICLE

nominal interest rates eroded away total returns. By allocating to the “shorter”
maturing bonds within the high-yield corporate market, as represented by the BofA Merril
1 Lynch 0--5 Year US High Yield Index, this simple adjustment helped boost returns by
2.03%. However, this was not enough to avoid negative total returns for the year. In
order to do that, investors needed to focus on fundamentals.

wisdomTree’s Approach to HY

We continue to advocate for a more intuitive way of accessing the market. By screening
based on issuer fundamentals, our approach to credit can effectively target bonds that
exhibit favorable fundamentals while presenting opportunities for income and screen out
those that don’t. wisdomTree has helped pioneer this market by creating an entire suite
of fundamentally weighted corporate bond ETFs. One fund in the suite that we are very
excited about moving forward is the WisdomTree Fundamental U.S. Short-Term High Yield Co

rporate Bond Fund (SFHY).

SFHY’s underlying Index, the WisdomTree Fundamental U.S. Short-term High Yield Corporate
Bond Index, employs a multistep process: it screens on fundamentals to identify bonds
with maturities between one and five years and with favorable characteristics, and then
tilts to those that offer attractive income characteristics. Key to this process is the
exclusion of issues with a negative free cash flow.

This methodology has avoided many of the defaults that occurred in the market in 2018.
As a percentage of par, 1.46% of the overall HY market was affected by defaults, whereas
only 0.04% was affected in SFHY.

Figure 1: Performance & Ranks for SFHY
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Performance & Ranks as of 12/31/18 2018

SFHY NAV Performance 1.89%
vs. All Credit ETFs (Median) -1.12%
Ranking 1 of 109
Percentile 1st
vs. Morningstar High Yield Bond Category (Median) -2.92%
Ranking 8 of 697 224 of 613
Percentile 2nd 36th
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Sources: WisdomTree, Zephyr Style ADVISOR, Momningstar, Bloomberg, BofA Merill Lynch, 12/31/17-12/31/18.

Performance is historical and does not guarantee future results. Current performance may be lower or higher than
quoted. Investment retums and principal value of an investment will fluctuate so that an investor's shares, when
redeemed, may be worth more or less than their original cost. Performance data for the most recent menth-end is
available at wisdomtree.com.

WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the Fund. Total
Retumns are calculated using the daily 4:00 p.m. EST net asset value (NAV). Market price retums reflect the midpoint of the
bid/ask spread as of the close of trading on the exchange where Fund shares are listed. Market price retums do not represent
the retums you would receive if you traded shares at other times.

Momingstar, Inc., 2018. All rights reserved. The information contained herein: (1) is proprietary to Momingstar andfor its
content providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, complete or timely. Neither
Momningstar nor its content providers are responsible for any damages or losses arising from any use of this information. The
% of Peer Group Beaten is the funds’ total-retum percentile rank compared to all funds within the same Momingstar Category
and is subject to change each month. Regarding ranking of funds, 1 = Best.

Please click here for standardized performance and here for month end performance of
SFHY.

For definitions of terms in the chart, please visit our glossary.

Going back to our prior example, figure 1 illustrates how screening for fundamentals
provided excess Tlevels of returns 1in 2018. SFHY (on a NAV total return basis) had
outperformance of 397 basis points (bps) over the HY corporate market and 194 bps over
the short-term market. Additionally, SFHY exhibited lower Tlevels of volatility 1in an

otherwise volatile year: 3.05% versus 3.33% versus 3.56%, respectively.?

Figure 2: Average Yields and Durations in 2018 for SFHY vs. HY Markets

2018 Statisti F12/31/18 Average 2018 Average 2018 Duration
018 Statistics, as of 12/31/18 : i
e Yield (years)

SFHY 5.63% 2.08
Bofa Merrill Lynch 0-5 Year US High Yield Index 6.47% 242
Bloomberg Barclays U.S. Corporate High-Yield Index 6.40% 3.92

Sources: WisdomTree, Bloomberg, BofA Merrill Lynch, as of 12/31/18. Past performance is not indicative of
future results. You cannot invest directly in an index.
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Some may say, “By screening out the negative cash flow bonds, aren’t you potentially
sacrificing on yield since these risks are already priced into the market? wouldn’t
something Tike this lag in performance?”

while this may feel 1ike a satisfying soundbite, that wasn’t necessarily the case. In

fact, SFHY was the #1 performing credit ETF for 20183. Furthermore, it ranked in the
second percentile among all mutual funds and ETFs 1in the Morningstar High Yield Bond

category for 2018.% Clearly, our rules-based approach was not simply priced into the
market.

HY in 2019

Through all of our discussions with investors, we continue to encourage people to think
about how they are allocating via models and portfolios. while we do not believe that
2019 will represent the end of the current cycle, we do believe 1investors should start
focusing more on fundamentals. In our view, this approach can help investors capture
higher Tlevels of returns than Tess risky assets but allows them to avoid some of the
potential pitfalls in the market before they occur. As volatility continues to increase
in markets, a fundamental approach could help investors navigate a more dynamic credit
environment.

1source: Bloomberg, as of 12/31/18.
Zsource: wisdomTree, Bloomberg, BofA Merrill Lynch, zephyr StyleADVISOR, as of 12/31/18.
3source: Bloomberg, as of 12/31/18. There were 109 Corporate Bond ETFs in 2018.

4source: Morningstar, as of 12/31/18. There were 697 funds in the High Yield Bond
category for 2018.

Important Risks Related to this Article

There are risks associated with investing, including possible Tloss 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 Tower 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 1issuer’s ability to make such payments will
cause the price of that bond to decline. while the Fund attempts to 1limit 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.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://www.wisdomtree.com/investments/performance

wWisdomTree BLOG ARTICLE

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. 1dinvestors 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 1investments 1in 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 1indicative 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 Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 qinternal 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 dinstruments 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 idinvestment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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.

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal

wWisdomTree BLOG ARTICLE

DEFINITIONS

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

interest because of its higher risk of default.

Fundamentals : Attributes related to a company’s actual operations and production as
opposed to changes in share price.

Active manager : Portfolio managers who run funds that attempt to outperform the market
by selecting those securities they believe to be the best.

Federal Reserve : The Federal Reserve System 1is the central banking system of the
United States.

Rate Hike : refers to an increase in the policy rate set by a central bank. In the

Barclays U.S. corporate High Yield Index : Covers the universe of fixed-rate, non-

investment-grade corporate debt.

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

BofA Merrill Lynch 0-5 Year Us High Yield constrained 1Index : tracks the

performance of short-term US dollar denominated below investment grade corporate debt
publicly issued in the US domestic market.

Basis point : 1/100th of 1 percent.
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