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An overarching theme when investing in U.S. corporate bonds the last few years has been

the discussion surrounding the credit makeup of the investment grade (IG) universe.

Specifically, the share of the BBB-rated sector within this universe has risen

considerably since the end of the Great Recession in 2009. As a result, there have been

numerous articles written on the topic, and of course the usual hype surrounding a “what

if” scenario. In other words, what happens if the BBB sector stumbles? While we are

certainly mindful of this new IG landscape and monitoring it carefully, we are not ready

to ring any alarm bells at this time.

As we all know, past performance does not predict future results, but calendar year (CY)

2019 offered an interesting glimpse into the U.S. IG market. Total return for a variety

of fixed income asset classes last year was a very positive experience, but for broader

IG corps, it was a “double-digit” performance in plus territory. Guess which sector rose

to the top? You guessed it, BBBs (+16.4%).

Figure 1: 2019 Total Returns

Admittedly, we do not expect the 2020 performance to be this robust, but some modest

positive readings would be our base case. For IG corps, there are some potential warning

signs to watch from a balance sheet perspective (interest coverage and cash/debt

ratios). However, on the supportive side of the equation, the Federal Reserve (Fed) has
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definitely provided a friendlier glide path with monetary policy, and economic data, suc

h as the recent jobs report, continues to suggest a +2% type of growth trajectory, with

no recession on the immediate horizon. Last, but not least, on the short list, as the

recent signing of the U.S./China Phase 1 trade deal underscores, trade tensions have

been de-escalated (for now), as compared to last year.

We believe these key macro factors should be supportive for BBB-rated credits in

general. In addition, BBB corporates typically have a stronger incentive toward balance

sheet discipline in order to maintain their investment grade credit rating to avoid

becoming a “fallen angel” (an issue that gets downgraded from IG to high yield).

Obviously, investors have been wondering about recent downgrade trends in the U.S. IG

space. We thought it would be useful to provide some insights on this topic, as it

relates to our own yield-enhanced core strategy as well, the WisdomTree Yield Enhanced U

.S. Aggregate Bond Fund (AGGY), which overweights credit as compared to the Bloomberg Ba

rclays U.S. Aggregate Index (Agg) but cannot deviate beyond 20% of the weights in the

Agg.

Figure 2

In figure 2, we measured the percent of AGGY falling to junk over the past three years

and compared it to the Agg, the Enhanced Yield Index, and a broad-based corporate index.

Our analysis suggests that AGGY’s credit overweight has not resulted in a significant

increase in downgrades to junk and was visibly less than that of broad U.S. corporates.

Marginal Increase in Downgrades to Junk:      Over the three-year period stretching

from 9/30/2016 to 9/30/2019, AGGY had only 0.61% more downgrades to junk compared to

the U.S. Agg (1.04% in AGGY vs. 0.43% in the U.S. Agg; both figures are cumulative).

The one-year horizon only saw a 0.11% difference vs. the Agg (0.21% vs. 0.10%).

U.S. Corporates Had More Than 1.5x More Downgrades to Junk:          Over the same

three-year time, an investor broadly buying U.S. corporate bonds would have had

1.58% of their portfolio falling to junk (more than 1.5x vs. AGGY).

Conclusion

To reiterate, we are very mindful of the current U.S. IG corporates landscape, but

playing to investors’ anxieties is normally what makes headlines. However, sometimes

facts get in the way.

Unless otherwise stated, all data sourced is Bloomberg as of January 17, 2020.

Important 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. 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. Investing in mortgage- and asset-backed

securities involves interest rate, credit, valuation, extension and liquidity risks and

the risk that payments on the underlying assets are delayed, prepaid, subordinated or

defaulted on. Due to the investment strategy of the Fund, it may make higher capital
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gain distributions than other ETFs. Please read the Fund’s prospectus for specific

details regarding the Fund’s risk profile.

Credit ratings apply to the underlying holdings of the Fund, not to the Fund itself.

Standard & Poor’s, Moody’s and Fitch study the financial condition of an entity to

ascertain its creditworthiness. The credit ratings reflect the rating agency’s opinion

of the holdings’ financial condition and histories. The ratings displayed are based on

the highest of each portfolio constituent as currently rated by Standard & Poor’s,

Moody’s or Fitch. Long-term ratings are generally measured on a scale ranging from AAA

(highest) to D (lowest), while short-term ratings are generally measured on a scale

ranging from A-1 to C.

 

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

Corporate Bonds : a debt security issued by a corporation.

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.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

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

United States.

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.

Bloomberg U.S. Aggregate Bond Index : Represents the investment-grade, U.S. dollar-

denominated, fixed-rate taxable bond market, including Treasuries, government-related

and corporate securities, as well as mortgage and asset backed securities.

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.
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