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As investors grapple with a sizeable amount of negative yielding debt outstanding and

companies reduce dividends amid the crisis, investors may be looking for asset classes

that offer yield relative to other areas of the fixed income universe.  According to the

Bloomberg Barclays Global Aggregate Negative Yielding Debt Index which tracks the amount

of negative yielding debt globally, the amount of negative yielding debt rose to over

$16 trillion on 10 August 2020. With Treasuries accounting for most of that negative

yielding debt and corporates being a very small portion of the overall total. In this

blog, we will aim to review the yield currently offered across different fixed income

asset classes and provide insight into the fundamentals of some of the areas providing

the highest income at present.

For investors considering different fixed income asset classes, one can note that on a

yield per unit of duration basis Additional Tier 1 Contingent Convertible bonds (AT1

CoCos) and US High Yield are offering more yield per unit of duration than many other

areas of the fixed income market. Please refer to figure 1 below.

 

Figure 1: AT1 CoCos offer attractive yield per unit of duration

Source: WisdomTree, Markit. Data as of 30 July 2020. Yield is yield to worst (YTW) and is based on

the duration-adjusted market value weighting. Effective OA duration is effective option-adjusted

duration. AT1 CoCos is the iBoxx Contingent Convertible Liquid Developed Europe AT1 Index, USD HY is

the iBoxx USD Liquid High Yield Index, EUR HY is the iBoxx EUR Liquid High Yield Index, USD Corps is

the iBoxx USD Liquid Investment Grade Index, EUR Corps is the iBoxx Euro Liquid Corporates Index,

EUR IG Financials is the iBoxx EUR Liquid Financials Index, EUR HY Financials is the iBoxx EUR

Liquid High Yield Financials Index, EUR HY Banks is the iBoxx EUR High Yield Banks Index, EM Corps

is the iBoxx USD Liquid Asia ex-Japan Corporates Large Cap Investment Grade Index, EM Gov is the

iBoxx USD Liquid Emerging Markets Sovereigns Index. 

You cannot invest directly in an index. Historical performance is not an indication of

future performance and any investments may go down in value.
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If we dig deeper into these two asset classes, we note that they both would fall into

the risk bucket of investment portfolios and that investors would need to be comfortable

with the risk and reward profile before investing. While these two asset classes are

currently offering yields of more than 5%, they are both providing somewhat different

exposures.

AT1 CoCos are generally issued by European banks and were created to help European banks

raise capital to meet Basel III capital requirements following the financial crisis. The

Basel III framework placed greater requirements on both the quality of banks’ capital

and the required level of it with the intent to reduce systemic risk. Within the bank’s

capital structure, they fall below subordinated debt and are considered hybrid

instruments which, if triggered, can be converted to equity or written-down. Banks pay a

significant yield premium over more senior debt to compensate AT1 CoCo investors for the

additional contingencies inherent in AT1 CoCos. US high yield is typically composed of

corporate bonds issued by companies from a variety of sectors and the bonds typically

include some optionality for the issuer to call the bonds ahead of their maturity date.

While AT1 CoCos are generally issued by European banks that typically have an issuer

credit rating of investment grade, we note that the average credit rating for issuers

within the US high yield index considering the Bloomberg Barclays US Corporate High

Yield Total Return Index as a reference is of non-investment grade rating. Please refer

to figure 2 below for details.

 

Figure 2: AT1 CoCos are generally issued by investment grade European banks when

compared to lower rated HY issuers

Source: WisdomTree, Bloomberg. Data as of 30 July 2020. Issuer rating is set to the lowest given by

either Moody’s, S&P or Fitch. S&P rating is represented by the long-term local currency issuer

rating. Fitch rating is represented by the long-term issuer default rating. For HY issuers Moody’s

rating is represented by the long term rating based on Moody’s algorithm that considers rating

class, currency and rating date to choose which actual rating qualifies as the long term rating. For

AT1 CoCos issuers Moody’s rating is represented by the entity’s ability to honour senior unsecured

financial obligations and contracts. HY is represented by the Bloomberg Barclays US Corporate High

Yield Total Return Index. AT1 CoCos are represented by the iBoxx Contingent Convertible Liquid

Developed Europe AT1 Index. The average issuer rating calculation does not take into account the

portion of issuers with either NR (not rated) data or  N/A (not available) data. In the calculation

of the average issuer rating the weight of the constituents with either NR or N/A data is

distributed proportionately among the index constituents with available data.  

You cannot invest directly in an index. Historical performance is not an indication of

future performance and any investments may go down in value. 

 

If one digs further into the credit rating of the AT1 CoCo bonds and compares it to the

credit ratings of US high yield bonds, one can note that AT1 CoCo bonds generally have a

higher credit rating as noted in figure 3. 
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Figure 3: The bond ratings of AT1 CoCos are generally higher than HY

Source: WisdomTree, Bloomberg. Data as of 30 July 2020. Issue rating is set to the

middle of Moody’s, Fitch and S&P; when rating is available from only two agencies, the

lower is used; if only one agency rates a given bond, the rating of that agency is used.

HY is represented by the Bloomberg Barclays US Corporate High Yield Total Return Index.

AT1 CoCos are represented by the iBoxx Contingent Convertible Liquid Developed Europe

AT1 Index. The average issue rating calculation does not take into account the portion

of bonds with either NR (not rated) data or  N/A (not available) data. In the

calculation of the average issue rating the weight of the constituents with either NR or

N/A data is distributed proportionately among the index constituents with available

data.  

You cannot invest directly in an index. Historical performance is not an

indication of future performance and any investments may go down in value. 

 

As the economic fall out of the global lockdown measures continue to impact the

fundamentals of companies and banks, some credit positives for the European banking

sector include that the rating of banks tend to be higher on average than those of high

yield companies partially due to the nature of their business which typically is less

sensitive to a deterioration in their operating environment and that banks benefit from

potential access to central bank funding. These may be some factors that investors may

want to consider as they build diversified portfolios that aim to achieve a higher

income profile. 

 

View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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