Why Consider Active versus Passive
Management in High Yield
The benefits of active versus passive management has been a longstanding question
in asset management. The debate has gained momentum in recent years as only a few
managers in certain asset classes have been able to outperform index-replicating strategies
on a net basis. To gain from passive management, however, it helps for an asset class to
have three characteristics:
1. The index must be able to be replicated.
2.	In the case of ETFs, any disconnect between the price of the passive vehicle and the
market value of an actual basket of securities should be able to be easily arbitraged.
3.	Fees on the passive vehicle should be low. Ultimately, the fee is the guaranteed
underperformance of the passive vehicle compared to the benchmark.

IS PASSIVE PASSÉ?
High yield is an asset class that does not lend itself to passive investing easily, given that it lacks the three
characteristics mentioned above.
1.	It is nearly impossible to replicate high yield benchmarks. Rather than 500 publicly traded stocks, the
bond benchmarks consist of 1800 over-the-counter traded debt instruments. The largest size security
in the BofA Merrill Lynch High Yield Cash Pay Index is $5.2 billion and the smallest is $250 million1. Only
the largest and most recently issued bonds are traded often. Therefore, passive strategies are limited
to duplicating an index that is only a subset of the more comprehensive benchmarks and many issues
in the subset have tended to be the more volatile, higher beta securities. In the case of iShares iBoxx $
High Yield Corporate Bond ETF (HYG; the largest passive vehicle), the ETF replicates only 52% of the
total number of bonds in the BofA Merrill High Yield Cash Pay Index and it represent only 68% of the
benchmark’s market value2.
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2.	Differences between the price where high yield ETFs trade and the market value of the basket of bonds
held in the ETF (the NAV) are not easily arbitraged. Bonds may not be available for purchase and there may
be substantial bid/ask spreads as the ETF is required to buy or sell bonds in response to contributions or
withdrawals. Therefore, ETFs may trade at a premium or discount to the NAV for relatively long periods of
time because it is not profitable to arbitrage the difference. (The chart below illustrate the premium/discount of
HYG since 2008). As the market for high yield ETFs matured, the price premium/discount to NAV narrowed.
While the largest discounts have been experienced during quarters when the benchmarks are down more
than 1%, HYG has traded at a premium to NAV 85% of the days since 2008.
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3.	Passive investing in less liquid sectors, like high yield, is not as competitive as other asset classes because
the demand for passive high yield strategies is not as large and requires considerable resources. A manager
needs to have a knowledgeable team with expertise to trade in the over-the-counter market. Consequently,
fees for high yield ETFs are 40 to 50 basis points, not substantially less than actively managed high yield
mutual funds.
In the end, investors have tended to focus primarily on performance results in evaluating active versus passive
investing options. In the case of high yield, the passive vehicles have not been able to outperform either the
overall benchmark or the median active manager over longer periods of time.
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HIGH YIELD BOND ETFS VS. LIPPER PEER GROUP UNIVERSE (1/31/19)
10%

3%

5%

9%

2%

4%

8%

1%

7%
0%

3%

6%

-1%

2%

5%

-2%

4%
1-Year

5th %Tile
25th %Tile
Median
75th %Tile
95th %Tile

2.63%
1.36%
0.60%
-0.07%
-1.52%

HYG
JNK
ICE BofA ML High Yield Index

2.25%
1.45%
1.58%

1%

Annualized Returns Ending 1/31/19
%Tile Rank
3-Year
%Tile Rank

9.63%
8.54%
7.55%
6.47%
4.77%
8
24
20

7.97%
8.30%
9.42%

5-Year

%Tile Rank

4.79%
4.03%
3.45%
2.83%
1.93%
38
32
7

3.53%
3.01%
4.59%

46
69
9

Past performance is not indicative of future results. Data shown above is annualized. The performance data quoted represents
past performance and current returns may be lower or higher. Total return figures include change in share price, reinvestment of
dividends and capital gains. The investment return and principal value will fluctuate so that an investor’s shares, when redeemed, may
be worth more or less than the original cost. HYG is the ticker symbol for the iShares iBoxx $ High Yield Corporate Bond ETF. JNK is
the ticker symbol for the SPDR® Bloomberg Barclays High Yield Bond ETF.
Data Source: Lipper High Yield Funds Universe, ICE BofA Merrill Lynch, iShares iBoxx $ High Yield Corporate Bond ETF, SPDR®
Bloomberg Barclays High Yield Bond ETF

Over the five-year period ended 1/31/19, the returns of the two largest high yield ETFs, HYG and JNK, were
below 46% and 69% of active managers, respectively. Also indicating the inability to replicate the standard
benchmarks, the BofA Merrill Lynch High Yield Cash Pay Index has been in at least the top 9% of active
managers over all time periods. Given the challenges with replicating the high yield index and the historical
underperformance of high yield passive strategies, investors have ample reason to consider active management
over passive in the high yield sector.
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About Seix Investment Advisors LLC
Seix Investment Advisors is an investment management boutique focused exclusively on managing fixed income
strategies since 1992. Seix seeks to generate competitive absolute and relative risk-adjusted returns over the full
market cycle through a bottom-up focused, top-down aware process. Seix employs multi-dimensional approaches
based on strict portfolio construction methodology, sell disciplines, and trading strategies with prudent risk
management as a cornerstone.

S&P 500® Index is a free-float market capitalization-weighted index of 500 of the largest U.S. companies. The index is calculated
on a total return basis with dividends reinvested. The indexes are unmanaged, their returns do not reflect any fees, expenses, or
sales charges, and are not available for direct investment.
BofA Merrill Lynch High Yield Cash Pay Index is an unmanaged index consisting of all domestic and Yankee high-yield bonds
maturing over one year. The quality range is less than BBB-/Baa3 but not in default (DDD1 or less). The index does not reflect the
deduction of expenses associated with a mutual fund, such as investment management and fund accounting fees.
A Basis Point (bp) is equal to 0.01%. Average Coupon is the weighted average coupon (annual rate of interest on the bond’s face
value that the issuer agrees to pay the holder until maturity) of all the securities in a fund.
The commentary is the opinion of Seix Investment Advisors. This material has been prepared using sources of information
generally believed to be reliable; however, its accuracy is not guaranteed. Opinions represented are subject to change and should
not be considered investment advice or an offer of securities.
IMPORTANT RISK CONSIDERATIONS:
Credit & Interest: Debt securities are subject to various risks, the most prominent of which are credit and interest rate risk.
The issuer of a debt security may fail to make interest and/or principal payments. Values of debt securities may rise or fall in
response to changes in interest rates, and this risk may be enhanced with longer-term maturities. High Yield-High Risk Fixed
Income Securities: There is a greater level of credit risk and price volatility involved with high yield securities than investment
grade securities. Prospectus: For additional information on risks, please see the fund’s prospectus.
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To learn more about Seix Investment Advisors,
please visit seixadvisors.com.
For information regarding our subadvised mutual funds,
please visit virtus.com or call 1-800-243-4361.
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