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High Yield: The potential pitfalls
of passive investing

Investors today have a wide range of options including active and
passive strategies. This active versus passive debate has edged its
way into fixed income in recent years as investors have continued
to explore passive — or indexed — investment options that are
designed to provide a relatively inexpensive way to gain broad-
market exposure and pursue index-like returns.

While some passive equity funds have demonstrated an ability to generate index-like returns,
there are limitations when it comes to passive investing in fixed income. This is especially true
in the lower-guality or less liquid part of the market, such as high yield bonds. When it comes
to high yield bonds, we firmly believe active management can offer additional benefits to
investors who are considering an allocation to the asset class.

The potential limitations of passive investing in high yield

An index-tracking approach for high yield bonds may come with various limitations. For one,
debt indices are weighted by debt outstanding and as such if you track the benchmark, you
essentially allocate the majority of your portfolio to the most indebted companies. Although
many indices are capped at a maximum issuer weight of 2%, indices still have to take what
they're given by the market. This was well-demonstrated by the large increases in index
exposure to companies about to enter material financial distress before the dotcom and
energy busts.

In addition, there is another crucially important point to consider when comparing active
managers to indices. Passive fixed income is different to its equity market equivalent. In the
context of the bond market, passive ETFs often are not designed to track ‘the market'. For
example, ETFs set their benchmarks as liquid subsets of the broader high vyield universe. For
example, the iBoxx $ Liquid High Yield index has around half the number of bonds in the ICE
BofA US High Yield Index and of course the composition of the index is different in terms of
ratings and sectors.

Further, ETFs are required to track a subset of the index because the actual index is meant

to simulate perfect conditions. For example, it benefits from perfect liquidity and perfect
allocation to new issues. Meanwhile, active managers operate in the real world, and ETFs face
the same challenge.
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Most passive high yield ETFs have consistently underperformed their
benchmarks since inception

Within the equity market, passive exchange-traded funds (ETFs) have generally been able to
generate index-like returns given de-minimis transaction costs, ample liquidity and low fees
that are typical of passively managed funds. As tempting as it may be to apply the same cost-
saving concepts to fixed income, there are meaningful differences between equity and fixed
income markets.

When it comes to equities, passive ETFs have historically kept pace with the broader equity
market and their respective benchmarks, more or less. However, certain high yield passive
ETFs have significantly lagged their respective benchmarks and the broader market. Although
there are various ETFs in the marketplace, we can use one of the main High Yield ETFs to
illustrate the historical performance. As shown below, the SPDR Bloomberg High Yield (JNK)
fund has persistently lagged the index since inception in 2007,

Exhibit 1: SPDR Bloomberg HY ETF (JNK) vs. Bloomberg High Yield Very Liquid Index
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Source: Aegon AM, Bloomberg. Based on monthly returns hedged to USD from 30 November 2007 to 31 March 2024. Includes JNK — SPDR
Bloomberg High Yield Bond ETF and Bloomberg High Yield Very Liquid Bond Index. Past performance does not predict future returns.

Data is provided for illustrative purposes only. Indices do not reflect the performance of an actual investment. It is not possible to invest directly in
an index, which also does not take into account trading commissions and costs. All investments contain risk and may lose value

We believe that many of the typical limitations of index-tracking for the high yield market
can be overcome through active, high-conviction investing. When evaluating passive vs. active
fixed income, key considerations can include trading costs, fees, and benchmark selection.

Trading costs and fees

Passively managed high yield strategies are likely to persistently underperform their high yield
benchmark for two primary reasons: elevated trading costs and fees may result in a drag on
performance versus the index.

There is a common perception that investing in an ETF provides benchmark-like returns.
However, the benchmark that the ETF is tracking has embedded advantages over the ETF. The
benchmark does not face trading costs and receives perfect allocations to new issues. On the
other hand, the ETF must incur trading costs and is forced to buy the bonds at the current
market price in an effort to replicate benchmark holdings. In a more liquidity strained asset class
like high vield, the impact market liquidity may have on passive high yield ETF strategies should
be considered, even if they do track a more liquid index. This turnaver can result in meaningful
trading costs for an asset class that tends to have a wider bid-ask spread. In times of stress, the
liquidity factor may become increasingly important as replicating index holdings becomes more
challenging, the ETF is forced to buy bonds regardless of the price.
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In addition, although passive funds typically charge lower fees than many active managers, / /

these fees those fees still need to be factored into the fund's ability to generate competitive Wh'[e p assive
returns. Although active managers also charge fees and face trading costs, they are often portfollos may
able to implement more dynamic and flexible trading decisions as they strive to minimize h l .
trading costs while also maximizing value for clients. Ultimately, active managers can utilize avea P acein
their skill and expertise to implement a high-conviction approach that aims to more than some investors

compensate for the fees and trading costs.

portfolios,

Benchmark selection and high yield market representation

an actively
Benchmark selection is also an important consideration when evaluating passive high yield d
ETFs. Although passive equity funds can select benchmarks that are largely representative manage
of the broader market, passive high yield funds are not designed to track the full high yield approach tO
e high yield bond
For example, high yield ETFs set their benchmarks as liguid subsets of the broader ’g yle , onas
high yield universe. The SPDR Bloomberg High Yield ETF (JNK) is managed against the may prOVlde
Bloomberg High Yield Very Liquid Bond Index, which has around half the number of bands dd . l
in the broader ICE BofA US High Yield Index. In addition, the composition of the index is a 'tlona
different in terms of ratings and sectors. As a result, investors that allocate to passive high T
yield ETFs are not getting full access to the broader high yield market, which can lead to Opportun't'es tO
missing out on key alpha-generating opportunities. Active managers, on the other hand, Outperform the
have flexibility to invest across the high yield market spectrum and utilize their expertise b h k
to evaluate liguidity and trading costs as they balance risk/return decisions and seek to encnmark.

maximize upside potential and minimize downside capture while generating strong risk-
adjusted returns.

Passive vs. active high yield strategies

While passive portfolios may have a place in some investors' portfolios, an actively
managed approach to high yield bonds may provide additional opportunities to outperform
the benchmark. Using an active, high-conviction approach, managers strive to allocate
clients’ capital to their best ideas while avoiding index positions with inferior risk-return
profiles. Active portfolio managers can uncover and exploit market inefficiencies by
leveraging internal research and their experience navigating various market cycles. By
constructing a portfolio with opportunistic variations to the index, active managers may be
better positioned to produce returns that are meaningfully different than passive funds as
they aim to generate enhanced value for clients.
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Disclosures

This material is provided by Aegon Asset Management
(Aegon AM) as general information and is intended
exclusively for institutional and wholesale investors, as
well as professional clients (as defined by local laws and
regulation) and other Aegon AM stakeholders.

This document is for informational purposes only in
connection with the marketing and advertising of products
and services, and is not investment research, advice or a
recommendation. It shall not constitute an offer to sell

or the solicitation to buy any investment nor shall any

offer of products or services be made to any person in any
jurisdiction where unlawful or unauthorized. Any opinions,
estimates, or forecasts expressed are the current views of
the author(s) at the time of publication and are subject to
change without notice. The research taken into account

in this document may or may not have been used for or

be consistent with all Aegon AM investment strategies.
References to securities, asset classes and financial markets
are included for illustrative purposes only and should not be
relied upon to assist or inform the making of any investment
decisions. It has not been prepared in accordance with any
legal requirements designed to promote the independence
of investment research, and may have been acted upon by
Aegon AM and Aegon AM staff for their own purposes.

The information contained in this material does not

take into account any investor's investment objectives,
particular needs, or financial situation. It should not be
considered a comprehensive statement on any matter and
should not be relied upon as such. Nothing in this material
constitutes investment, legal, accounting or tax advice,

or a representation that any investment or strategy is
suitable or appropriate to any particular investor. Reliance
upon information in this material is at the sole discretion

of the recipient. Investors should consult their investment
professional prior to making an investment decision. Aegon
Asset Management is under no obligation, expressed or
implied, to update the information contained herein. Neither
Aegon Asset Management nor any of its affiliated entities
are undertaking to provide impartial investment advice

or give advice in a fiduciary capacity for purposes of any
applicable US federal or state law or regulation. By receiving
this communication, you agree with the intended purpose
described above.

Investments in high yield bonds may be subject to greater
volatility than fixed income alternatives, including loss of
principal and interest, as a result of the higher likelihood of
default. The value of these securities may also decline when
interest rates increase.

Past performance is not a guide to future performance.
All investments contain risk and may lose value. This
document contains "forward-looking statements" which

@ aegonam.com

fr linkedin.com/company/aegonam

are based on Aegon AM's beliefs, as well as on a number of
assumptions concerning future events, based on information
currently available. These statements involve certain risks,
uncertainties and assumptions which are difficult to predict.

Consequently, such statements cannot be guarantees of
future performance, and actual outcomes and returns may
differ materially from statements set forth herein.

The following Aegon affiliates are collectively referred to
herein as Aegon Asset Management: Aegon USA Investment
Management, LLC (Aegon AM US), Aegon USA Realty
Advisors, LLC (Aegon RA), Aegon Asset Management UK plc
(Aegon AM UK), and Aegon Investment Management B.V.

(Aegon AM NL). Each of these Aegon Asset Management
entities is a wholly owned subsidiary of Aegon Ltd.In addition,
Aegon Private Fund Management (Shanghai) Co., a partially
owned affiliate, may also conduct certain business activities
under the Aegon Asset Management brand.

Aegon AM UK is authorised and regulated by the Financial
Conduct Authority (FRN: 144267) and is additionally a
registered investment adviser with the United States (US)
Securities and Exchange Commission (SEC). Aegon AM

US and Aegon RA are both US SEC registered investment
advisers.

Aegon AM NL is registered with the Netherlands Authority
for the Financial Markets as a licensed fund management
company and on the basis of its fund management license is
also authorized to provide individual portfolio management
and advisory services in certain jurisdictions. Aegon AM NL
has also entered into a participating affiliate arrangement
with Aegon AM US. Aegon Private Fund Management
(Shanghai) Co., Ltd is requlated by the China Securities
Regulatory Commission (CSRC) and the Asset Management
Association of China (AMAC) for Qualified Investors only. The
content has not been reviewed or endorsed by any regulatory
authority in China.

In Taiwan, neither Aegon AM nor any of its affiliates are
registered and may not sell, issue, or offer any products

or services while in Taiwan. Marketing is intended for
Professional Institutional investors only and the contents
have not been reviewed or endorsed by any regulatory
authority in Taiwan. The content contained is for information
purpase only. Taiwan residents are advised to exercise caution
in relation to the proposal. If you are in any doubt about

any of the contents of this marketing, you should obtain
independent professional advice.

©2024 Aegon Asset Management or its affiliates. All rights
reserved.
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