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Note: A recent white paper published on lordabbett.com compared the historical performance of active and 
passive investment strategies across a broad range of fixed-income sectors. Given the importance of this topic, 
in the coming weeks Market View will be spotlighting certain asset classes covered in the paper. Here, we 
feature the U.S. high-yield sector, examining the relative performance of the two approaches—as represented 
by exchange traded funds (ETFs) and actively managed mutual funds—and the implications for investors.
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IN BRIEF

n We think investors 
weighing a passive 
approach to gain exposure 
to the high-yield bond 
market should consider 
four important points.

n First, they should note that 
high-yield indexes are 
heavily weighted to the 
most indebted companies.

n Second, it is difficult for 
index funds and ETFs to 
replicate high-yield indexes.

n A third factor to consider is 
that the wide dispersion of 
returns within the high-yield 
market creates opportunity 
for active managers.

n The final, and perhaps  
most important, point: 
passive high-yield strate-
gies have lagged the 
average active manager, 
with greater volatility.

MARKET VIEW
HIGH YIELD: ACTIVE OR PASSIVE? FOUR POINTS TO CONSIDER

Here, we offer a closer look at the key attributes—and relative performance—of the two strategies.
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LORD ABBETT

CHART 1. MAJOR HIGH-YIELD BOND ETFS HAVE UNDERPERFORMED THE MORNINGSTAR 
HIGH-YIELD CATEGORY
TRAILING THREE-YEAR RETURN AND STANDARD DEVIATION, AS OF JANUARY 31, 2018
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TRAILING RETURN (%)/ 
CATEGORY RANK (%) 3 YEAR

1 YEAR 3 YEAR 5 YEAR 10 YEAR STANDARD  
DEVIATION (%)

SHARPE
RATIO

Morningstar High Yield 
Category Average 5.85 5.07 4.48 6.70 5.06 0.97

Largest High Yield ETF¹ 5.46 4.40 4.14 6.22 5.41 0.73

Rank in Category 65 80 70 70 – –

2nd Largest High Yield 
ETF² 5.62 4.17 3.83 6.05 6.00 0.63

Rank in Category 60 85 81 78 – –

Source: Morningstar.
Past performance is not a reliable indicator or guarantee of future results. The historical data shown in the chart above are for illustrative purposes only and 
do not represent any specific portfolio managed by Lord Abbett or any particular investment.  Indexes are unmanaged, do not reflect the deduction of fees or expenses, 
and are not available for direct investment.

Stephen Hillebrecht, CFA 
Fixed Income Product Strategist

CONTRIBUTING STRATEGIST

https://www.lordabbett.com/en/perspectives/fixedincomeinsights/staying-active-in-fixed-income.html
https://www.lordabbett.com/en/perspectives/fixedincomeinsights/staying-active-in-fixed-income.html
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Since credit risk is a major risk to investing in U.S. high-yield 
bonds, one would think that an active approach to portfolio manage-
ment would be most appropriate to avoid credit issues. But U.S. 
mutual-fund flows would seem to suggest otherwise. The contrast 
in flows in this $300 billion category has been dramatic, with more 
than $40 billion in outflows from active funds, versus nearly $18 
billion in inflows to ETFs over the five years through December 31, 
2017. While these flows have been large, they also have tended to be 
quite erratic, especially during periods of market volatility. For 
example, according to data from Lipper, over the six weeks ended 
February 21, 2018, high-yield ETFs suffered $6.8 billion of outflows 
(representing 13.6% of their assets under management).

Before automatically allocating to passive strategies to gain 
exposure to the high-yield market, we would suggest that investors 
consider the following four points regarding passively managed 
vehicles such as ETFs, and actively managed funds.

1.     High-yield indexes are heavily weighted to the most  
indebted companies.

Major high-yield indexes feature a potential drawback that 
stems from the way they are structured. Within a market cap-
weighted index, when companies issue more debt, they then 
become a larger part of the index. As a result, a passive approach 
leads to larger allocations to the most indebted companies and 
industries. An active manager can undertake rigorous fundamental 
credit research on individual issuers and choose to focus on the 
best opportunities, while avoiding those credits that pose the 
largest risk of default, or trade at unattractive valuations. 

2.     High-yield indexes are not easily replicated.

One reason to own an index is to gain broad exposure to an 
asset class. But unlike the S&P 500® Index, for example, the high-
yield index is not as easily replicated. A major high-yield bench-
mark, the ICE BofAML U.S. High Yield Index, is a broad index that 
includes approximately 2,000 issues, representing a market value 
of $1.3 trillion. In the case of the two largest high-yield index ETFs, 
they instead attempt to track indexes that represent a portion of the 
market—the “highly liquid” market—representing the largest  
borrowers in high yield. 

These more narrow indexes have lagged the broader higher-
yield market, while generating higher volatility (see Chart 2). An 
active approach provides flexibility to take advantage of all market 
opportunities across a broader universe, not just the largest 
issuers of debt, while mitigating risk. 

3.     The wide dispersion of returns within the high-yield market 
creates opportunity for active managers.

The data in Table 1 indicate that it is common to have a large 
dispersion of returns by rating and sector in each calendar year in 
the broad high-yield market (as represented by the ICE BofAML U.S. 
High Yield Constrained Index). An active portfolio can favor those 
industries that are better positioned for the economic environment, 
while adjusting overall risk exposure across the credit-rating 
spectrum. This potential advantage was evident during the com-
modity price collapse of 2014–15, when the energy sector, which 
grew to become one of the largest sectors in the major high-yield 
indexes, suffered sharp price declines. 

For example, in the “risk-off” environment of 2014–15, ‘CCC’ 
rated bonds underperformed those rated ‘BB’ by 790 basis points 
(bps) and 1,400 bps, respectively, only to outperform by more than 
2,300 bps during the recovery of 2016. A review of returns by sector 
in the ICE BofAML U.S. High Yield [Constrained] Index reveals  
a spread of more than 30% in the return of the best and  
worst sectors in the index. This variability creates opportunity for 
those managers with advanced credit analysis and security valua-
tion capabilities. 

4.     Passive strategies have lagged the average active manager, 
with greater volatility.

The two large high-yield ETFs mentioned earlier have the benefit 
of lower expenses, but that has led to high opportunity cost. Inves-
tors focused solely on these ETFs’ low fees would have realized 
returns that lagged the mutual fund category average by a signifi-
cant margin, placing them in the bottom third of the category over 
the past three-, five-, and 10-year periods. Some investors may be 
willing to accept lower returns if it comes with lower volatility. But  
in this case, these ETFs have delivered lower returns with higher 
volatility than the category-average manager (see Chart 1). (For a 
deeper look at relative performance, including the differential in 
dollar terms, read the full white paper.)

2

TABLE 1. THE WIDE DISPERSION OF RETURNS CREATES OPPORTUNITIES FOR ACTIVE MANAGERS
DISPERSION OF RETURNS, BY CREDIT RATING AND INDUSTRY

ML High Yield 
Index* 2013 2014 2015 2016 2017 ML High Yield 

Index* 2013 2014 2015 2016 2017

BB 5.2% 5.3% -1.0% 13.2% 7.2% Top Sector 14.2% 9.9% 6.4% 38.4% 12.8%

CCC 13.0% -2.6% -15.0% 36.5% 10.2% Bottom Sector 4.5% -7.4% -23.6% 4.1% 1.5%

Difference
CCC-BB 7.8% -7.9% -14.0% 23.3% 3.0% Difference

Top-Bottom 9.7% 17.3% 30.0% 34.3% 11.3%

Source: BofA Merrill Lynch. Data for calendar years (ended December 31). *ICE BofAML U.S. High Yield Constrained Index.
Past performance is not a reliable indicator or guarantee of future results. The historical data shown in the chart above are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett 
or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

https://www.lordabbett.com/en/perspectives/fixedincomeinsights/staying-active-in-fixed-income.html
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FINAL THOUGHTS

There are many nuances to consider when comparing active and passive managers, whether in high yield or other fixed-income sectors. 
For example, stacking up the largest ETF against the broad mutual-fund category might not be a direct comparison, since some managers 
may take a more flexible approach than the largest index ETF in each category. 

But we would encourage investors to undertake an unbiased side-by-side performance comparison of active and passive strategies. It 
should not be just a question of active versus passive; rather, a better question may be to ask, “Which high-yield strategy can deliver more 
attractive risk-adjusted returns, after expenses, to investors?” A review of historical performance would suggest that passive ETFs have not 
delivered the optimal performance experience to investors. High-yield investors who had heretofore only considered passive vehicles may be 
surprised—and pleased—to discover the performance attributes of actively managed strategies. 

CHART 2. HISTORICALLY, THE HIGH-YIELD MARKET HAS GENERATED HIGHER RETURNS THAN THE MORE NARROW 
INDEXES TRACKED BY ETFs
DATA AS OF JANUARY 31, 2018
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Source: Morningstar.
Past performance is not a reliable indicator or guarantee of future results. The historical data shown in the chart above are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett 
or any particular investment.  Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
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IMPORTANT INFORMATION
A Note about Risk: The value of investments in fixed-income securities will change as interest rates 
fluctuate and in response to market movements. Generally, when interest rates rise, the prices of debt 
securities fall, and when interest rates fall, prices generally rise. High-yield securities, sometimes called 
junk bonds, carry increased risks of price volatility, illiquidity, and the possibility of default in the timely 
payment of interest and principal. Bonds may also be subject to other types of risk, such as call, credit, 
liquidity, interest-rate, and general market risks. Longer-term debt securities are usually more sensitive to 
interest-rate changes; the longer the maturity of a security, the greater the effect a change in interest rates 
is likely to have on its price. Lower-rated bonds may be subject to greater risk than higher-rated bonds.  
No investing strategy can overcome all market volatility or guarantee future results.

Forecasts and projections are based on current market conditions and are subject to change without notice. 
Projections should not be considered a guarantee.

This Market View may contain assumptions that are “forward-looking statements,” which are based on cer-
tain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. 
There can be no assurance that forward-looking statements will materialize or that actual returns or results 
will not be materially different from those described here.

There is no guarantee that markets will perform in a similar manner under similar conditions in the future.

GLOSSARY OF TERMS

A basis point is one one-hundredth of a percentage point.
An exchange traded fund (ETF) is a security that tracks an index, a commodity or a basket of assets like an 
index fund, but trades like a stock on an exchange. ETFs experience price changes throughout the day as they 
are bought and sold.
Standard deviation is a measure of the dispersion of a set of data from its mean. Applied to a rate of return, 
standard deviation is an indication of an investment’s volatility.
The Bloomberg Barclays U.S. High Yield Very Liquid Index (VLI) is a component of the Bloomberg Barclays 
U.S. Corporate High Yield Index that is designed to track a more liquid component of the U.S. dollar-denominated, 
high yield, fixed-rate corporate bond market. The VLI uses the same eligibility criteria as the US Corporate High 
Yield Index, but includes only the three largest bonds from each issuer that have a minimum amount outstanding 
of US$ 500 million and less than five years from issue date. The VLI also limits the exposure of each issuer to 2% 
of the total market value and redistributes any excess market value index-wide on a pro rata basis.
The Bloomberg Barclays U.S. Corporate High Yield Index measures the U.S. dollar-denominated, high 
yield, fixed-rate corporate bond market. Securities are classified as high yield if the middle rating of Moody’s, 
Fitch and S&P is Ba1/BB+/BB+ or below. Bonds from issuers with an emerging markets country of risk,  
based on Barclays EM country definition, are excluded.
The ICE BofA Merrill Lynch U.S. High Yield Constrained Index is a capitalization-weighted index of all 
U.S. dollar-denominated below-investment grade corporate debt publicly issued in the US domestic market. 
The ICE BofA Merrill Lynch U.S. High Yield Index tracks the performance of U.S. dollar-denominated 
below-investment grade corporate debt publicly issued in the U.S. domestic market.

Source: ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS USE OF THE ICE BofAML INDICES 
AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT GUARANTEE 
THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE ICE BofAML INDICES OR 
ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN CONNECTION WITH 
THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT & CO. LLC. 
OR ANY OF ITS PRODUCTS OR SERVICES.
The Markit iBoxx USD Liquid High Yield Index consists of liquid U.S.-dollar denominated high-yield bonds, 
selected to provide a balanced representation of the broad U.S.-dollar high yield corporate bond universe.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
The Morningstar High Yield Bond Average represents high-yield bond portfolios that concentrate on lower-
quality bonds, which are riskier than those of higher-quality companies.
Morningstar, Inc. ©2018. All rights reserved. The information contained herein is the proprietary informa-
tion of Morningstar, Inc., may not be copied or redistributed for any purpose and may only be used for 
non-commercial, personal purposes. The information contained herein is not represented or warranted to be 
accurate, correct, complete or timely. Morningstar, Inc., shall not be responsible for investment decisions, 
damages, or other losses resulting from the use of this information. Past performance is no guarantee of 
future performance. Morningstar, Inc. had not granted consent for it to be considered or deemed an “expert” 
under the Securities Act of 1933.
Any examples provided are for informational purposes only and are not intended to be reflective of actual results.
The credit quality of the securities are assigned by a nationally recognized statistical rating organization 
(NRSRO), such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s creditworthiness. Ratings 
range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered investment grade. Credit 
ratings ‘BB’ and below are lower-rated securities (junk bonds). High-yielding, non-investment-grade bonds 
(junk bonds) involve higher risks than investment-grade bonds. Adverse conditions may affect the issuer’s 
ability to pay interest and principle on these securities.
The information provided herein is not directed at any investor or category of investors and is provided 
solely as general information about our products and services and to otherwise provide general investment 
education.  No information contained herein should be regarded as a suggestion to engage in or refrain from 
any investment-related course of action as Lord, Abbett & Co LLC (and its affiliates, “Lord Abbett”) is not 
undertaking to provide impartial investment advice, act as an impartial adviser, or give advice in a fiduciary 
capacity with respect to the materials presented herein.   If you are an individual retirement investor, contact 
your financial advisor or other non-Lord Abbett fiduciary about whether any given investment idea, strategy, 
product, or service described herein may be appropriate for your circumstances.
The opinions in Market View are as of the date of publication, are subject to change based on subsequent develop-
ments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt 
any investment strategy, and is not intended to predict or depict the performance of any investment. Readers should 
not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. 
Investing involves risk, including possible loss of principal. This document is prepared based on the information  
Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. 
Investors should consult with a financial advisor prior to making an investment decision.
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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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OUR FIRM
A singular focus on  
the management of  
money since 1929 

OUR MISSION
Delivering superior long-term 
investment performance  
and a client experience that  
exceeds expectations

OUR DIFFERENTIATORS
n Independent Perspective
n  Commitment to Active Management
n Intelligent Product Design

Want to learn more about our investment strategies?
Contact Lord Abbett at 888-522-2388 or visit us at www.lordabbett.com.

Lord, Abbett & Co. LLC | 90 Hudson Street | Jersey City, NJ 07302-3973 | T 1.888.522.2388 | lordabbett.com


