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Active fixed-income management makes sense
NOW more than ever

Passive strategies and fixed-income benchmarks exclude a significant
portion of the investible market, hindering diversification and performance

By Jerry W. Miller

Cracks are beginning to ap-
pear in the case for passive
investing, especially in the
fixed-income world.

Morningstar data show that
the majority of actively man-
aged bond funds in the inter-
mediate-term bond category
outperformed their passive
peers on average over the
one-, three-, and five-year pe-
riods through the end of 2017.
Contributing to this outper-
formance is the fact that in-
vestment-grade bond returns
as measured by the Bloom-
berg Barclays U.S. Aggregate
Bond Index, or the Agg — the
most widely used benchmark
for core fixed-income strate-
gies — have declined steadily
over the last five years. The
Agg is down about 1.6% year
to date, which is its second
worst performance seven
months into a year since 1999.

As the Federal Reserve
continues to tighten mon-
etary policy, exogenous risks
such as trade wars and geo-
politics become more evident
and credit spreads widen
from post-crisis tights, inves-
tors are questioning whether
they are being adequately
compensated for risk. This
changing market backdrop
mandates that investors re-
consider the benefits of ac-
tively managed fixed income
because of several structural
flaws in the passive model.

First, passive strategies and
fixed-income benchmarks ex-
clude a significant portion of
the investible market, which
hinders diversification and
performance. For example,
the Agg represents less than
half of the total fixed-income
universe, excluding about $21
trillion of non-indexed secu-
rities.

Sectors under-represent-

ed or not represented in the
Agg include non-agency
commercial and residential
mortgage-backed securities,
asset-backed securities, col-
lateralized loan obligations
and any floating-rate bonds
— securities that may offer
attractive yields, limited du-
ration risk and investment-
grade ratings. And after a
decade of deficit financing,
fully 70% of the Agg now
comprises low-yielding, long-
duration government-related
securities. Diversified insti-
tutional investors, which al-
ready have sizable U.S. debt
exposure, face the prospect of
lower returns if they are over-
ly dependent on products that
track such benchmarks.

In contrast, active fixed-
income managers can be
nimbler in exploiting under-
researched and off-the-run
areas.To put it simply: A bond
or credit instrument excluded
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from an index is not neces-
sarily unattractive. An index
fund or exchange-traded fund
benchmarked to the Agg may
miss many of these potential
diamonds in the rough.

Second, active managers
have the ability to position
accordingly as risks emerge
and trading opportunities
develop. For example, the
negative impact of rate and
yield curve changes on long-
duration assets can be man-
aged with active decisions
around portfolio duration
positioning.

Looking ahead at risks that
a passive strategy may not be
able to mitigate, we are con-
cerned about the potential
for meaningful downgrades
in the next downturn. At the
turn of a cycle, we typically
see an acceleration of fallen
angels — investment-grade
corporate debt issuers down-
graded to high yield. We have
seen significant growth in
this cycle in BBB corporate
issuers, which are just on
the cusp of investment grade
and high yield. In the Agg,
a record 13% of the index is
BBB-rated, but in the Bloom-
berg Barclays U.S. Corporate
Bond index, it is almost 50%.

BBB-rated corporate debt
has grown by more than

200% over the past decade,
which means there will likely
be a record volume of fallen
angels in the next wave of
downgrades. When this starts
to happen, passive vehicles
that have investment-grade
mandates would be forced
sellers, while active manag-
ers with some latitude can
identify downgrade risk with
some diligence, and then take
advantage of opportunities
when forced selling reaches a
consolidation period.

Lastly, active managers
are better suited to analyze
credit risks posed by lax un-
derwriting standards that
have prevailed in this ex-
tended bull market. At Gug-
genheim, we have observed
a sharp increase in deals
lacking covenant protection
and overall aggressive deal
structures — not to mention
high levels of debt issued by
lower-rated, first-time issu-
ers. Rigorous credit analysis
by active managers can miti-
gate these risks.

The benefits of an actively
managed fixed-income port-
folio are perhaps more pro-
nounced than at any time
since the Great Recession.
Active managers have a
greater ability to add value
and manage risk than passive
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funds. Indeed, the pendulum
has already started to swing
back. Earlier this year, Natix-
is found that institutional in-
vestors have increased their
allocations to active manage-
ment by 6.25% since 2015.

That said, some insurance
companies have been increas-
ingly active in bond ETFs in
recent years. But if those ETFs
aren’t truly diversified, have a
liquidity mismatch and con-
tain unanalyzed underlying
credit risk, the insurer is tak-
ing significant risk by going
passive. The same is true for
a pension fund or any other
institutional investor.

As we were reminded by
turbulence at the start of
2018, nothing lasts forever
in financial markets. Politi-
cal uncertainty, decelerating
growth prospects and fur-
ther Fed tightening are just a
few of the reasons to employ
a different approach— one
that offers investors the abil-
ity to evaluate and adjust to
new risks and opportunities
as they arise. Active man-
agers are well-positioned to
navigate these challenges in
a continuously changing in-
vestment landscape.

Jerry W. Miller is president of
Guggenheim Investments.
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Important Notices and Disclosures

This material is distributed or presented for informational or educational purposes only and should not be con-
sidered a recommendation of any particular security, strategy or investment product, or as investing advice of
any kind. This material is not provided in a fiduciary capacity, may not be relied upon for or in connection with
the making of investment decisions, and does not constitute a solicitation of an offer to buy or sell securities. The
content contained herein is not intended to be and should not be construed as legal or tax advice and/or a legal
opinion. Always consult a financial, tax and/or legal professional regarding your specific situation.

This material contains opinions of the author, but not necessarily those of Guggenheim Partners, LLC or its
subsidiaries. The opinions contained herein are subject to change without notice. Forward looking statements,
estimates, and certain information contained herein are based upon proprietary and non-proprietary research and
other sources. Information contained herein has been obtained from sources believed to be reliable, but are not
assured as to accuracy. Past performance is not indicative of future results. There is neither representation nor
warranty as to the current accuracy of, nor liability for, decisions based on such information. No part of this mate-
rial may be reproduced or referred to in any form, without express written permission of Guggenheim Partners,
LLC.

Investing involves risk, including the possible loss of principal. Investments in fixed-income instruments are
subject to the possibility that interest rates could rise, causing their values to decline. High yield and unrated debt
securities are at a greater risk of default than investment grade bonds and may be less liquid, which may in-
crease volatility. Investors in asset-backed securities, including collateralized loan obligations (“CLOs”), generally
receive payments that are part interest and part return of principal. These payments may vary based on the rate
loans are repaid. Some asset-backed securities may have structures that make their reaction to interest rates
and other factors difficult to predict, making their prices volatile and they are subject to liquidity and valuation

risk. CLOs bear similar risks to investing in loans directly, such as credit, interest rate, counterparty, prepayment,
liquidity, and valuation risks. Loans are often below investment grade, may be unrated, and typically offer a fixed
or floating interest rate.

Guggenheim Investments represents the following affiliated investment management businesses of Guggen-
heim Partners, LLC: Guggenheim Partners Investment Management, LLC, Security Investors, LLC, Guggenheim
Funds Investment Advisors, LLC, Guggenheim Funds Distributors, LLC, Guggenheim Real Estate, LLC, GS
GAMMA Advisors, LLC, Guggenheim Partners Europe Limited and Guggenheim Partners India Management.
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