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H|gh y|e|d investors are increasingly blended approach to a high yield portfolio may enhance

- . outcomes by aligning return potential with risk control and
recognizing that an Optlmal approach cost management. This may be particularly valuable in an

is not necessar”y Choosing between environment where evolving market structure and trading
active and indexed approaches, but techniques are reshaping traditional sources of alpha by
instead thoughtfully combining both creating new ways for issuers to obtain financing.
9 .
We present a case study evaluating the active high yield
In high yield, it’s not “either or” manager lineup of an actual client—an exercise undertaken

at their request. We found that several of their managers
have underperformed over the long run on a net-of-
management fee basis (Figure 1). As a result, the client
wanted to explore the potential benefits of incorporating an
indexed approach alongside their active high yield allocation.

By leveraging the alpha potential of active management
along with the consistency and cost efficiency of an
indexed approach, investors can construct more resilient
and balanced portfolios. This piece discusses how a

Figure 1: Many active high yield managers have underperformed over the long run, net-of-fees
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Sources: Client, eVestment. As of September 30, 2025. Analysis uses monthly excess returns over manager preferred benchmarks from
September 2015-September 2025, factoring in an assumed fee of 30 bps for active managers.
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Considerations for replacing managers

We used three main criteria to evaluate the client’s existing slate of managers:

1) Performance

According to Figure 1, three of the client’s eight managers have underperformed net-of-fees over the trailing
10-year period through September 2025. Prime candidates to substitute out of the lineup for an index allocation
would naturally be among these underperformers. On one hand, in the context of the active high yield manager
universe in eVestment, this set of managers performed reasonably well. There were a few clear underperformers,
but most generated first or second quartile gross alpha over the long term. Figure 2 summarizes benchmark-relative
performance over different trailing periods for the eight managers and the universe overall, gross-of-fees.

Figure 2: Many high yield managers have struggled to add long-term value, even gross of fees

1 2 3 4 5 6 7 8 | 1st Quartile Median | 3rd Quartile
Alpha
0.37 0.71 0.05
-0.01 -0.26 0.30
0.66 0.30 0.48
0.45 0.03 -0.06

Tracking Error

0.60 0.81 -
0.75 0.98 1.48
0.85 1.10 1.76
1.05 1.40 2.02
Info Ratio
1.09 0.77 1.21 1.11 0.36 -0.19
0.25 0.69 0.19 -0.36
-0.14 0.19 0.77 0.32 -0.08
0.29 0.39 0.38 0.10 -0.15

Sources: Client, eVestment. As of September 30, 2025. Performance is presented gross of management fees.

On another hand, long-term performance among high
yield managers has been underwhelming in general.
Over the trailing 10-year period, the median manager
has barely outperformed its benchmark (+14 bps).

In addition, median IR was only 0.1—and this is gross of
fees. Running this same analysis assuming 20-30 bps
of fees would imply that well over half of the active
manager universe did not outperform their benchmarks
on a net-of-fee basis over the long run.
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Lastly, performance consistency and persistence are
fleeting, at best. Looking at rolling three-year excess
returns by manager (Figure 3), we see that performance
has been quite volatile. It’s notable that (1) since 2015,
the median manager has been able to eke out +50 bps
of annualized net alpha over rolling three-year periods
only starting in the past few years, and (2) there appears
to be less differentiation in outcomes among these
managers in the past 1.5 years, roughly, as spreads have
continually narrowed to 25-year tights.
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Figure 3: Performance consistency is a challenge among high yield managers
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Sources: Client, eVestment. As of September 30, 2025.

2) Diversification

Another important factor is the degree to which a given
manager’s excess return profile is diversifying relative
to the rest of the lineup. Figure 1 suggests that there

is alpha differentiation among this set of managers.

Mar 2022

Manager 5 M Manager 6 M Manager 7

May 2023 Jul 2024 Sep 2025

Manager 8

Figure 4 confirms this quantitatively: three of the eight
managers are truly diversifying with average pairwise

correlations near zero, while the rest are less so, with

average correlations generally above +0.2.

Figure 4: Some managers are more diversifying than others

Manager 1 Manager 2 Manager 3 Manager 4 Manager 5 Manager 6 Manager 7 Manager 8
Manager 1 1.00
Manager 2 0.04 1.00
Manager 3 0.32 0.10 1.00
Manager 4 1.00
Manager 5 1.00
Manager 6
Manager 7 -0.15 0.28 0.00 0.33 0.39 1.00
Manager 8 0.04 -0.11 0.21 0.18 0.41 0.49 1.00
Mean: -0.05 0.05 0.11 0.16 0.22 0.28 0.25

Source: State Street Investment Management. Correlation analysis is conducted on gross-of-fee excess returns vs. manager preferred
benchmarks from September 2015-September 2025.

3) Fees

A key consideration for this client—like any other investor—
is fees. As mentioned above, the long-term performance
after fees was uneven and not satisfactory for the client.
Many managers failed to deliver outperformance net of
fees, which can be substantial in dollar terms.
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Putting it all together

With the benefit of hindsight, Figure 5 illustrates how
overall fees could have been reduced by substituting an
index allocation for different combinations of managers
who either underperformed, had less diversifying alpha
profiles, or both. We then looked at the impact to net
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performance of this index high yield substitution’ for Portfolio 5 (“P5”) would have resulted in the highest

different combinations of long-term underperformers, long-term alpha and IR of +22 bps and 0.5 respectively.
with the results summarized below. Substituting out In addition, P5’s weighted average fee of 21 bps would
underperforming managers 6-8 and manager 3 due to have saved the client 9 bps per year vs. their current

its high tracking error would have resulted in substantial allocation. This would translate to $900k to $9 million of
performance gains and fee savings. annual savings for a $1-10 billion portfolio.

Figure 5: Substituting an index high yield allocation for underperforming managers would have improved risk-
adjusted alpha while lowering fees substantially

Portfolio allocations—substitute index HY for select managers

Manager Current P1 P2 P3 P4 | P5 (BestAlpha P6

(%) (%) (%) (%) (%) | +Low Fee) (%) (%)
1 14.8 14.8 14.8 14.8 14.8 14.8 14.8
2 9.3 9.3 9.3 9.3 9.3 9.3 9.3
3 14.8 14.8 14.8 — 14.8 14.8 —
4 13.9 13.9 13.9 13.9 13.9 13.9 13.9
5 12.6 12.6 12.6 12.6 12.6 12.6 12.6
6 13.6 13.6 — 13.6 — — —
7 12.1 — 12.1 12.1 — — 12.1
8 9.0 — — — 9.0 — —
Index 0.0 211 22.6 23.8 25.6 34.7 37.4
Weighted Avg Fee 30.0 24.7 24.4 24.1 23.6 21.3 20.7

Net of fee performance, as of September 30, 2025

Excess Return

1Y

3Y

5Y

10Y

Tracking Error

1Y 0.20 0.21
3Y 0.33 0.31
5Y 0.42 0.42
10Y 0.47 0.43

Information Ratio

1Y

3Y

5Y

10Y

Sources: Client, eVestment. Performance analysis is net of the assumed management fees shown and conducted on excess returns vs. manager
preferred benchmarks from September 2015-September 2025. For simplicity, the index high yield allocation is assumed to generate zero net
alpha with zero tracking error over all time periods. Past performance is not a reliable indicator of future performance.
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“Our analysis shows that adding an index allocation
to an active high yield manager lineup can
complement/improve performance, and provide
meaningful fee savings.

The bottom line

As every basis point counts in today’s fixed income markets,
we find that investors can benefit from taking advantage

of the low-cost, liquid characteristics of high-yield index
funds. However, combining index and active strategies may
make sense because active credit management can help to
mitigate default risk, and has historically performed better in
periods of underperformance.

Endnote

1 For simplicity, in our analysis alpha and tracking error for the
high yield index allocation are assumed to be zero. In reality,
within our index high yield funds, we generate “implementation
alpha” through structural value-add techniques such as
innovative trading techniques, security selection, and new issue
participation. For example, in the trailing 5-year period through
09/30/25, a representative account of our US High Yield Bond
Index generated +27 bps of outperformance per annum net of
fees with tracking error of 23 bps.

A key caveat to this analysis is that we have the benefit of
hindsight: obviously an allocator cannot know in advance
which managers—active or indexed—will underperform
or outperform over the next 10 years. Removing this
uncertainty is, in our view, a reason to consider indexing
alongside high conviction active managers.

In general, we think it can be helpful to see the
performance and fee impact of allocating to index high
yield in lieu of underperforming active managers. An
index high yield allocation can serve as a compelling
complement to an active manager lineup by improving
risk-adjusted alpha, while also lowering fees substantively.

About State Street
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At State Street Investment Management, we draw from
our global scale and market-tested expertise to help
create original solutions and better outcomes for our
clients and the world’s investors.

statestreet.com/investment-management
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State Street Global Advisors (SSGA) is now State Street Investment Management.
Please go to statestreet.com/investment-management for more information.

Investing involves risk including the risk of loss of principal.

All information is from SSGA unless otherwise noted and has been obtained from
sources believed to be reliable, but its accuracy is not guaranteed. There is no
representation or warranty as to the current accuracy, reliability or completeness of, nor
liability for, decisions based on such information and it should not be relied on as such.

The whole or any part of this work may not be reproduced, copied or transmitted or any
of its contents disclosed to third parties without SSGA’s express written consent.

The views expressed are the views of Arkady Ho, CFA through December 1, 2025, and
are subject to change based on market and other conditions.

This document contains certain statements that may be deemed forward- looking
statements. Please note that any such statements are not guarantees of any future
performance, and actual results or developments may differ materially from those projected.

Diversification does not ensure a profit or guarantee against loss

Asset Allocation is a method of diversification which positions assets among major
investment categories. Asset Allocation may be used in an effort to manage risk and
enhance returns. It does not, however, guarantee a profit or protect against loss.

Bonds generally present less short-term risk and volatility than stocks, but contain
interest rate risk (as interest rates raise, bond prices usually fall); issuer default risk;
issuer credit risk; liquidity risk; and inflation risk. These effects are usually pronounced
for longer-term securities. Any fixed income security sold or redeemed prior to maturity
may be subject to a substantial gain or loss.
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Investing in high yield fixed income securities, otherwise known as “junk bonds”,

is considered speculative and involves greater risk of loss of principal and interest
than investing in investment grade fixed income securities. These Lower-quality debt
securities involve greater risk of default or price changes due to potential changes in
the credit quality of the issuer.

The information provided does not constitute investment advice and it should not be relied
on as such. It should not be considered a solicitation to buy or an offer to sell a security. It
does not take into account any investor’s particular investment objectives, strategies, tax
status or investment horizon. You should consult your tax and financial advisor

The information contained in this communication is not a research recommendation
or ‘investment research’ and is classified as a ‘Marketing Communication’ in
accordance with the Markets in Financial Instruments Directive (2014/65/EU) or
applicable Swiss regulation. This means that this marketing communication (a) has
not been prepared in accordance with legal requirements designed to promote the
independence of investment research (b) is not subject to any prohibition on dealing
ahead of the dissemination of investment research.

This communication is directed at professional clients (this includes eligible
counterparties as defined by the appropriate EU regulator) who are deemed both
knowledgeable and experienced in matters relating to investments.

The products and services to which this communication relates are only available to
such persons and persons of any other description (including retail clients) should not
rely on this communication.

Past performance is not a reliable indicator of future performance

The trademarks and service marks referenced herein are the property of their
respective owners. Third party data providers make no warranties or representations of
any kind relating to the accuracy, completeness or timeliness of the data and have no
liability for damages of any kind relating to the use of such data.

© 2025 State Street Corporation. All Rights Reserved.
ID3579303-8651274.2.1.GBL.RTL 1225 Exp. Date: 12/31/2026
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