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m Interesting paper!

m | learned a lot about benchmarking in corporate bonds and its impact on bond prices

m My comments are mostly about writing the next paper
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CORPORATE BOND BENCHMARKS ARE BROAD AND HIGH-TURNOVER

Many bonds. Broad indexes

Annual turnover of selected Bloomberg U.S. fixed-income indexes contain thousands of CUSIPs.

High turnover. Bloomberg

o,
Benchmark #t bonds Add. Del. Turnover rate (%) fixed-income indexes average 71%
Total Maturity-driven annual two-way turnover.

Aggregate 9,430 2,292 1,893 46 11 Maturity-driven trading.
Aggregate 1-5 year 4,468 1,908 1,766 33 41 Turnover is especially high in
Aggregate 3-5 year 2,010 1,534 1,475 150 97 short/intermediate buckets.
Corporate 4,828 960 686 34 8
Corporate 1-5 year 1,758 619 528 65 42 Corporate bond benchmarks are
Corporate 5-10 year 1,526 476 412 58 30 difficult to fully replicate.
Average 3,195 1,023 883 71 37 — sampling is central for

Source: Li, Pavlova, and Sikorskaya (2026), Table 1, Panel B. corporate bond benchmark

implementation.
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FUND PORTFOLIOS TRACK BENCHMARKS, BUT SPARSELY

Figure 2: Fund holdings across benchmark weight quintiles
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MODEL: TRACKING-ERROR BENEFIT VERSUS PER-POSITION COST

Include bond i when the tracking-error/return benefit exceeds the marginal line-item cost.

maxg Sa +b)0' (u—p) — g((a +b)0 — bw)/E((a +b)0 — bw) — Cn
re;:rn ~ g portfolio-management cost

tracking-error risk

Broad, high-turnover benchmark

Predictions

¥

Full replication costly

= More likely included: high benchmark weight, large

issue size, high idiosyncratic risk

¥
Manager chooses subset S

¥

Benchmark demand concentrated in selected bonds

stronger

|
|
|
l
|

¥
BMI affects prices mostly for included bonds

] m More bonds held when benchmarking incentives are
] m Price effect: BMI matters more for included than

excluded bonds

Key implication: BMI should matter differently for selected

bonds.
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IDENTIFICATION: FIVE-YEAR CUTOFF AND BMI CHANGES

Figure 4: Discontinuity in BMI around the 5-year maturity cutoff Identification strategy
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(a) Canada (b) United States face induced buying and selling

pressure
This figure illustrates the average benchmarking intensity by bond’s time to maturity around the 5-year
mark in (a) Canada and (b) the United States. We report the average BMIs within all bonds in our baseline
sample as well as within bonds predicted to be included or excluded from fund portfolios, as defined later in

the section. Key feature: these are perfectly

predictable demand shifts.
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BMI MOVES PRICES AND OWNERSHIP FOR

With sparsity

Full sample
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SAMPLED-IN BONDS

Increases in benchmarking intensity
lower spreads and raise ownership
mainly for bonds selected into sparse

portfolios.

spread |, ownership T included bonds

ABMI 1=
excluded bonds

weak/no effect
Ownership: both active and passive
funds rebalance in the direction

predicted by BMI.
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OUTLOOK

m Careful empirics; the main result is convincing:

index effects for included bonds

= My comments: what frictions generate which behavior?

m Beyond the paper: what else do these effects suggest?

Maybe the next paper?
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COMMENT 1.1: Two FAcTs, ONE MECHANISM?

High benchmark turnover Sparse fund portfolios

The paper makes these facts feel like two sides of the same coin.
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COMMENT 1.2: WHAT DOES SPARSITY SAVE?

m Suppose one bond can represent the index exposure

> If it exits, replace 100% of the position
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COMMENT 1.2: WHAT DOES SPARSITY SAVE?

m Suppose one bond can represent the index exposure
> If it exits, replace 100% of the position
m Suppose two bonds represent the same index exposure

> |If one exits, replace 50% of the position

> If the other exits, replace the other 50%

= Notional turnover is generally unaffected by sparsity
= What is different?

» Number of CUSIPs to monitor, approve, price, explain
» Number of positions in risk systems
> Fixed trade-ticket costs

This sounds like monitoring costs, not notional turnover minimization.
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COMMENT 1.3: A STYLIZED FACT FOR LINE-ITEM COSTS

m If monitoring costs matter, bonds should be “covered” at the family level
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COMMENT 1.3: A STYLIZED FACT FOR LINE-ITEM COSTS

m If monitoring costs matter, bonds should be “covered” at the family level

m A fund should be more likely to hold a bond if another fund in the same family already
holds it

v

Same CUSIP already monitored

> Same issuer already reviewed

» Same pricing / compliance / risk infrastructure already in place

> Maybe same centralized trading desk already has dealer relationships
m Related facts:

> Larger fund families should hold less sparse portfolios

» Holdings should cluster by issuer within families

This would directly support the monitoring-cost interpretation of sparsity.
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COMMENT 2.1: TURNOVER MINIMIZATION IS DIFFERENT

m Useful stylized fact: fund turnover relative to benchmark turnover

» Do sparse funds actually trade less notional than the benchmark?
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m Useful stylized fact: fund turnover relative to benchmark turnover
» Do sparse funds actually trade less notional than the benchmark?

m If funds are actually minimizing turnover, they should do something else:
> avoid bonds likely to require future replacement trades

Example: Bloomberg U.S. Corporate 1-5 year index

> A large bond falls below the 5-year cutoff
> Buy this bond and sell what?

m Not the “average” 3-year bond

> Sell a bond just above the 1-year cutoff

» You would have sold it soon anyway

m True turnover minimization likely creates portfolio tilts to avoid turnover
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COMMENT 2.2: BOUNDARY AVOIDANCE

m Maturity boundaries:

> Funds should tilt toward the high end of maturity buckets

» But that can look like reach-for-duration
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COMMENT 2.2: BOUNDARY AVOIDANCE

m Maturity boundaries:

> Funds should tilt toward the high end of maturity buckets

» But that can look like reach-for-duration

m Potential separation:

> Use time variation in yield-curve steepness
» Reach-for-duration should move with the slope / term premium
» Turnover avoidance should be more stable
m Credit boundaries:
» Distance from the high-yield cutoff is largest for high-rated |G bonds

» That goes against reach-for-credit-yield
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COMMENT 2.3: PRICING IMPLICATIONS

m Boundary avoidance could show up in prices, not just holdings
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COMMENT 2.3: PRICING IMPLICATIONS

m Boundary avoidance could show up in prices, not just holdings

m Within maturity buckets:

> bonds farther from forced exit should face stronger benchmarked demand

> potentially lower spreads near the high end of the bucket

m Within credit buckets:

> bonds farther from downgrade-driven exclusion should face stronger demand

> potentially lower spreads for safer bonds within the same |G segment

m This is distinct from standard compensation for duration or credit risk
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COMMENT 3: THE NEXT PAPER?

m Bretscher-Schmid—Ye: passive demand shocks lower offering spreads; firms time issuance
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COMMENT 3: THE NEXT PAPER?

m Bretscher-Schmid—Ye: passive demand shocks lower offering spreads; firms time issuance

m Next question: do issuers also design bonds to get low yields at issuance?

m How much issuance is targeted toward:

» maturity profiles that cater to investor demand and benchmark mandates
> fewer, larger issues: index-eligible, high-weight, and worth a scarce line item

> maturities near the high end of a bucket, so funds can hold longer before forced turnover
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CONCLUSION

m Great paper! Main result that BMI affects prices and ownership for included bonds is very

convincing!

m Frictions matter: different frictions, different predictions

m Beyond this paper, benchmark demand may matter for portfolio tilts, bond prices within

buckets, and firms' issuance choices...
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