
 

 

 
 

Stonebridge FAQ on Negative Yield-to -Call Securities and Portfolio Yield-to-

Worst, September 18, 2018 

There are an increasing number of preferred securities trading at a negative yield-to-call (YTC) causing a 
negative portfolio yield-to-worst (YTW) for some fund products. The intent of this piece is to clarify 
many of the misconceptions about these calculations, as well as provide insight into how Stonebridge 
approaches decisions on negative YTC securities.      
 
Key Takeaways: 
 

1. Every preferred security has unique circumstances impacting the issuer’s call decision, so it is 
important to analyze and make portfolio decisions based on the probability of different 
scenarios. 

2. Buying a preferred security at a negative YTC does not always result in a loss. 
3. There are pitfalls to the YTC and YTW calculations that are important to understand when 

comparing multiple securities or funds.   
4. Stonebridge believes active management adds significant value in the preferred market.   

 
Why is there an increased focus on negative YTC securities right now? 
The strong performance of the preferred market has resulted in an increasing percentage of securities 
trading at a negative YTC.  There are two main reasons a security will trade at a negative YTC: either the 
market is taking a stance that the security won’t be called at the earliest possible call date, or passive 
index-tracking ETFs have indiscriminately bought securities following inflows and have driven prices up 
despite an expected call.  This exemplifies the importance of understanding the circumstances 
surrounding each security, and the ability to position accordingly through active management.  
 
What is Yield-to-Call (YTC)? 
Yield-to-call is the internal rate of return (IRR) on a preferred security or bond at the current market 
price if the security is called at the earliest possible date.  The calculation is based on the coupon rate, 
the market price, and the time until the call date.  To normalize the calculation for comparison across all 
securities, yields are presented on an annualized basis.  
 
What does negative YTC mean? 
Negative YTC simply means the investor’s internal rate of return at the current price will be negative if 
the security is called at the next call date.  For securities that have call dates longer than 1 year into the 
future, this is simply an IRR calculation.  However, for securities less than 1 year until their next call date, 
the standard industry methodology can create outliers, as illustrated below: 

Example: Ally/A is currently trading at $26.11 with a coupon of 8.10%, callable at $25 with a 
minimum 30 days’ notice.  If a call was announced today, an investor would receive ~$0.37 per 
share in accrued coupon (the prorated amount of full quarterly dividend) but would lose $1.11 in 
principal for a net loss of $0.74 per share, or 2.8% in total.  That number is annualized and when the 
IRR calculation methodology is applied, the result is a YTC of approximately -37%. 

  
  



 

 

Should an investor expect their absolute return to be the YTC if a security is called at the first available 
date? 
No, the YTC represents the internal rate of return over the entire holding period, which becomes 
increasingly deceiving the less time to the call date.  For example, on a security callable in 30 days the 
total loss from a call may only be 1%, but to normalize the calculation as a YTC one must annualize 
it.  This would take a security trading at a 1% loss over 30 days (1/12th of the year) and extrapolate for 
the entire year for a -12% YTC, even though the maximum total loss at the current price is only 1%.   

 
Are there any potential benefits of buying or holding negative YTC securities? 
Yes, negative YTC securities likely to be redeemed can outperform during bearish markets because the 
likelihood of a call can limit the downside.  It is important to understand why a security is trading 
negative and monitor the likelihood of a call.  If the market environment changes so a call is no longer 
probable, there could be underperformance as it reprices in line with the rest of the market.    
 
What are the disadvantages of buying or holding negative YTC securities? 
The most obvious disadvantage of buying a security with a negative YTC is the potential for the security 
to be called at the first call date, resulting in a loss on that security.  In addition, negative YTC securities 
with a high call probability will trade around par in most market environments, which leads to 
underperformance during bullish markets.   
 
How does Stonebridge view YTC on a security basis? 
Stonebridge will look into each individual security to understand the factors relevant to the issuer when 
making the call decision (e.g. ability to refinance, capital needs and cost of capital).  As a team, we 
determine the base case scenario and the likelihood of its occurrence.  On a security trading negative to 
the call, we determine the date until which the security must stay outstanding to result in a positive 
return.  Then we decide on the security based on the likelihood of the different outcomes, as well as the 
severity of the worst case scenario should it occur.  Stonebridge won’t buy any securities where our 
most likely scenario results in a negative return or where the potential loss of the worst case outweighs 
the potential gain from the other scenarios.   
 
What does Yield-to-Worst (YTW) represent? 
YTW is the worst possible annualized yield on a preferred security or bond without the issuer 
defaulting.  Annualized yield is calculated at all call dates and to maturity or perpetuity, and the YTW is 
the lowest of all calculated yields.  
 
What percentage of the retail market is trading at a negative YTW? 
As of 8/31/2018, we calculate that 18% of the $25 par market (measured by the BofA Merrill Lynch Core 
Plus Fixed Rate Preferred Securities Index, P0P4) is trading at a negative YTW, which results in a portfolio 
YTW on P0P4 of 1.25%.  
 
What does a fund’s portfolio YTW represent? 
Industry convention for portfolio YTW is the weighted average of all the individual security YTWs 
(security weighting x security YTW). 

Example: A portfolio holds 2 securities:  
1) ALLY/A at 20% of portfolio with a YTW of -37%,  
2) C/K (6.875% coupon, callable at $25) at 80% of portfolio with a YTW of 4.50%.   
 
Portfolio YTW = ALLY/A (.2 x -37%) + C/K (.8 x 4.50%) = YTW of -3.80% 

  
  



 

 

Are the reported portfolio YTW numbers comparable across funds? 
No, there are different adjustments used by certain providers to reduce the effect of outliers.  We 
believe one of the most popular adjustments used by some of the passive index-tracking ETFs involves 
replacing negative YTW with a different yield calculation on the security such as current yield.  This could 
have a significant impact on a portfolio’s reported YTW as it changes a potentially extreme negative with 
an inflated positive. 

Example: Using the 2 security portfolio that previously had a YTW of -3.80%:  
1) ALLY/A at 20% of portfolio would replace the yield to worst of -37% with the current yield of 
7.75% 
2) C/K at 80% of portfolio would have the same yield to worst of 4.50%.   
 
Portfolio YTW = ALLY/A (.2 * 7.75) + C/K (.8 X 4.50) = New YTW of 5.15%, compared to -3.80% under 
the previous method.  

 
If the calculation methodology is the same, are the portfolio YTW numbers comparable? 
Even when the calculation methodology is the same on portfolio YTW, comparing the portfolios based 
on each’s YTW is meaningless without context.  It is important to understand more details behind the 
calculation such as the percentage of negative YTC securities in the portfolio, the term structure of the 
YTW dates, and how much the average YTW is skewed by individual holdings.  The complex nature of 
negative YTC just further demonstrates the importance of active management being able to determine 
the likelihood of the negative yield occurring and adjusting the portfolio accordingly.   
 
Does a negative portfolio YTW mean the investor should expect a loss? 
No.  In fact, a negative YTW doesn’t even mean the overall return on a portfolio would be negative if the 
“worst” scenario happened in each security.  The weighted average calculation of YTW combined with 
the effect of annualizing on securities callable within a year can greatly skew the reported number. 

Example: A portfolio buys 1 share of C/K at 4.50% YTW (not callable until 11/15/2023) and 1 share 
of ALLY/A at -37% YTW (currently callable), resulting in a portfolio YTW of ~-16%.  The next day there 
is a call announced on Ally, resulting in a total loss of $0.74 on the share purchased.  C/K is then 
called on its first call date on 11/15/2023, resulting in about $9.02 of dividends collected  
($1.71875 * 5.25) and a principal loss of about $2.90 for a net gain of ~$6.12.  Overall the two 
holdings realized their YTW values and still resulted in a net GAIN of nearly $5.40 due to the 
dividends received by the time C/K is called.  This positive gain is vastly different than the negative 
YTW of ~-16% on the portfolio. 

 
How does Stonebridge view YTW on a portfolio level? 
Stonebridge doesn’t find much value in the actual portfolio weighted average YTW number due to the 
shortfalls of the calculation, specifically relating to securities with a YTW date of less than 1 year.  We 
don’t make any decision based on portfolio YTW, but instead focus on the value of each individual 
security as part of our overall security selection process.   
 
 
All references to specific securities are for illustrative purposes only and not necessarily a 
recommendation of Stonebridge Advisors LLC.  
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