In order to measure fund manager performance, and to aid the
process of investment management, the finance industry has
developed a large number of investment benchmarks.

Equity indices: The main equity index providers comprise MSCI,
Dow Jones, Standard & Poor’s and FTSE International. The main UK
equity indices are constructed and provided by FTSE International.
The FTSE 100 comprises the 100 largest stocks quoted on the
London Stock Exchange (LSE); the FTSE 250 comprises the next
250 largest LSE companies; the FTSE 350 combines the FTSE 100
and the FTSE 250 while the FTSE Small Cap index consists of
stocks quoted on the LSE but not large enough to be included in
the FTSE 350. Finally, the FTSE All Share index comprises the FTSE
100, FTSE 250 and the FTSE Small Cap indices and accounts for the
vast majority of all stocks quoted on the LSE. In each case, index
constituents are weighted within the index

In addition, to being able to monitor broad equity market trends,
country, regional and global, equity indices are also available along
industrial classification lines. This makes it possible, for instance, for
investors to compare the performance of global IT stocks with the
performance of UK IT stocks..

Bond indices: Traditionally the main index provider for the UK
bond market has been FTSE International. Over the last ten years,
the increase in size and popularity of the Eurobond market has

led to a demand for high quality indices for this market. A new
organisation, IBOXX, is now the industry standard provider of
eurobond indices, and also produces a wide range of indices on
government bond markets. In addition, the large US investment
banks such as JP Morgan and Citigroup, provide global, aggregate,
regional, country and industryspecific bond indices. Bond indices
are also available according to maturity, credit rating and currency.

Other indices: As well as producing bond and equity indices,
index providers now produce indices for virtually every asset class,
including cash, currencies, commercial property, hedge funds,
private equity etc.

Peer group benchmarks: Despite the widespread availability of
indices covering almost every conceivable sector and aspect of the
world’s financial markets, some investors prefer to compare their
fund managers not against objective benchmarks constructed by
organisations like FTSE International, but instead versus the fund
manager’s peers - comparing, for example, the performance of
one manager of UK equities with other managers of UK equities.
Each manager is then assigned a performance ranking within their
particular sector of the financial markets.
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The performance of individual fund managers are collected and
then ranked by independent organisations like the WM Company,
who then publish these results, thus allowing investors to see the
rankings of their particular fund manager.

Benchmarks and performance measurement: By comparing
the performance of, for example, a UK equity fund manager with
the performance of an appropriate UK equity index, the fund
manager’s clients can gain an idea of how well the fund manager is
performing relative to the market in general. Thus benchmarks form
the basis of performance measurement.

However, the benchmark itself has to be appropriate if meaningful
conclusions are to be drawn. A good benchmark portfolio will
comprise a feasible set of assets which should be fully replicable,
should the fund manager wish to replicate this index. The benchmark
chosen should also reflect the risk and return aspirations of the client.

Benchmarks and portfolio management: An index fund
manager often holds all of the assets in the index in their index
proportions. Thus they simply replicate the index for their clients.

Active fund managers that manage to benchmarks will typically
make all investment decisions with reference to that benchmark.
They will be aware of the proportion of the benchmark that is
accounted for by each asset in the benchmark. An asset in the fund
manager’s portfolio that is held in greater proportion than that
which the asset represents in the index will be characterised as an
‘overweight’ position. Conversely, an asset in the fund manager’s
portfolio that is held in a lower proportion than the asset represents
in the index will be characterised as an ‘underweight’ position.
Positions in securities that are not in the benchmark index are
known as ‘off benchmark’ positions.

The main drawback for a fund manager from being benchmarked
against their peer-group, is that these benchmarks are based upon
surveys of fund manager returns which are then published with a
lag. For the fund manager this causes a problem, because during
the decision-making process they can only guess at the average
holdings of the peer group. Thus the manager will not know with
certainty whether the positions that are taken are underweight or
overweight positions until the peer group weights are known.

Unconstrained benchmarks: Given the many disadvantages

of benchmarking portfolios against traditional investment
benchmarks, many pension scheme trustees are directing fund
managers to run mandates on an unconstrained basis. In doing so,
fund managers can exercise their skill and judgement more flexibly.
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