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Benchmarking is a concept of which most of us are aware and generally understand; however, the reason this topic is worth exploring is because selecting an appropriate benchmark has a significant bearing on the perception of the success of an investment. By definition, a benchmark is a market index, utilized to measure an investment product’s performance according to similar characteristics. For investment performance to be accurately gauged, an objective benchmark must be applied as a measuring tool. 

The most recognized investment index benchmarks are the S&P 500, the Dow Jones Industrial Average, and the Nasdaq Composite. The Frank Russell Company also manages a set of widely recognized indexes, which many money managers utilize to gauge performance. Conventional wisdom implies that the standard equity benchmarks, offered by the likes of S&P and Russell, would be good substitutes for one another. Contrary to this belief, there are several reasons to suggest otherwise. 

Index Methodology Differences

For simplicity sake, the following discussion regarding the difference of index construction will be limited to Standard and Poor’s (S&P) and Russell. The discrepancies that exist between how these two companies construct their indexes reveal the importance of choosing the appropriate index against which to benchmark. 

A marked difference between each companies’ methodology pertains to stock selection, and it may be the most telling regarding the explanation of performance variation between indexes seeking to represent the same segment of the financial market. The composition of S&P indexes is committee driven. A committee of about nine people decides which companies should be added or dropped from their indexes. Primarily S&P looks for leading companies in leading industries. Comparatively, the Russell index construction process is completely formula driven. Russell has designed rules for company inclusion within their various indexes and those rules are adhered to consistently, suggesting a more quantitatively driven approach. Although the rules have changed over time, this method still provides greater transparency than the subjectively, or qualitatively, applied method of S&P’s selection committee.

S&P’s method of selecting leading companies in leading industries is essentially “cherry picking” companies for inclusion within their indexes. The committee is looking to select higher quality companies for inclusion, rather than provide a diverse cross-section within each market sector. A byproduct of this selection process is that the number of companies within the S&P indexes is fewer than in the Russell indexes, and as such, the Russell indexes are more broadly diversified. Accordingly, it can be argued that managers benchmarking to an S&P index are comparing their performance against an index that is not broadly representative of the particular market segment within which they manage. 

The Russell formula-driven selection process can lead to the inclusion of “unseasoned companies” (newer companies, perhaps those without positive earnings). Should a company meet the criteria specified within the Russell formula, the company is automatically included. S&P, however, is more discerning and has a bias toward adding more seasoned companies. Moreover, S&P can arbitrarily decide that a particular company no longer belongs in an index.

Another difference between S&P and Russell is the frequency with which the indexes are rebalanced. S&P rebalances its indexes continuously. Mergers and acquisitions are the primary drivers of rebalancing, since the S&P indexes contain a fixed number of companies. If a company is consolidated into another leaving an S&P index with one less company, then another must be found to replace it. Conversely, the Russell indexes are only rebalanced once a year on June 30th. Therefore, any consolidations via merger or acquisition, bankruptcies, or spin-offs are not immediately replaced or dropped as a result. 

Summary of Differences in Methodology

The differences in stock selection and rebalancing, among other factors, between S&P and Russell can pose a significant impact on performance disparities. The underlying difference is that S&P manages its indexes, whereas Russell uses formulas to create and modify its indexes. Rainier Group Investment Advisory (RGIA) believes Russell’s method of indexing provides a better account of the market segment the index was intended to represent. Russell’s methodology is more transparent, which is generally considered to be good, and its indexes are broader, more diversified and less conservative in nature. Lastly, the limited universe of selected companies within the S&P indexes, along with the continual reconstitution of the indexes, is a real moving target scenario for money managers. 

The Importance of Benchmarking when Evaluating Performance

It is RGIA’s opinion that the Russell indexes allow us to better evaluate our managers’ performance in relation to the segment of the market they represent.  In other words, we believe the Russell indexes give us the best opportunity possible to gauge whether a manager added value above and beyond what could be achieved by passively investing in an index. 

Another measure of performance that is important to RGIA is attribution —the assessment of the performance of our managers based on the “bets” each of them make, and whether the performance is attributable to “bets” made within the mandate for which the manger was hired. A bet is defined as either an overweight or underweight position relative to the benchmark portfolio (index), oftentimes with respect to economic sector weightings. For example, when evaluating a domestic large cap core manager, RGIA can see that the manager outperformed the Russell 1000 (benchmark index) in 2005 because the manager took an overweight position in the energy sector, which outperformed during the year, and an underweight position in the telecommunications sector, which underperformed during the year. Both of the bets mentioned above can be attributed as reasons why the manager outperformed, and we can see that the bets were made within the manager’s mandate. 

Additionally, RGIA will gauge whether a manager might have “juiced” returns by making bets outside of their mandate. For example, more than 100 mutual funds classified as U.S. stock funds now have more than 20% of their portfolio holdings invested in non-U.S. securities. This information comes from the mutual fund research firm Morningstar, whom RGIA uses for basic research on mutual funds. The reason so many U.S. stock funds have increased their non-U.S. holdings lies in the stellar returns international markets have enjoyed, as opposed to those available in the U.S. markets. This situation complicates asset allocation and portfolio planning for investors. Investors’ portfolios have potentially escalated their risk profile by unintentionally increasing their international exposure above their intended allocation. Moreover, investor portfolios are more exposed to currency risks via swings in the value of foreign currency against the American dollar. RGIA will consciously exclude using managers who “juice” their returns by investing outside their mandate.

With the proliferation of new and different benchmarks, of additional asset classes and hedging strategies, of merger and acquisition activities, not to mention the globalization of the financial markets, finding apples-to-apples comparisons for performance measurement has become increasingly more complicated. Our clients rely on RGIA to seek out those benchmarks that will provide the most objective picture of investment performance, while allowing us to appropriately allocate their portfolio across different asset classes, among managers who adhere to their stated investment objective.
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