
FINANCIAL TIMES MONDAY NOVEMBER 19 2012 15

FTfm Index investing

Indexing has become a major
force in global financial mar-
kets in the years since John

Bogle, founder of the Vanguard
group, launched the world’s first
equity index mutual fund in 1976.

It seems barely conceivable now
but the fund nearly failed at birth,
raising just $11m at its initial pub-
lic offering instead of its $150m
target.

In the years since, passive
investment strategies based on
indices have spread to every asset
class amid growing recognition
that active managers too often
failed to deliver on their promises
to beat a benchmark.

The most visible evidence for
the growth of index-based invest-
ing comes from the rapid expan-
sion of the exchange traded funds
industry, which now commands
assets of $1.8tn. Trillions of dol-
lars more are held in index-based
portfolios by pension and sover-
eign wealth funds and other insti-
tutional investors.

“The world is shifting towards
indexing,” says Alain Dubois,
chairman of Lyxor Asset Manage-
ment, arguing that indices pro-
mote transparent and efficient
investing at minimal cost.

But even as the indexing indus-
try is enjoying strong asset
growth, it is also undergoing a
period of substantial change,
driven by growing competition
among index providers, tougher
scrutiny by regulators and the
increasing demands of users to
help them find solutions to their
investment needs.

The growing competitive pres-
sures in the indexing industry
were illustrated in October by
Vanguard’s decision to ditch
MSCI’s indices as the benchmarks
for its largest index funds in
favour of cheaper replacements
from FTSE and CRSP.

This sent shockwaves across the

indexing industry as a switch on
this scale, involving funds with
assets of $537bn, was unprece-
dented. More than $1bn was wiped
from MSCI’s market value amid
concerns that other fund manag-
ers might follow Vanguard’s lead
and demand reductions in index
licensing fees.

Some analysts have suggested
that a price war could now
develop among index providers,
particularly over market cap
weighted indices, and that other
fund managers will make greater
use of generic/non-branded bench-
marks to save costs.

A further threat to established
index providers is emerging with
large fund managers such as
BlackRock and State Street Global
Advisors asking US regulators for
approval to self-index so they can
save money by calculating bench-
marks for their funds in-house.

Ron Bundy, chief executive of
Russell Indexes, says that
although asset managers might be
able to make small savings in
licence fees from self-indexing, the
costs of building and running an
in-house indexing business can be
enormous. He also warns that
asset managers could suffer repu-
tational damage if they run into
problems with indices that have
been calculated in-house.

Mr Bundy says the indexing
industry has always been “hugely
competitive” but he sees no evi-

dence of a price war among pro-
viders. Instead the battle involves
client services, research and prod-
uct development, operations and
technology as index providers
strive to distinguish themselves
from their competitors and to pre-
vent their indices from becoming
commoditised or marginalised.

A further looming threat to the
business of established index pro-
viders is emerging from regula-

tors who are taking a closer look
at the indexing industry.

The European Commission is
currently consulting on possible
new rules for indices that serve as
benchmarks in financial contracts
following the Libor scandal.

This consultation encompasses
all financial indices and is
intended to ensure they are not
subject to conflicts of interest,
reflect the economic reality that

they are intended to measure and
are used appropriately.

In August, the European Securi-
ties and Markets Authority
(Esma), the regional regulator,
ruled that any fund wishing to
invest in a strategy index would
have to ensure full transparency
regarding the index’s methodol-
ogy and make-up.

Continued on Page 16

Rivalry and tougher rules fuel change
Overview
Chris Flood reports on
rising competition in
an industry enjoying
strong asset growth

Rick Redding (pictured) has been
appointed as the first executive
director of the Index Industry
Association (IIA), the trade body
set up this year by leading index
providers to promote best
practice standards.

Mr Redding spent most of his
career with the CME Group, the
exchange operator, where he held
the post of managing director,
products and services at CME.

He has a wealth of experience
in the indexing industry and
played an integral part in the
creation of S&P Dow Jones
Indices, the indexing joint venture
that was created last year by
CME and McGrawHill, the parent
company of S&P.

“I am looking forward to
working with the industry and the

relevant regulatory bodies to
promote practices that will benefit
investors,” says Mr Redding.

The IIA’s membership has now
expanded to six providers. Russell

Investments has just joined the
association, following in the
footsteps of Barclays and Nasdaq
OMX who became members in
June. The IIA was set up in March
2012 by FTSE, MSCI and S&P
Dow Jones Indices.

Ron Bundy, chief executive of
Russell Indexes, says Russell has
joined the IIA to help investors
develop a better understanding of
the role of indices and to
participate in establishing
standards across the industry.

Mark Makepeace, chief executive
of FTSE and chair of the IIA, says:
“Building an independent
association is key to maintaining
the health and high standards of
the index industry.”

Chris Flood

CME Group veteran to head Index Industry Association

Brussels is
consulting
on possible
new rules for
indices that
serve as
benchmarks
in financial
contracts
following the
Libor
scandal
Reuters
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Index investing

Index providers and stock
exchange operators are
forging new alliances as the
fortunes of these two sec-
tors become more inter-
twined and the influence of
index-linked instruments
and investment vehicles
grows.

Exchange traded funds
accounted for almost one-
fifth of US equity trading
last year, illustrating the
vital role that index-linked
investment vehicles now
play in the activities of
exchange operators.

But indices also provide
the basis for thousands of
derivative contracts, which
are increasingly being
traded on-exchange rather
than in private bilateral
over-the-counter deals.

So exchange operators
view indexing businesses as
strategic partners that can
bring a new growth
dynamic to their existing
operations – a trend that is
illustrated by three deals.

In October, Nasdaq OMX
group bought the Mergent
family of dividend indices.
This deal further ex-
panded Nasdaq’s indexing
business, which has grown
to include a family of US
equity indices, shares, com-

modity, green and fixed-in-
come indices.

Alan Price, sales director
at Indxis, the index service
provider which is part of
Mergent, says alliances
with index providers allow
exchange operators to offer
a fuller range of services
beyond trading and listings.

“Exchange operators’ rev-
enues from trading and
listings have been under
pressure, but deals with
index providers can bolster
their earnings by fostering
stronger relationships with
ETF providers, market
makers and traders,” says
Mr Price.

Last year, the London
Stock Exchange acquired
control of the FTSE Interna-
tional index business from
Pearson, the education and
information group that
owns the Financial Times.

David Lester, group direc-
tor of corporate strategy at
London Stock Exchange
Group, says exchange oper-
ators are looking for growth
and ways to diversify their
income streams.

FTSE’s business has
been enjoying double-digit
revenue growth since its
formation in 1995. Mr Lester
says that taking full control
of FTSE will help the LSE
to deepen its relationships
with asset managers such
as BlackRock, Vanguard
and Fidelity.

Buying FTSE is also a
key component of LSE
Group’s derivatives strat-
egy. “FTSE’s indexing busi-
ness with over 200,000 indi-
ces from over 80 countries

brings a wealth of intellec-
tual property to LSE Group.
This will allow us to
develop a range of products
for customers that can be
traded and hedged as deriv-
atives on our trading plat-
forms,” says Mr Lester.

That deal followed an
agreement in 2011 between
the exchange operator CME
Group and McGraw-Hill,
the owner of S&P Indices,
which united their index-
ing businesses in a joint

venture, and brought the
Dow Jones Industrial Aver-
age and the S&P 500 index
together in the same
company.

The deal is expected to
result in big costs savings
as the data processing,
index calculation and tech-
nology platforms of both
companies are unified.

As part of that deal, S&P
Dow Jones Indices will
receive a share of the reve-
nues that CME Group gen-
erates from activities on its
trading platforms.

S&P Dow Jones Indices
has also said it plans to
intensify its efforts to com-
mercialise its indexing busi-
ness, in part by exploring
partnership opportunities
with other exchanges.

Critics have questioned

whether or not end users
will see any benefits as a
result of this deal.

But Alex Matturri, chief
executive of S&P Dow Jones
Indices, says the combined
business will be able to
launch new products more
efficiently across a wider
set of asset classes as it will
have more resources for
research and development,
while customers will benefit
from having one source for
all their indexing needs.

Deals between index pro-
viders and exchange opera-
tors have also prompted
concerns that these inti-
mate relationships could
generate conflicts of inter-
est that might affect end-us-
ers negatively.

Mr Matturri says S&P
Dow Jones Indices is a firm

believer that any index that
underlies an exchange-
traded product should be
calculated free and clear of
that product, thus avoid-
ing any potential conflict
of interest between the
product issuer and index
provider.

“It is a simple matter of
appropriate and responsible
market governance.”

He emphasises that S&P
Dow Jones Indices is not in
the asset management busi-
ness and does not trade on
its own account so there is
no incentive to interfere
with the calculation of its
own indices.

Understanding the vested
interests of the party creat-
ing an index is essential for
regulators and investors,
says Mr Matturri. He argues
that conflicts of interest are
more likely to arise for
banks in the indexing busi-
ness when they supply
prices, calculate indices,
design and build invest-
ment products based on
their indices and then sell
those products to investors.

He says banks in the
indexing business will have
to rethink their business
models, separating the
index calculation function
so that their customers
know this has been calcu-
lated independently.

Mr Matturri says he
expects the indexing indus-
try to look very different in
the next five years with
today’s big players becom-
ing even larger and more
separation between smaller,
niche players.

Strategic alliances change face of industry
Cooperation
New links are being
forged between
index providers
and stock exchanges,
says Chris Flood

Alex Matturri (left) of S&P Dow Jones Indices and David Lester at LSE Group

‘Customers will
benefit from
having one source
for all their
indexing needs’

Continued from Page 15

Strategy indices are used by
growing numbers of Ucits
funds (investment funds
that have been established
in accordance with the
European Union’s Under-
takings for Collective
Investment in Transferable
Securities directive) to
track the performance of
hedge fund managers.

But Esma’s insistence on
full transparency concerns
established index providers
who are worried that such
requirements could under-
mine their businesses.

Alex Matturri, chief exec-
utive of S&P Dow Jones
Indices, says it is vital that
the intellectual property of
index providers is protected
and that transparency
requirements must be bal-
anced against the costs of
running a business.

Mr Matturri says he feels
“nervous” when indices are

described as public goods as
the modern indexing indus-
try would have been unable
to develop if its products
had been regarded as freely
available to all.

Investors, says Mr Mat-
turi, understand the impor-
tance of a branded index
that has integrity and the
value of an independent
index provider that demon-
strates transparency.

He also cautions that
over-regulation could stifle
innovation just as inves-
tors’ interest in using indi-
ces to construct more effi-
cient portfolios is growing
strongly.

Jonathan Horton, presi-
dent of FTSE North Amer-
ica, says investors are look-
ing for more innovative
solutions, particularly if
these are supported by
sound academic theory.

“Index investing is evolv-
ing and more sophisticated
benchmarks are being
developed across all asset

classes. Competition to
develop indices spurs inno-
vation and brings choice to
investors,” says Mr Horton.

Academic evidence has
shown that market cap
weighted indices are ineffi-
cient as they concentrate on
the largest constituents of
any asset class.

This one-dimensional
approach has fuelled inter-

est in finding other types of
benchmarks that can offer a
better balance between
risks and returns.

Non-cap weighted indices
are broadly described as
“smart” beta, a description
that some index providers
dislike as it can be as poten-
tially misleading as the
label “absolute return”
funds.

Roger Urwin, global head
of investment content at
Towers Watson, says smart
beta is reaching “a defining
moment” where it is becom-
ing accepted practice
among fund managers.

Instead of thinking about
how to diversify across mul-
tiple active managers, pen-
sion funds and other insti-
tutional investors are ask-
ing how they can diversify
across multiple beta expo-
sures.

This helps to save costs
as the expense for perform-
ing due diligence on active
managers tends to be
higher than for smart beta
indices.

Sovereign wealth funds,
says Mr Urwin, are among
the most interested in this
field as smart beta is more
suited to sophisticated
investors that already have
the necessary expertise in
governance to assess which
products best suit their
requirements.

Mr Urwin even argues
that indices that can be “a
force for good” in helping
the investment industry to
become more effective.

He says pension funds
can make “huge savings” if
they reallocate some of
their resources away from
hedge funds or long-only
active managers to smart
beta.

Mr Horton says index
designers have become
adept at capturing the driv-
ers of active management
returns in their passive
indices, even in asset
classes such as hedge funds
and private equity.

He predicts that inves-
tors’ appetite for indices
will continue to grow.

“Over time, we will see
institutional and retail
investors migrating so that
their portfolios contain a
number of different strat-
egy indices alongside their
core cap weighted alloca-
tions,” he says.

Competition and tougher scrutiny fuel change

Jonathan Horton: ‘Index
investing is evolving’

Roger Urwin: smart beta
reaching ‘defining moment’
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For most of the hedge fund
industry’s history, investors
were content simply to invest
and sit back, without paying too
much attention to how their
funds were generating money.

For the past two years, how-
ever, hedge funds have fared
poorly as an asset class: their
once-coveted trading strategies
have been outstripped by simple
passive investments in equities
and bonds.

And with more pressure than
ever on investors to accurately
gauge risks in their portfolios,
significant interest is being
taken in hedge fund returns, and
crucially, in the hedge fund indi-
ces they are typically bench-
marked against.

Indices’ credibility, as with
individual hedge funds, is a big
subject of discussion among
investors – a group now as likely
to include conservative risk-
averse pension funds as it is
wealthy individuals.

Even with a larger-than-ever
industry, overseeing assets of
more than $2tn, no single com-
prehensive hedge fund index
exists. There are six principal
hedge fund indices – Barclays,
Dow Jones/Credit Suisse, Edhec,
Eurekahedge, Hedge Fund Intel-
ligence and HFR – that are used
almost interchangeably as prox-
ies for hedge fund performance.

“Average” returns vary
between them, though all tend to
produce numbers within a simi-
lar range.

As recent research by Swiss
private bank Pictet shows,
reporting crossover between
funds – the number of which also
varies with different index pro-
viders, from 7,000 to more than
12,000 – varies greatly.

“Just 1 per cent of the hedge
fund industry reports to all data-
bases,” Pictet notes, “highlight-
ing the unrepresentative nature
of hedge fund databases.”

Research is still ongoing into

which, if any, of the main indices
provides the “clearest” picture of
the whole investable universe of
hedge funds.

All six indices suffer from
broad problems inherent in their
construction, foremost among
them, “self selection” and “survi-
vorship” bias.

In the first instance, aggregate
returns reported by indices can
be flattered by funds simply stop-
ping reporting to the indices if
they suffer from periods of poor
performance. Given that most
funds report voluntarily, and do
so to try to attract new invest-
ment from clients of the index
databases, the problem is very
real: there is little incentive to
continue reporting poor gains.

In the second instance, funds
that have more serious perform-
ance issues and collapse or shut

down altogether also drop out of
reporting to the index. Indices
often do not rebalance accord-
ingly. According to one 2003
study, survivorship bias can
account for as much as a 3.7 per
cent performance overstatement
in indices.

Such discrepancies are moot
for most investors looking to
invest in hedge fund indices,
however.

Indeed, “investable” indices,
which are supposed to mirror
returns of their benchmarks,
often diverge significantly.

Between 2005 and 2010, an
investment in the investable
Dow Jones Credit Suisse long/
short equity index, for example,
would have lost 9.3 per cent,
compared with a gain of 1.1 per
cent reported for the benchmark
non-investable index of the same
type.

Of the six principle index pro-
viders, along with Credit Suisse,
only HFR and Barclays offer
investable products, but it is an
area of growing interest, not
least because traditional ways of

gaining broad “passive” expo-
sure to hedge funds are falling in
popularity.

Funds of funds in particular
have come under huge pressure
as investors balk at the addi-
tional layer of fees they charge,
and more often than not, their
disappointing performance.
Funds of funds can no longer sell
themselves as diversifiers or pro-
viders of access, and instead
must work as careful selectors of
managers if they wish to attract
mandates.

All of which is not to say there
is not a growing place for “pas-
sive” hedge fund investments, be
they indices or otherwise.

“Replicator” products aim to
mirror, or even best, actual
hedge fund index returns and at
the same time remove some of
the risks surrounding investing
directly in hedge funds them-
selves, such as illiquidity, opac-
ity and fraud.

Such “clone” replication strate-
gies remain obscure and esoteric,
but their potential for investors
is significant. Mechanical trad-
ing using factor models and
derivatives can reproduce as
much as 85 per cent of the
returns stated for traditional
hedge fund indices.

Many banks are now willing to
provide bespoke, customised
hedge fund derivatives designed
to replicate or even exactly track
hypothetical investments in
named underlying hedge funds,
allowing investors a great deal of
flexibility in choosing the way in
which they allocate their money,
even when done in a passive,
tracking format.

There are even now a range of
hedge fund ETFs available,
allowing investors to take highly
liquid positions in listed securi-
ties linked to hedge fund invest-
ments or strategies.

For the most part, however,
such products remain on the
fringes of the $2tn hedge fund
industry. Particularly with the
experiences of 2008 in mind,
investors remain wary of com-
plexity.

Hedge funds themselves can
often seem intractable enough,
let alone highly complex, or
opaque derivative-based struc-
tures designed to mimic their
returns.

Investors grapple with
sector’s multiple choices
Hedge fund indices
Gaining a clear picture
of the industry’s whole
investable universe is
tricky, says Sam Jones

All six indices suffer
from broad problems,
foremost among them,
‘self selection’ and
‘survivorship’ bias

Closing
time: funds
that collapse
or shut down
altogether
drop out of
reporting to
the index
Bloomberg

In both bonds and equities, the
conventional wisdom about indi-
ces weighted by market capitalisa-
tion has been challenged recently.
The argument that only a cap-
weighted index truly represents
the market is countered by those
who point out the flaws in such
indices for investors.

A cap-weighted index automati-
cally overweights the most highly-
priced stocks, forcing investors
using indices to hold more of the
highest priced securities at the
expense of the more low-priced,
even though one might rationally
expect the high-priced ones to fall.

It is also the case that almost
any systematically chosen portfo-
lio will get closer to the efficient
frontier (ie have either lower risk
or higher return) than the cap-
weighted index.

Fixed income indices can be par-
ticularly tricky, as a market-
weighted index will by definition
be weighted towards countries or
companies with higher levels of
debt. The idea that one should
overweight one’s portfolio to
include large amounts of debt
issued by the most heavily
indebted issuer is intuitively unat-
tractive.

And so index providers and
fixed income investors are coming
up with new forms of investable
index, weighting them by metrics
such as GDP or natural resources
(in the case of countries) or free
cash flow or earnings per share
(in the case of companies).

Those decrying traditional bond
indices claim they allocate to the
biggest debtors without regard for
fundamentals, or risk such as the
likelihood of the issuer defaulting.
But their supporters point out
that all bond indices are filtered
by credit status – a country or
company that is perceived likely
to default will be downgraded to
junk status and excluded from
investment grade indices.

Recent failures of credit ratings
to keep up with events in the real
world have somewhat undermined
this argument; it was only after
Greece was well known to be a
basket case that it was removed
from mainstream European bond
indices. Nevertheless, the general
principle that fundamentals are
accounted for when compiling tra-
ditional bond indices is estab-
lished, despite its occasionally
poor implementation.

Likewise supporters of the sta-
tus quo point out that most of the
metrics used in alternatively
weighted indices are in the public
domain – it does not take long to
find out the GDP of most coun-
tries, or the earnings per share of

a company issuing bonds – and so
the information should already be
accounted for in the price. This
means that the alternative index-
ers are deciding to prioritise cer-
tain information over everything
else about the issuer that is
known to the market – this may
be reasonable as an investment
strategy, but it must be justified
by more than the simplistic argu-
ment that traditional indices are
incorrect.

This applies as much to equities
as to bonds but the problem that
cap-weighting overweights the
issuers with the most debt is spe-
cific to fixed income. However,
while this may lead to certain
anomalies in the index, it does not
necessarily mean the index is
weighted toward the riskiest
bonds.

Japan and the US are the larg-
est sovereign issuers but they are
not the most likely to default,
even among developed nations.

In corporate fixed income, the
relationship between indebtedness
and reliability is even more com-
plicated. It is unsafe to infer, for
example, that a heavily indebted
company is a risky one.

Much depends, in fact, on the
industry and business model in
question. Some industries have
traditionally relied on corporate
bonds for financing, where others
might look to float equity or use
bank loans. Recently, the unusual
interest rate environment has
meant that companies have seen
the opportunity to issue bonds at
a lower rate than their internal
rate of return, a chance to create
shareholder value.

There are other obstacles in the
path of fundamental bond index-
ing, such as the fact that they are
likely to have higher turnover and
therefore higher costs.

In addition, issuers that look
desirable to the new methodolo-
gies because they are very little
indebted have, by definition, rela-
tively little debt to buy. If too
many investors put their money
in these products, the price may
be pushed sky-high, removing
much of the investment advan-
tage of the product.

Nevertheless, fundamentally
weighted fixed income indices
look set to continue to grow,
albeit more slowly than their
equity counterparts, as investors
come to understand more and
more the shortcomings of tradi-
tional fixed income indexing,
which is itself fraught with chal-
lenges.

Fundamentalists
argue toss with
fans of status quo
Bond indices
Sophia Grene looks at
the pros and cons of the
alternatives to a market
capitalisation weighting

In corporate fixed
income, the relationship
between indebtedness
and reliability is even
more complicate

Index investing
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Everyone, it seems, is talk-
ing about smart beta and
because the term is rela-
tively recent it sounds like
the new kid on the block.

In fact, in many cases the
group of strategies and indi-
ces it is now being used to
describe have been around
for a number of years – long
enough to consider the wis-
dom and costs of different
approaches.

“We’ve been looking at it
for at least the last decade
or so. Over the past few
years we’ve been going to
our clients and saying that
we think it’s not only a
good idea, its investable,”
says Phil Tindall, senior
investment consultant at
Towers Watson, the consul-
tancy.

“Defining it is quite hard.
It’s kind of a new science.
We see smart beta as a con-
tinuum between beta [broad
market performance] and
alpha [outperformance such
as might be achieved by an
active manager],” he says.

A presentation on smart
beta by Towers Watson at
the beginning of November
shows its broad definition
includes investment in
long-term themes such as
emerging wealth or sustain-
ability, or diversifying asset
classes such as infrastruc-
ture or systematic risk pre-
mium capture which along
with value-weighted equity
indices also includes strate-
gies such as currency carry.

Towers Watson’s clients
globally have now assigned
more than £11bn ($17.5bn)
to its broadly defined smart
beta strategies with £1bn in
new money since the end of
March.

Although some in the
industry have dismissed
smart beta as “active man-
agement in drag”, for most
investors the quest for
smart beta will take them
to what most in the indus-
try would call an index.

These indices will, as Rolf
Agather, managing director
of research and innovation
at Russell Indexes says,
help them pursue a certain
goal. These goals might
include weighting compa-
nies by measures of size
other than market cap, or
providing exposure to cer-
tain types of stocks, such as
high dividend paying or low
volatility.

Some in the industry,
such as David Morris,
founder and chief executive

of GWA, who claims to
have launched the world’s
first non-price weighted
index in August 2005, would
value only a very narrow
definition.

As a former economist he
was convinced that a com-
pany’s real value derives
from its underlying wealth
creation, so he built an
investment approach based
on book value.

“I originally saw what I
did as an active strategy,”
he says. Due to his belief
that short-term securities
prices do not lead to long
term value, he thinks mini-
mum volatility strategies,
for example, should not be
included in smart beta
groupings because they still
use price-based variables in
their weighting schemes.

This splitting of hairs is
common in conversations
about what constitutes
smart beta, but stepping
back it is possible to see
some broad trends appear-
ing in the smart beta
universe.

MSCI, the index provider,
has four branded smart
beta indices that capture
four of the most common
approaches that are now
labelled smart beta.

It launched its equally
weighted approach in 2008,
the same year it also
launched its minimum vola-
tility indices.

Value-weighted followed
in 2010 and the most recent
addition to its smart beta
stable are the risk-weighted
indices launched in 2011.

But, with so many provid-
ers to choose from, there is
now increasing focus on
strategies’ relative costs.

Dimitris Melas, global
head of new product
research at MSCI, says
costs tend to be higher than
for market cap indices, but
he cautions that investors
should not only be looking
at the headline cost meas-
ure, they should also be
inquiring about turnover.

“For every 10 per cent
increase in turnover there
is a 5 basis point [0.05 per
cent] reduction in net
return, which might not
sound a lot, but it can add
up,” says Mr Melas.

Towers Watson also looks
at turnover very closely.

“By not using price, you
are going to incur higher
turnover and something
that is maybe double the
turnover of the index in a
liquid market we would

find OK,” Mr Tindall says,
adding that some of the
more complex strategies
might end up incurring far
higher turnover and there-
fore associated costs. Mar-
ket cap indices typically
have a turnover of 8-10 per
cent, Mr Tindall says.

Mr Melas says turnover
for the MSCI smart beta
indices varies between 20
per cent, for minimum vola-
tility and value-weighted, to
25 per cent for equally
weighted and risk-weighted.

MSCI cap-weighted indi-
ces average turnover of
about 5 per cent. The mod-
est turnovers achieved by
MSCI, however, are
achieved because it rebal-
ances both cap-weighted
and strategy indices only
every six months.

Potential investors in
smart beta strategies must
not only weigh the complex
formulas that determine
costs, risks and returns,
they also have a profusion
of new smart beta offerings
to consider whose only
worth has been determined
by back testing.

ETF provider Vanguard, a
rigid follower of market cap
strategies, issued a paper in
July this year that warned
many of the new strategy
indices created for ETFs
could disappoint as their
reported returns were based
on only hypothetical data.

“Every back test is good –
it’s another thing to run it
live,” says Mr Melas, add-
ing: “Personally, I tend to
be cynical about back test-
ing, including our own back
tests.”

Mr Tindall agrees. “You
certainly should be scepti-
cal of back tests. Have you
ever seen a bad back test?”.

But smart beta propo-
nents point out that even
though some indices have
underperformed after
launch, it may be too early

to draw conclusions. In
addition, different invest-
ment climates suit different
strategies. Mr Melas points
out that the last three years
have not been good for
value and fundamentally

weighted indices, although
minimum volatility indices
have done well.

For investors who have
decided to move away from
market cap, there is much
to consider.

Strategy with no simple def inition
Smart beta
Critics call it ‘active
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Once a year, investors and
analysts in the United Arab
Emirates engage in what
has almost become a ritual
for the local financial com-
munity – guessing whether
the oil-soaked Gulf country
will finally be included by
MSCI in its influential
emerging markets index.

Local and international
investment banks and bro-
kerages spew out research
reports predicting with var-
ying degrees of confidence
that the country will – or
will not – be promoted from
the index provider’s “fron-
tier markets” gauge, and
try to estimate the potential
benefits.

The fillip of an inclusion
can be significant. MSCI
estimates that based on
data from Lipper, Bloomb-
erg and eVestment data,
institutional and retail
funds with assets of al-
most $1.2tn reference the
MSCI Emerging Markets
index (some funds do not
necessarily divulge their
benchmark).

EFG-Hermes, a regional
investment bank, has in the
past estimated that under a
“best-case scenario” as
much as $1.5bn could enter
the UAE, and $3.9bn could
flow into Qatar – another
country that has been on
review for an upgrade by
MSCI.

“Clearly a lot of people
follow our indices, and
changes made in the compo-
sition are important for
countries and companies,”
notes Baer Pettit, managing
director and head of the
MSCI Index business.

Yet MSCI’s leading fran-
chise in emerging market
equities recently received a
broadside from Vanguard,
the US mutual fund behe-
moth. In October the asset
manager changed the refer-
ence index of its $67bn Van-
guard Emerging Markets
Stock Index Fund and its
exchange traded fund from
MSCI to FTSE’s equivalent.

Although Vanguard
moved nearly half its pas-
sive assets away from
MSCI, the shift from the
MSCI Emerging Markets
gauge stood out, given the
index provider’s dominance
of the asset class.

Cost appears to have been
an important driver of Van-
guard’s decision, but not all
its investors appear to have
agreed with it. The Van-
guard MSCI Emerging Mar-
kets ETF attracted only
$1m in net inflows in Octo-

ber, compared with average
monthly inflows of $1.3bn
this year, according to the
ETF Industry Association.

In reality, the difference
between the various indices
has become relatively small
over the years. FTSE’s
developing market gauge
references just over 790
companies in 22 countries,
while MSCI’s index has 818
constituents from 21 coun-
tries, for example, and there
is plenty of overlap.

The similarities are
reflected in the perform-
ance. The MSCI Emerging
Markets index has outper-
formed the FTSE Emerging
gauge by 0.4 per cent over

the past year. Since the
start of 2000, the FTSE
index has gained only 5.9
per cent more than its MSCI
counterpart.

“You see quite different
opinions among investors
on preferences between
MSCI, S&P, FTSE and Rus-
sell for example, but over
the past 10-15 years the
broad cap weighted equity
indices have become more

homogenous,” says Scott
Ebner, global head of ETF
product development at
State Street Global Advi-
sors, which for the most
part uses MSCI’s indices for
its emerging market funds.

Nonetheless, there are
some differences that stand
out. The UAE was promoted
to FTSE’s emerging index
in 2010, but continues to
languish as a frontier mar-
ket with MSCI, due to set-
tlement issues and caps on
foreign ownership.

South Korea has also
been promoted to FTSE’s
developed market indices,
but MSCI has kept it classi-
fied as an emerging market.

Indeed, the Asian country
has the second-biggest
weighting in the MSCI EM
gauge, falling behind China
but ahead of Brazil, Taiwan
and South Africa. Samsung
is the single biggest com-
pany in the index, with a
3.7 per cent weighting.

When Vanguard switched
from MSCI to FTSE, this
meant that its EM ETF had
to increase its allocation to
Brazil and China, and dump
its South Korean holdings,
highlighting the benefits of
inclusion in various indices.

While differences of opin-
ion on a country’s classifi-
cation are common, corpo-
rate classifications that can
prove more problematic –
and increasingly so as com-
panies seek listings outside
their domestic markets.

For example, Prada, the
Italian luxury goods com-
pany, and US luggage
maker Samsonite last year
floated in Hong Kong.
Although emerging markets
are a vital driver of their
business, they remain head-
quartered in Italy and the
US, and much of their reve-
nue is still in developed
countries.

Similarly, Singapore Tele-
com is listed and based
in the south-east Asian
city-state, but relies on
its Australian subsidiary
Optus for about two thirds

of its revenue.
“We have clear and trans-

parent rules on countries,
and equally on company
nationalities. Some compa-
nies can be harder to put in
a particular basket because
we take a large number of
factors into consideration,”
says Jamie Perrett, director
of index research at FTSE.

“It can be complicated
and will probably become
more so in time, as more
companies globalise and,
for example, list outside
their home markets,” he
adds.

Differences narrow as
MSCI defends its patch
Emerging markets
Investors can pick
other indices but
being in the ‘club’
can bring benefits,
writes Robin
Wigglesworth

Bag lady: Prada is big in emerging markets and floated in
Hong Kong last year, but its HQ is still in Italy Reuters

‘Over the past
1015 years the
broad cap weighted
equity indices have
become more
homogenous’

A previously little-known
index provider has been
thrust into the spotlight
after Vanguard, the world’s
fourth largest fund man-
ager, said last month that it
was adopting CRSP indices
as the benchmarks for some
of its largest index funds.

Although CRSP indices
are less known among fund
managers than the bench-
marks provided by estab-
lished commercial index
providers, the Center for
Research in Security Prices
(CRSP) has an established
record in the indexing busi-
ness since its foundation as
a research centre at the
University of Chicago Booth
School of Business in 1960.

David Barclay, chief oper-

ating officer at CRSP, says
Vanguard’s decision to
adopt CRSP indices came as
“a very pleasant surprise”.

Bill McNabb, Vanguard
chief executive, said at the
time of the announcement
that investors would save
millions of dollars in index
licensing fees over the long
run through Vanguard’s
switching from MSCI indi-
ces to benchmarks from
CRSP and FTSE.

Mr McNabb added that
the new benchmarks would
enhance index tracking pre-
cision for Vanguard’s funds,
and better reflect underly-
ing market components.

CRSP has received fur-
ther expressions of interest
in its indices from other
fund managers since the
Vanguard switch.

Mr Barclay says CRSP is
not aiming to become a
rival to established index
providers such as MSCI or
S&P Dow Jones Indices.
Rather, he hopes to have
just a small number of cli-

ents for CRSP’s investable
indexes. Mr Barclay’s
immediate priority is to pro-
vide CRSP research index
to its 435 academic sub-
scribers in 31 countries.

CRSP started work on the
investable index family in
2007, and in 2009 Vanguard
provided “a little” develop-
ment funding.

Vanguard will pay licence
fees to use the CRSP indices
but Mr Barclay emphasises
that the fund manager has
not provided any additional
funding.

Vanguard is also encour-
aging co-operation between
its portfolio managers and
back-office staff with
CRSP’s researchers, says
Mr Barclay, as they worked
together to develop indices
that were both efficient and
fully investable rather than
academic benchmarks that
a passive fund manager
would have difficulty in
matching in the real world.

One of CRSP’s main
indexing innovations has

been the development of
“packeting” – a method to
reduce portfolio turnover.

When considering
whether a company should
be classified as a large or
mid or small stock, CRSP
uses market capitalisation
bands rather than break
points, the lines drawn by
by all index providers to
determine those categories.

If a company has moved
significantly through a
breakpoint, a “packet” of
50 per cent of its total hold-
ings is moved between the
two indices.

As a result, a company
could appear in both a
small and mid cap index if

its market capitalisation
sits in the band on either
side of the breakpoint
between these two indices.

“Fund managers want
efficiency, so they want to
reduce extraneous turnover
in their portfolios while
also maintaining a low
tracking error to the under-
lying index. Packeting helps
that,” says Mr Barclay.

He says fund managers
are hunting for any way to
reduce costs in the current
environment, in which
asset returns and interest
rates are expected to
remain low by historic
standards.

And just as ETF investors
have to “look under the
hood” to understand the
assets they are investing in,
so index users should want
assurance that they are
using a high quality, effi-
cient benchmark.

As well as calculating cap
weighted indices, CRSP
offers a historic stock data-
base with daily data

stretching back to 1925, a
survivor-bias-free US
mutual fund database, a US
Treasuries database and
custom data services.

It has also developed a
merged database in partner-
ship with Capital IQ Com-
pustat, another provider of
financial information, that
allows subscribers to access
both CRSP’s stock data and
Compustat’s fundamental
company data to help them
analyse relationships utilis-
ing these two datasets.

Another collaborative
project is the CRSP/Ziman
real estate data series that
CRSP has developed in part-
nership with the Richard
Ziman Center for Real
Estate at the UCLA Ander-
son School of Management.

Mr Barclay says this is a
unique resource that allows
researchers to analyse the
US property market by com-
bining stock prices and
returns with historic data
from real estate investment
trusts.

Vanguard adopts small provider’s benchmark
CRSP indices
Switch attracts
interest from other
fund managers,
writes Chris Flood

One of the main
innovations has
been packeting – a
method to reduce
portfolio turnover

Index investing
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