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INVESTMENT RISK AND PERFORMANCE

Benchmarking the Benchmark Agnostic

Fund managers seeking to differentiate their performance are more often choosing 
to forgo comparison against traditional asset class benchmarks. Without a relevant 
benchmark, investors are unable to assess fund performance effectively, determine 
whether active management fees are being charged for beta exposures, and ascertain 
whether returns adequately compensate for the risks taken. Identifying factor expo-
sures and using a combination of benchmarks or custom indexes can aid investors in 
evaluating funds that are benchmark agnostic.

Indexes did not become synonymous with bench-
marking until after the introduction of the CAPM 
and modern portfolio theory (MPT) in the 1960s. 

Whereas investments were once made largely on a stand-
alone basis, MPT and the CAPM advanced the concepts 
of diversification and correlation in portfolio construc-
tion and established the market as the primary portfolio 
risk factor.

Benchmarks have since played a critical role in the 
investment industry, serving as a yardstick for performance 
measurement and the building blocks for asset allocation. 
Because benchmarks provide pure beta exposure, alpha 
can be isolated and identified. And for many asset man-
agers, they have become the starting point for portfolio 
construction.

But like so many things that have changed since the 
global financial crisis, there has been a shift in attitudes 
about benchmarks and a marked rise in benchmark-
agnostic strategies and products. “In a trend reflective of 
the critiques of benchmarking, some of the habits of mind 
grounded in the original pre-MPT paradigm are making 
a comeback,” Laurence Siegel observed in Benchmarks and 
Investment Management (2003). “The most prominent is 
the desire to earn an ‘“absolute”’ return, a return indepen-
dent of what the markets are doing” (p. 5). Siegel penned 
these words in 2003 after the 2002 market crash. But he 
could easily have written them today.

Hedge funds were among the earliest benchmark-
agnostic funds, but the number of benchmark-agnostic 
strategies has also grown dramatically in equities and 

bonds. Interest in benchmark-agnostic global equity prod-
ucts has increased as the preference in equity mandates 
has shifted from separate US and international mandates 
to global mandates. With such a diverse opportunity set 
to choose from, many managers construct portfolios that 
bear little resemblance to an index.

Bond managers are also looking for more tools in 
their toolbox. Unconstrained bond funds have attracted 
significant investor capital in recent years as investors fear 
principal losses from rising interest rates. With the expec-
tation that the three-decade bond bull market is nearing 
an end, managers are eager to shed the constraints of the 
widely followed Barclays Aggregate Bond Index in favor of 
go-anywhere strategies. Managers who go to great lengths 
to differentiate themselves from an index often do not 
want to be benchmarked against it.

THE TROUBLE WITH BENCHMARKS
Most criticism aimed at conventional benchmarking 
is directed toward traditional capitalization-weighted 
benchmarks. Cap-weighted equity benchmarks are often 
criticized for having a higher concentration of companies 
that have experienced price gains and may be overval-
ued and a lower concentration of companies that may be 
undervalued. During crises, large losses are concentrated 
in relatively few securities. Spurring the 2002 post-crisis 
interest in benchmark agnosticism was the fact that more 
than one-third of the $6 trillion equity value erased in 
the 2002 crash was concentrated in the market cap of the 
14 largest companies. Other index biases include highly 
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concentrated exposures to regions, countries, or sectors. 
A well-known example is the MSCI EAFE Index and its 
famously large overweight in Japan’s stock market, which 
soared to a peak in the late 1980s before plunging in value; 
the market has since struggled to regain even half of its 
peak value.

Market-cap-weighted bond benchmarks have a set 
of unique biases. Index composition is determined largely 
by issuance, which, in turn, determines the index’s dura-
tion. Passive investors benchmarked to the index assume 
unmanaged interest rate sensitivity. Moreover, the larg-
est issuers may represent heavily indebted issuers with 
increased credit risk, a phenomenon known as the “bums” 
problem. Several years ago, European bond index inves-
tors suffered substantial losses from heavy weightings in 
troubled sovereign debt.

In addition to a desire to avoid index biases, many 
managers seek more flexibility than conventional bench-
mark universes offer, and they say that being beholden 
to an index forces them to buy securities they would not 
otherwise invest in. Literature supports the performance 
benefits of benchmark indifference. A seminal 2009 study 
of active managers by Cremers and Petajisto found that 
managers with the best returns were those who looked 
the least like their benchmark index. Alpha has become 
more elusive because many sources of alpha are now easily 
replicated via factor investing, which is forcing managers 
to rethink their previous strategies.

Asset owners are also exploring alternatives to asset 
class benchmarks. “Goal-oriented outcomes are becom-
ing more relevant in the institutional world, especially in 
this period of low growth and low expected returns,” says 
Nathan Erickson, CFA, chief investment officer at Miller 
Russell Associates. “Clients are not as concerned about 
relative performance, such as returning 4.2% versus 3.7%, 
as they are about the fact that their spending goal is 5% a 
year and performance is falling short of that.”

GOING BENCHMARK AGNOSTIC
As opportunity sets have expanded and investment strat-
egies have become more complex, there is little reason 
to think that managers should use an index as the basis 
for portfolio construction. John Minahan, CFA, an inde-
pendent consultant previously with NEPC and a former 
lecturer at MIT, says that managers should use a selection 
universe that corresponds to where they can add value 
and not necessarily to an existing market benchmark. “I 

think fewer constraints are often better. Managers should 
be constrained by the limits of their capabilities but not 
constrained arbitrarily,” says Minahan.

Minahan points out that a benchmark is essentially 
a list of securities with weights; a benchmark is helpful 
when that list of securities corresponds closely to the list 
of securities the manager considers for inclusion in the 
portfolio. “Typical market benchmarks, such as the MSCI, 
Russell, and S&P indices, frequently bear little relation to 
the investment manager’s selection universe, which limits 
the usefulness of these benchmarks, but benchmarking is 
nonetheless very important.”

Giving managers the freedom to shed conventional 
index constraints and opportunistically implement their 
investment views should not preclude investors from the 
ability to meaningfully evaluate performance. Without a 
relevant benchmark, it is difficult to rank a manager within 
a peer group or to use benchmark-based, risk-adjusted 
performance metrics. Erickson says he sees many requests 
for benchmark-agnostic evaluation from funds. “When a 
fund manager says, ‘We’re benchmark agnostic,’ a client 
wonders, ‘Well, how do I evaluate you? I have to do some 
type of comparison, or I don’t know why I should choose 
you,’” says Erickson. “At the end of the day, there has to 
be some method of evaluation for benchmark-agnostic 
managers, even if it’s a peer group.”

Many benchmark-agnostic managers choose an abso-
lute or fixed return target as their benchmark. “Often a 
fund will want to use a CPI-plus benchmark, such as CPI 
+ 4%,” says Erickson. “If they are the only ones using that 
benchmark, I can’t really compare them with anyone else. 
It becomes hard to fairly evaluate them.” Sometimes a 
manager chooses a cash-substitute benchmark, such as US 
Treasury bills or LIBOR, which poses another problem: 
Risks taken by such funds are often far greater than what 
is assumed by their conservative return targets. There is 
also the problem of alpha. Alpha is a benchmark-relative 
concept; investors trying to evaluate managers without a 
beta benchmark cannot determine whether the manager 
is adding true risk-adjusted return or is benefiting from 
inexpensive beta exposure or simply luck.

BENCHMARKING SOLUTIONS
Funds constructed without regard to a traditional bench-
mark need not be evaluated without regard to one. Several 
benchmarking solutions exist, but investors first need to 
understand the process by which a fund earns its returns. 
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Many unconstrained funds rely on persistently exploiting 
certain factors or betas. Some hedge funds, for example, have 
significant equity market exposure, and there are bottom-
up stock pickers that tend to exploit value, momentum, 
or size factors. Many unconstrained fixed-income funds 
closely resemble high-yield funds without the high-yield 
benchmark. A number of factor-weighted indexes have 
been created to address cap-weighted index limitations, but 
perhaps in a testament to the endurance of cap-weighted 
indexes, factor indexes are also benchmarked against market 
indexes. Determining whether a fund is relying on factor 
exposures to earn its returns can help investors avoid over-
paying for active management.

Minahan believes that most benchmarks should be 
cap-weighted, although some situations warrant a combi-
nation of types of benchmarks. “To me, the core idea of a 
benchmark is that it’s an investable passive alternative, and 
I don’t see non-cap-weighted benchmarks as investable 
passive alternatives,” says Minahan. Considering alterna-
tively weighted and factor indexes, he points out, “They’re 
not investable in aggregate; they may be investable for an 
individual investor, but it wouldn’t be plausible if everyone 
tried to invest that way.”

For clients who have an absolute return target, Erick-
son sees value in showing market benchmarks in addition 
to absolute return benchmarks. “Even if clients have an 
absolute benchmark, showing them a market benchmark 
alongside that provides information on what the mar-
ket is delivering. This information helps the committee 
understand that low returns, for example, are because of 
an environmental change in the markets.”

Minahan also does not advocate using an absolute 
return benchmark in isolation. “But if a manager sizes 
up his market and sizes up his own skill set and comes to 
a view that he thinks he can add 3% over cash with x% 
volatility, then I think it’s a good idea to compare their 
performance with that statement,” he says. “But I would 
use it in conjunction with comparisons with other manag-
ers and an evaluation of the manager’s process.”

Custom benchmarks provide another solution. 
“Benchmarking almost needs to be customized,” says 
Minahan. An ideal benchmark is one that is reflective of 
the manager’s universe, and may not correspond exactly 
to a market benchmark. Despite their usefulness, custom 
benchmarks are not prevalent in the industry. “Custom 
benchmarks are seldom used and often not well con-
structed when they are,” notes Minahan.

CONCLUSION
Although many funds have evolved in complexity and 
sophistication, fundamental benchmarking principles 
still apply. A benchmark should be investable, relevant, 
transparent, and measurable. The solution to evaluating 
benchmark-agnostic funds is not to abandon the bench-
marks but to use more relevant benchmarks. “There are 
fund managers, and even some advisory firms, who would 
prefer not to be held tightly to a benchmark. But from a 
client’s perspective, how else can you evaluate them?” says 
Erickson. “We think it’s really important to justify our 
decision making, and if a fund manager is going to take 
that ability out of our hands, it becomes an unsuitable 
solution or something that we can’t consider.”

Despite their limitations, cap-weighted benchmarks 
are often the most appropriate benchmark choices. Mar-
ket indexes are the only benchmarks that are investable 
in aggregate, offer a low-cost and passive alternative, and 
are a means to determine whether an investor is paying 
active management fees for inexpensive beta. In addition, 
cap-weighted benchmarks provide information about the 
returns that are realistically available in the market.

Minahan says that benchmarking is most effective 
when it is approached with an understanding of the invest-
ment manager’s process and with insight into the markets 
in which the manager operates. “It is important to remem-
ber that benchmarking is just one tool for evaluating a 
manager,” he advises. “The task is to assess a manager’s 
prospect for earning superior returns in the future. Evalu-
ating historical performance is just one piece of this, and 
benchmarking is just one piece of evaluating a record.”
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