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There are numerous reasons why fixed income assets should be mainly indexed. The first reason is performance.  Performance measurement studies such as PIPER (P&I Performance Evaluation Report calculated by Morningstar) are strong evidence that there is little value-added in active management of fixed income.  Based on the March 31, 2009 PIPER study the difference between 1st quartile and median in their fixed income universe is quite small (@ 51 to 62 bps).  More importantly, the median or average fixed income manager loses to the benchmark index (Barclay’s Government Corporate) for the last five and 10 years.  Noteworthy is that these calculations are “before fees”.  After fees (estimated @ 25 bps), even 1st quartile or above average fixed income management would lose to the benchmark index.  As a result, if you can not consistently outperform your benchmark index and if your value-added difference is quite small … you should index that asset class or sector!

PIPER Study of U.S. Fixed Income Taxable Separate Accounts
(periods ending 03/31/09)
         






5 years       10 years
   First Quartile

4.32%
         5.86%

   Median


3.70%          5.35%

   Index  Benchmark             3.74%          5.64%

               Index  =  Barclay’s Government/Corporate Index
© 2009 Morningstar, Inc. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, complete, or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising from any use of this information. Past performance is no guarantee of future results.
There are also other advantages and reasons to indexing fixed income assets, such as:

2. Asset Allocation Models – Asset Allocation usually accounts for over 90% of a client’s total return and becomes the most critical asset decision. Such models use 100% index data to calculate their asset allocations suggesting that active bond management is not even part of the asset allocation decision.  In harmony with these models, bond index funds are the best representation of the intended risk/reward of this asset class.

3. Fees – The asset management fees to manage bond index funds are usually quite lower than active management fees (@ 50% less). Such annual savings can accumulate to significant cost reductions over time.

4. Tracking Error – By definition, an index fund should have the least tracking deviation thereby giving the client comfort that they will consistently receive the risk/reward of their benchmark index.

5. Transparency – Most bond index benchmarks publish daily returns unlike active managers who publish monthly or even quarterly returns usually with a few days of delinquency. Such transparency should provide clients with more information on the risk/reward behavior of their assets so there are no surprises at quarterly asset management review meetings.

6. Hire and Fire – It is usually a tedious and costly exercise for clients to hire and fire asset managers.  Such cost and time dilution can be reduced, if not erased, through indexing to the benchmark index. This should also facilitate and support asset allocation which can make more timely and easier shifts to their asset allocation.

The best example of a prudent and effective way to index bonds is a Liability Index Fund.  Since the true objective of most institutions is to fund some type of liability (i.e. pensions) a Liability Index Fund would be the best representation of such objectives. This would require a Custom Liability Index as the true objective and proper benchmark index. Indeed, that is how most liability objectives were managed traditionally with defeasance, dedication and immunization strategies as the proper asset methodology.  Since most liability objectives are dynamic, a Liability Index Fund is the better asset management fit rather than traditional asset liability matching strategies.  As interest rates came down in the last 20 years, there was a trend away from such matching portfolios toward active bond management.  This was a costly mistake for most clients. Based on the generic Ryan Liability Index, the Barclay’s Aggregate index has severely underperformed liabilities in the last 20 years by -3.74% annually!  Compared to the P&I study, this is a massive tracking error and underperformance cost :

Annualized Total Returns

(period 12/31/88 to 12/31/08)
________________________

Barclay’s Aggregate Index

7.43 %

Ryan Liability Index

          11.17

Difference


          - 3.74 %


Note:  Ryan Liability Index is a registered trademark of Ryan ALM, Inc. (patent pending)

An index fund is the least risky and least costly portfolio to achieve the client objective.  The real decision is what index best represents the client objective.

Given the wrong index …you will get the wrong risk/reward

Confucius
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