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Eye on the Market (“EotM”) believes investors need 
to understand what an index is. Whether it be press 
reports about the rise of passive investing or the 
challenges active managers have had in outperforming, 
rarely does the definition of an index arise. The earliest 
indexes began in the late 19th century as a means of 
reporting stock price fluctuations. Since that time, new 
indexes have been created that are far more specialized, 
leading to various challenges EotM will address.

BACK TO BASICS

Many common indexes are market-capitalization 
weighted, meaning the largest companies by equity 
market cap represent the largest positions in the 
index. Fixed-income indexes, on the other hand, have 
higher allocations to those issuers with the most 
debt. As investors have sought out ways of tracking 
market performance, new methods for constructing 
and tracking indexes have surfaced. One such method 
involves weighting companies within an index based 
on volatility, earnings, or even geographic exposure. 

A question that all investors need to ask is whether 
the index is an appropriate barometer of a particular 
investment strategy. For example, if an active manager 
were investing 50% in U.S. large-capitalization equities 
and 50% in investment-grade bonds, then using an 
equity-only index would likely not be an accurate 
benchmark.

YARDSTICK OR CALIPERS?

EotM encourages investors to consider and review what 
index is being used, either as a means of evaluating 
performance or understanding how a portfolio is 
constructed. For example, it would be appropriate 
to compare mutual funds in Morningstar’s Large 
Blend category to the S&P 500. Per Morningstar, 
these funds are defined as “…portfolios that are fairly 
representative of the overall U.S. stock market in size, 
growth rates, and price.” The definition also notes that 
“these portfolios tend to invest across the spectrum 
of U.S. industries, and, owing to their broad exposure, 
the portfolios’ returns are often similar to the S&P 500 
Index.” 
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To further this point, both Chart 1 and Chart 2 show how 
Morningstar’s Large Blend mutual fund and exchange-
traded fund (“ETFs”) categories have performed 
relative to the S&P 500 Index. 

The vertical bars represent the total return generated 
by all of the funds in the category for a period of time. 
Being that many mutual funds are actively managed, the 
variation in performance between strong performers 
and weak managers relative to the index should not 
come as a surprise. Many investors may not be aware 
that a similar trend is apparent in Morningstar’s Large 
Blend ETF category. This is a result of many strategies 
allocating to distinct factors – such as valuation 
metrics or dividend yields – and not mimicking the S&P 
500 Index.

CLOSE, BUT NOT EXACT

Passive fixed-income portfolios attempt to replicate 
an index using a process called sampling. This is done 
because not all of the bonds represented in an index are 

available for purchase and/or have limited liquidity. This 
then leads asset management firms to take different 
approaches when creating a portfolio so investors 
can gain exposure to an asset class. For example, if an 
investor wants to use an ETF to gain exposure to U.S. 
high-yield bonds, they may choose two widely followed 
exchange traded funds. While both provide an investor 
with exposure to the asset class, Chart 3 shows that 
each ETF yields a different result. This is a result of the 
fact that both ETFs track different indexes.

As more and more investors consider using passive or 
smart beta approaches, it is paramount to understand 
what index is being used, either to benchmark 
performance or serve as a portfolio construction guide.

WINNING BY AN INCH OR A MILE?

A key premise of active management is that a manager 
can outperform an index over time. While there are 
many ways an active manager can be evaluated, EotM 
would argue that a primary consideration should be 
the manager’s performance relative to the risk that he 
or she has taken (also known as risk-adjusted return). 
If a manager can generate a total return commensurate 
with the portfolio’s index, while taking less risk, the 
investor would be better off.

Chart 3
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Comparison of Fixed Income ETFs to a Common Index
(July 2014 -July 2017)

High Yield ETF 1 High Yield ETF 2 BofAML US HY Master II Index

Source: Morningstar Direct and Raymond James. All data is as of July 21, 2017. 
The Bank of America Merrill Lynch (BofAML) U.S. HY Master II Index tracks 
the performance of below investment grade U.S. dollar-denominated corporate 
bonds publicly issued in the U.S. domestic market. An index cannot be directly 
invested in. Past performance does not guarantee future results.

“As more and more investors consider using passive or smart beta approaches, it is 
paramount to understand what index is being used, either to benchmark performance or 

serve as a portfolio construction guide.”
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Large Blend Mutual Funds vs. S&P 500 Index
(July 2014 - June 2017)
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Chart 2
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Large Blend ETFs vs. S&P 500 Index
(July 2014 - June 2017)

Bottom 25% 25 - 50% 50 - 75% Top 25% S&P 500 TR USD

Source: Morningstar Direct & Raymond James. The S&P 500 is an unmanaged 
index of 500 widely held stocks that is generally considered representative of the 
U.S. stock market. Past performance is no indication of future results. An index 
cannot be directly invested in.
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Investment products are not deposits, not FDIC/NCUA insured, not insured by any government agency, not bank guaranteed, subject to risk and may lose value

Investors should carefully consider the investment objectives, risks, charges and expenses of mutual funds 
and ETFs before investing. The prospectus contains this and other information about mutual funds and ETFs. 
The prospectus is available by contacting the fund family and should be read carefully before investing.
Diversification and strategic asset allocation do not ensure a profit or protect against a loss. The process of rebalancing 
may carry tax consequences.
The views expressed in this newsletter are subject to change, and no forecasts can be guaranteed. Information 
contained in this report was received from sources believed to be reliable, but accuracy is not guaranteed. Material is 
provided for informational purposes only and does not constitute recommendations, investment advice or an indication 
of trading intent. Investing always involves risk and you may incur a profit or loss. No investment strategy can guarantee 
success.
Past performance does not guarantee future results. There is no assurance these trends will continue.

SIDE NOTE

On July 20, 1969, the astronauts of the Apollo 11 mission landed on the Moon. This was the first time humankind 
set foot on a celestial body that was not the Earth. As the 48th anniversary of this event passes, it is worth thinking 
about the risks the members of this Apollo mission faced. While there was ample training and years of research 
conducted prior to this event, the astronauts were doing something that truly had never been done before, and for 
which they had no “benchmark.”


