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INTRODUCTION
Passive management, which in this context is referred
to as index tracking,1 is seen as a straightforward and
mechanistic way of accessing a market exposure with
the main objective being to produce index-like returns
cost effectively. However whilst inherently they are not
complicated investments (especially compared to
many ‘active’ approaches), this note highlights that
there is still a large amount of expertise and resources
that go into managing these strategies, which goes
beyond headline fees and the simple tracking of an
index, and which warrant closer attention.
The focus here is on market-cap weighted equity index
strategies, but we note that many of the issues covered
are also relevant to those equity strategies tracking an
alternative weighted equity index as well as passive
fixed income strategies tracking an index.

MANAGER PERFORMANCE
Comparing the performance of managers and their
ability to track an index is not as straight-forward as
might be first assumed. The large number of passive
equity strategies available to investors makes it difficult
to draw robust comparisons on an absolute basis as
there can be differences in the benchmarks being
tracked (both in terms of index provider and tax
considerations for the fund vehicle) as well as the
differing base currencies of the strategies offered by
each manager. This makes it more meaningful to
compare manager performance ‘relative’ to its stated
benchmark.

It should be noted from the outset that we would
typically expect a fund/strategy to lag its benchmark
index return given the index is not affected by the same
running costs. However, looking at the flagship
strategies of a number of core providers on Mercer’s
manager database, we have noted the following
variations in relative performance (gross of fees) for the
three year period ending December 2014:
• Europe ex UK: -4bps to +20bps p.a.
• UK: -3bps to +13bps p.a.
• Emerging markets: 0bps to +40bps p.a.
• Japan: -2bps to +8bps p.a.
• US: -3bps to +7bps p.a.
The outperformance of various strategies, whilst
marginal, will have helped to offset some of the costs
and fees associated with passive management which
can be a drag on investors’ ‘total return’ (the actual
return received net of fees). It is therefore worth
reviewing further the sources of difference in excess
returns.

1 These terms are often intermingled but whilst index tracking funds are ‘passively’ managed, not all passive funds track a third-party
index. Some passively implemented strategies devise a separate set of rules for selecting stocks and then systematically choose
holdings that meet the criteria.
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VALUE-ENHANCING
OPPORTUNITIES
Many passive managers will typically seek to add
incremental value in a risk-controlled manner in order
to improve relative returns using the following
opportunities:

• Index constituent changes
Managers often try to take the opportunity around
the time of index changes and share issues to avoid
price spikes and add value at the margin through
flexibility in trading. Even if it is only a fraction of a
basis point in each instance, in aggregate this can be
meaningful over a number of years. Using the
example of Europe ex UK above, for those managers
providing tracking attribution for 2014, this added
between 1-4bps p.a.; whilst for emerging markets
this ranged from -2bps p.a. to +20bps p.a. This will
vary year by year depending on opportunities
available (e.g. corporate activity levels), but these
numbers illustrate the scope that exists to add value.

• Dividend enhancements / scrip dividends
Programmes can be used from time to time to take
advantage of differences in investors’ tax rates. Listed
derivatives, particularly stock futures, may be used to
capitalise upon the differential in net dividends
available to local and foreign investors in overseas
markets. Stock dividends2 are also used as an
opportunity to enhance returns as the index assumes
that the dividend is taken in cash, but if the manager
elects to take stock instead, a price rise can result in a
better return than the index.

• New issues
Sub-underwriting of new issues for a fee is another
activity that can generate additional income,
although there is always the risk that managers are
allocated stock if the issue disappoints. However for
index tracking managers that have to acquire
holdings in new issues, this may not be a problem as
they can offset their costs of purchase, although
there may be a mismatch before the new issue goes
into the index.

• Securities lending
Another potential source of extra return for funds,
although historically certain markets have been
more profitable than others for this. For example,
securities lending in Europe has historically proved
lucrative as a revenue generator. Tracking
attribution provided by certain core providers
showed that for 2014 this added between c.5ps to
12bps for their flagship Europe ex UK strategies.
This compares to the US, where revenue for 2014
was more muted (c.1-2bps on average).3
Whilst stock lending can be a source of added value,
these programmes have been in the press with
attention paid to the proportion of revenue split that
is credited to the funds and that which is retained to
pay for the administration of this service, which can
differ. Managers and incumbents should be asked to
justify the fee arrangements in place and to clarify
any potential conflicts of interest. Additionally,
although stock lending is relatively simple in
principle, consideration should be given to the
management of collateral and counterparty risk.
Mercer Sentinel, a specialist team within Mercer that
assesses the risks associated with investment
operations and execution can provide further advice
in this area – if required.

IMPLEMENTATION
The measure by which strategies deviate from the
benchmark index (often referred to as tracking error)4
can also be strongly affected by the approach
adopted for tracking the index. There are four main
approaches:

• Full replication
Holding the same percentage in every stock of the
index and rebalancing in line with this at the time of
index changes should lead to minimal tracking
error. Depending on the market, this can be quite
expensive as trading can be significant in order to
achieve exact matching. That said, for those indices
that are narrow, comprising a moderate number of
liquid stocks, this might be the most attractive
option.

2A dividend payment made in the form of additional shares, rather than a cash pay-out.
3European stock lending activity has in the past been driven by the European dividend-arbitrage trade which benefits the lender who
may avoid withholding taxes on annual dividends, and the borrower who may earn a cut. US tax law however prohibits this practice.
4 Usually expressed as the annualised standard deviation of relative returns.
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• Pragmatic replication
This is a term often used by managers where the
manager will try to hold all constituents in the index
but the stocks are not necessarily held in the identical
weights to the index. Examples are those less liquid
names in the index that are expensive to trade as well
as index rebalancing when the manager has some
discretion over timing to avoid price spikes. This is
often used as a good compromise between keeping
both cost and tracking error low.

• Optimization
Risk models are used (usually based on historic data)
to construct a portfolio that reproduces the
performance of an index whilst avoiding certain
stocks (e.g. those that are more illiquid). Arguably
with fewer stocks this means it can be relatively less
expensive to operate as less trading is required; but
as models use historical data this may not always be
fully representative of the changing market
environment, giving rise to higher tracking error.

• Sampling
Similar to optimization, portfolios aim to mirror the
broader index risk/return characteristics with the
manager dividing the index into sub groups (such as
industries) and choosing investments that give a
representation of that sub group. Given the nature of
this approach i.e. less holdings, this can reduce
transaction costs, but again this has to be weighed
with the potential for sampling error and therefore
potentially higher tracking error.
Ultimately, the approach taken should be driven by
investor priorities i.e. broad beta capture versus precise
index exposure; but as per above, practical
considerations around liquidity of the asset class, the
structure of the index and size of assets can influence
the most cost efficient route. We have observed that for
the pooled strategies offered by managers, the typical
tracking error limit for developed markets has been in
the region of 0.5% p.a. or less whilst for emerging
markets this has been 1.5% p.a. or less – although in
practice, fund performance has usually been well within
this – no-doubt assisted by the value-added
opportunities noted above.

COSTS
As mentioned earlier, there are also a number of
ongoing costs associated with passive management
which will invariably affect the ‘total return’ an
investor realises and warrant further consideration
too. These include:

• Management fees
Arguably the most readily available for comparing
managers on a like- for-like basis although the
actual fees paid may differ markedly from
published fee scales depending on factors such as
size of assets, future cash flows and whether there
is already an existing relationship – so it is always
worthwhile requesting a fee quote.
Notwithstanding this, looking at the core providers
on Mercer’s manager database as well as Mercer’s
Fee Survey for 2014, we have observed:
—— Global equity investment management fees
typically range from 10 to 30bps p.a.
—— For emerging markets this varies from 14 bps to
40bps p.a.
—— For the US this ranges from 5 bps to 20bps p.a.
This indicates that the standard fees paid by investors
can and do vary by manager.

• Transaction costs
Erode investor returns and it is here that the bigger
players in the market believe they have an
advantage with many spending considerable
resources in an effort to develop and improve
trading techniques to reduce both transactions
costs (brokerage) and the market impact of trading
(e.g. implementation shortfall).5 ‘Crossing’ is
another way many passive managers’ look to
reduce transactions costs by taking advantage of
fund flows to cross trades of incoming and
outgoing client assets at virtually no cost. For those
core managers on GIMD that provided unit-level
crossing data across the regions this varied in 2014
from 5% to 60%. These numbers vary year on year
and between regions and are no guarantee of
future savings. However, it illustrates the scope for
this.

5This is the total of execution costs and the opportunity cost incurred in case of adverse market movement between the time of the
trading decision and order execution.
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• Transition costs
Depend on a number of variables such as the nature
of the investor’s portfolio being transferred, whether
there is scope for an in-specie transfer6 or whether it
is likely to be predominantly in cash where there will
likely be costs of investment. Generally, managers
can provide estimates of take-on costs if provided
with details of the existing portfolio. Those with larger
funds might also be better able to absorb existing
portfolios at lower cost than if the portfolio has to be
reorganised into an index-like portfolio before taking
it into the fund.
Other operational issues may also introduce further
costs, especially if there is a need to ensure
compatibility with the client’s administration and
custodian arrangements – although this is likely to be
most significant for segregated mandates.7

FURTHER POINTS TO CONSIDER

Other issues
The appointment of a passive manager can be a longterm decision so it is also important to make sure that
the “softer” issues are right. These include the
manager’s flexibility in meeting client service
requirements, especially if non-standard, and the
quality of the individuals assigned to the account.
The organisational stability of the passive manager’s
business and the resources / systems committed to
this are also key factors to take into account. These
areas are all considered by Mercer when deciding
whether to assign the ‘Preferred Provider’8 rating to
a particular provider.

IN SUMMARY
Passive management is often viewed as a
‘commodity’. However, we believe that there is more
to this management approach than simply tracking
an index, which merits careful consideration.

Environmental, Social and Governance (‘ESG’)
In view of the growing market share for passive
investment strategies and the importance of
stewardship, we would encourage investors to assess
whether voting and engagement duties are being
undertaken on their behalf. Mercer’s Responsible
Investment team has worked on a framework for
assessing and scoring passive managers and has
developed a format that embeds stewardship practices
such as voting, engagement, and industry collaboration
on ESG issues.

Product development
In addition to the strategy being considered at a point
in time, it is also worth giving consideration to the other
products each manager offers that might be of use in
the future as well as product development. Recent
examples include passive managers launching a
number of alternative indexation strategies that seek to
capture certain risk premia but with the cost efficiency
of a passive approach. Mercer recently published a
paper on the approaches to capturing a range of return
drivers entitled ‘Building Equity Portfolios with
Style’ that reviews this in more detail.

6This involves the direct transfer of a basket of securities from one manager’s portfolio to another without disinvesting/reinvesting.
7Segregated mandates are portfolios managed for a single client, whilst pooled vehicles group investor assets together.
8See Guide to Mercer Ratings for further details on Mercer’s 4 factor framework for evaluating passive managers.
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IMPORTANT NOTICES
© 2015 Mercer LLC. All rights reserved.
This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to
whom it was provided by Mercer. Its content may not be modified, sold or otherwise provided, in whole or in part, to any
other person or entity, without Mercer’s prior written permission.
The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change
without notice. They are not intended to convey any guarantees as to the future performance of the investment products,
asset classes or capital markets discussed. Past performance does not guarantee future results. Mercer’s ratings do not
constitute individualized investment advice.
This does not contain investment advice relating to your particular circumstances. No investment decision should be made
based on this information without first obtaining appropriate professional advice and considering your circumstances.
Information contained herein has been obtained from a range of third party sources. While the information is believed to
be reliable, Mercer has not sought to verify it independently. As such, Mercer makes no representations or warranties as to
the accuracy of the information presented and takes no responsibility or liability (including for indirect, consequential or
incidental damages), for any error, omission or inaccuracy in the data supplied by any third party.
This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial
instruments or products or constitute a solicitation on behalf of any of the investment managers, their affiliates, products
or strategies that Mercer may evaluate or recommend.
Conflicts of Interest
For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/
conflictsofinterest.
Universe notes
Mercer’s universes are intended to provide collective samples of strategies that best allow for robust peer group
comparisons over a chosen timeframe. Mercer does not assert that the peer groups are wholly representative of and
applicable to all strategies available to investors.

Risk warnings
• The value of stocks and shares, including unit trusts, can go down as well as up and you may not get back the amount
you have invested.
• Investments denominated in a foreign currency will fluctuate with the value of the currency.
• Certain investments, such as illiquid, leveraged or high-yield instruments or funds and securities issued by small
capitalization and emerging market issuers, carry additional risks that should be considered before choosing an
investment manager or making an investment decision.
• For higher volatility investments, losses on realisation may be high because their value may fall suddenly and
substantially.
• Where investments are not domiciled and regulated locally, the nature and extent of investor protection will be different
to that available in respect of investments domiciled and regulated locally. In particular, the regulatory regimes in some
domiciles are considerably lighter than others, and offer substantially less investor protection. Where an investor is
considering whether to make a commitment in respect of an investment which is not domiciled and regulated locally, we
recommend that legal advice is sought prior to the commitment being made.
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