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•  Whether it’s the route we take to work, the restaurant we eat at or the car we 

want to buy, our decision making evolves into our plan or strategy of 
accomplishing the task. 

 
•  In many ways, our very lives are staked on the ability of others to plan 

accordingly.  
•  Houses have to be sturdy and safe 
•  Cars have to be reliable and able to withstand some level of damage 
•  Airplanes have to stay airborne and reliably fly long distances. 

 



EVALUATION SHARPENS STRATEGY 

When we evaluate our outcomes, our ability to create efficiencies and reduce errors is 
increased. 
 

•  You know the best route to get to work through experience and evaluating the 
alternatives (avoiding traffic, stop lights, slower speeds). 

•  Evaluating website data for airlines can get you the airline that gives you the 
quickest routes, least delays and best fare combination that works for you. 

•  Owning different vehicles and researching user reviews can lead you to a car 
manufacturer you might prefer for quality, price and long term cost savings 
objectives. 



“Performance	evalua/on	cannot	be	conducted	in	a	
vacuum.	By	its	nature,	performance	evalua/on	is	a	
rela%ve	concept.	Absolute	performance	numbers	

mean	li;le…If	we	are	to	conduct	meaningful	
performance	evalua/on,	then	we	must	develop	an	

appropriate	benchmark	against	which	an	account’s	
performance	can	be	compared.”	
	
CFA	Ins(tute:	Investment	Perspec(ves	–	Investment	Performance	
Measurement		
 



WHAT IS A BENCHMARK? 

The Merriam-Webster Dictionary defines a benchmark as a “standard or point of 
reference in measuring or judging quality, value, etc.” 
 

•  Public agencies can benchmark data points that help compare their entity to 
respective agencies or objective goals 

Sample	Benchmarks	
Labor	Par(cipa(on	
Average	Wages	
Wealth	Distribu(on	
Property	Prices	
Industry	Investment	
University	Breadth	
Trade	Diversity	
Life	Expectancy	
Hospital	Access	
Meal	Affordability	
Food	Diversity	
Public	Park	Access	
Air	Cleanliness	
Climate	&	Weather	
Water	Purity	
…	



WHAT IS A BENCHMARK? 

“Applying this general definition to investment management, a benchmark is a collection 
of securities or risk factors and associated weights that represents the persistent and 
prominent investment characteristics of an asset category or manager’s investment 
process.” 
-CFA	Ins(tute:	Investment	Perspec(ves	–	Investment	Performance	Measurement		
 
At the Manager level, we can think of a benchmark as a passive representation of the 
manager’s investment style (i.e investment strategy). 
 



WHY SHOULD WE BENCHMARK 

•  Risk and return are related. Risk means more things can happen then will happen. Much of the risk we take is not directly 
observable or measureable through statistical or mathematical means: 

 
Underperforming Expectations 

•  Falling short of budgetary estimates of income 
1.  Minimal haircut or aggressive projections of income estimates during budgeting process. 
2.  Ineffective asset allocation to meet income goals. 
3.  Failure to deploy and stay invested appropriately. 
 

Career Risks 
•  Selling at a loss to meet operational liquidity needs 

1.  Selling at a loss in the portfolio may cause accusations of liquidity mismanagement and violating the SLI 
mandate (Safety, Liquidity and Income). 

2.  Mark-to-Market (GASB 31) can create impressions of undue risk taking and recognized losses becoming 
realized headaches. Effective communication is necessary to keep constituents informed and understanding of 
why losses are an important and necessary part of the investing process (remember…bonds mature!). 



WHY SHOULD WE BENCHMARK 

Career Risks (continued) 
•  Constituents access to information / confidence in your abilities. 

1.  If you are afraid of your own abilities, chances are those around you see it too. 
2.  Confidence is much easier to ascertain when the information flow is symmetric. 

•  Have a plan, run consistent reports, understand your market, ask questions, leverage your resources! 
3.  Arrogance and ignorance are the deadliest combination in investing. 
 

Idiosyncratic / Event Risk 
•  Specific events can affect individual credits and sectors with little or no ability to measure impact beforehand. 
•  Example: EMC / DELL Acquisition 

•  Solid fundamentals, A1/A Credit and IG 6 Banding. 
•  Dell (BB Credit) announces acquisition attempt. 
•  EMC volatility spikes, trades through BB credit in anticipation (4+% Yield). 
•  Negative watch initiated, Dell on upgrade watch. 
•  Fundamentals unchanged. 
•  Diversification only tool to mitigate this risk. 
 



WHY SHOULD WE BENCHMARK 

Systematic Risks 
•  This risk inherent to the entire market. It is your non-diversifiable, market risk (volatility). 

•  Interest rate changes, economic pressures, recessions and expansions, geo-political situations, 
globalization, integrated markets, etc.. 

•  Volatility measurements are possible, but are historical in nature. 

Credit:	Paresh	Nath,	UAE	



Public fund portfolio managers have three primary objectives (GFOA sample policy) 
 Safety: Safety of principal, the foremost objective 
 Liquidity: Provide adequate liquidity to meet anticipated operating requirements 
 Return(Income): Attain a market rate of return through budgetary and economic cycles  

Safety and Liquidity can be obtained quite easily through a strategy of short investing of cash or 
simply doing nothing. However, obtaining a market rate of return can not  be obtained without 
proactive engagement by the portfolio manager and investing prudently of excess funds.  

“Investments shall be made with judgment and care, under circumstances then prevailing, which 
persons of prudence, discretion and intelligence exercise in the management of their own affairs, 
not for speculation, but for investment, considering the probable safety of their capital as well as 
the probable income to be derived.” 

Prudent Person Standard applies to all public fund managers!  

WHY SHOULD WE BENCHMARK 



It’s easy to attain superior results when expectations are low (no benchmark, t-bill or 
cash benchmarks, etc…) 

“Being super safe, however, carries no formal penalty. The result is that many 
managers avoid political risk by accepting too low a return.” 
-Finkelstein, Ben; Landerman, Felicia. The Politics of Public Fund Investing 

WHY SHOULD WE BENCHMARK 



“A	predetermined	policy	porAolio	designed	to	be	the	con(nuing	ideal	
and	standard	for	an	investor’s	combina(on	of	objec(ves,	risk	tolerance,	
and	available	asset	classes,	while	hardly	sacred,	is	the	beacon	one	
should	generally	steer	toward.”	
		
Ins/tute,	CFA.	CFA	Ins(tute	Level:	Execu(on,	Evalua(on	and	AMribu(on,	and	Global	Investment	
Performance	Standards.	 

WHY SHOULD WE BENCHMARK 



1)  Unambiguous: Identities and weights of securities or exposures constituting the benchmark 
are clearly defined. 

 
2)  Investable: It is possible to forgo active management and simply hold the benchmark. 
 
3)  Measurable: The benchmark’s return is readily calculable on a reasonably frequent basis. 
 
4)  Appropriate: Benchmark is consistent with manager’s investment style or expertise. 
 
5)  Reflective of current investment opinions: Manager has current knowledge of the securities 

or exposures in the benchmark. 
 
6)  Specified in advance: Benchmark is specified prior to the start of the evaluation period. 
 
7)  Owned: The manager is aware and accepts accountability for the constituents and 

performance of the benchmark. 

PROPERTIES OF BENCHMARKS? 



A benchmark forms the basis of a covenant between the manager and the fund…it reflects the 
investment style that the manager expects to pursue and it becomes the basis for evaluating the 
success of the manager’s investment management efforts. 
 
Absolute Return (e.g. 2%): Examples include an actuarial rate-of-return assumption or a 
minimum return target that the fund strives to exceed. 

 Cons: Violates investable, appropriate and reflective of manager opinions criteria.  
 
Manager Universe (e.g. City of Neighbor return): The median manager or fund from a broad 
universe of managers or funds as a performance evaluation benchmark. 

 Cons: Violates all criteria except being measurable. 
 
Risk-Free or Cash Hurdle: The manager uses a Treasury Bill or LGIP rate to measure the 
portfolio performance. 

 Cons: Violates the appropriateness and reflective of investment opinion criteria. 
 

TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



Broad Market Index (e.g. Barclay’s Aggregate ): Market indexes are well recognized, easy to 
understand, and widely available, and satisfy several properties of valid benchmarks.  
 
They are unambiguous, generally investable, and measurable, and they may be specified in 
advance.  
 
However, the manager’s style may deviate considerably from the style reflected in a market 
index. For example, assigning the Barclay’s Aggregate Index to benchmark the performance of a 
portfolio that invests 3 years and in and only in Treasury and Agencies.  
 
Broad market indices can also suffer from other problems that investors should consider when 
selecting an index. 
 

TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



Broad Market Index (e.g. Barclay’s Aggregate ): 
 
1)  Bums Problem 
2)  Duration Problem (“Historical Accident”) 
3)  Frequent index turnover/changes 
4)  Index Rules and Provisions (250MM, Float/Sink Exclusions, etc..) 
5)  Lack of secondary access to securities 
 
*The “Bums” and “Duration” problem cause the indices to be weighted down by larger 
borrowers and have an average duration that is dictated by the issuers needs, not the investors. 
 
Broad market indices usually violate the appropriateness and reflective of investment opinions 
criteria. 

TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



Style Index (e.g. Merrill/ICE 1-3Yr Agency Bullet ): Style indexes are partitioned broad market 
indexes that represent specific portions of an asset category. Style indexes can be separated 
along asset allocation, structure type and maturity ranges. 
 
Style indexes in isolation would suffer from similar validity problems as broad market indexes as 
it is unlikely a single constrained index is representative of an entire portfolio’s risk and return 
characteristics. 
 
However, when combined in concert with multiple style indexes that represent the asset 
allocation, structure and maturity limitations of the portfolio, I find the appropriateness and 
reflective of investment opinions criteria to be more in line (the two criteria we are traditionally 
missing when using indexes as benchmarks). 
 
 

TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



Style Index (e.g. Merrill/ICE 1-3Yr Agency Bullet ):  
Why I prefer them: 
1)  Duration and Bums problem mitigated to a large degree through sector specificity and 

maturity/duration limitations 
 

TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



Style Index (e.g. Merrill/ICE 1-3Yr Agency Bullet ):  
Why I prefer them: 
2)   Turnover and changes in the Index are sector and maturity specific (limiting the magnitude 

of the change) 

3)  Though size requirements remain, other aspects like callable vs. non-callable can be 
controlled. 

4)  Lack of access to specific benchmark securities may still prevail, but other securities that fit 
the sector, credit, maturity AND investor requirements needs can usually be found. 

5)  Using constrained indices that parallel the investment policy also ensures diversification 
exists and helps enforce policy requirements on credit, maturity or other constraints. 

TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



TRADITIONAL BENCHMARKS IN PUBLIC FUND SPACE 



Public Funds vs Wall Street: 

Understanding the differences between public entities and their Wall Street 
counterparts will help clarify the path to appropriate strategy development. 

Main Street Wall Street 



Total Return is the actual rate of return of an investment over a given evaluation period. Total Return 
includes interest, capital gains and losses and distributions realized over a given period of time. 
 
•  Total Return can be useful when evaluating actual rates of return at different reinvestment rates and 

redemption periods prospectively (forward-looking, growth oriented) 
•  Total Return can also be useful when analyzing historical volatility of returns and as a component of 

Risk/Reward output. 

•  Total Return is not necessarily reflective of good stewardship. By definition, Total Return can be 
negative and may not reflect the objectives of income oriented investors (remember bonds mature!) 

•  Public Funds do not budget gains and losses, thus measuring performance with equal weighting 
on capital changes does not make sense. Total Return implies investors are equally happy with a 
dollar gained in principal as they are a dollar earned through income (coupon payment). 

•  Total return is not required under GASB and can be logistically and quantitatively difficult to measure 
accurately. 

RETURN DIFFERENCES 



Book Yield  is the internal rate of return (IRR) earned by an investor who buys the bond and assumes 
that the bond will be held until some horizon (YTM,YTC,YTW), and that all coupon and principal 
payments will be made on schedule. 
 
•  Return preferences are vastly different between public entities and private funds as, in general, 

public entities are focused on income creation and providing dollars that can help mitigate budgetary 
pressures, not on growth. 

•  *Book yield mimics the true earnings of the investor and contrary to popular belief, does not require 
reinvestment of the coupons. In other words, if the bond is held to the selected horizon, the true 
economic experience of the investor will be reflected. This has long held investors to question the 
validity of yield as an accurate metric for performance over Total Return 

RETURN DIFFERENCES 

*See	“Yield	to	Maturity	is	always	Received	as	Promised”	–Dr.	Bill	Yang	and	Dr.	Richard	Cebula,	Journal	of	Economics	and	Finance,	Summer	2008		



Public funds must also keep safety, liquidity and income as the primary drivers of their portfolio 
strategy, but private funds can concentrate on total return through any means available. 
 

•  Public entities must contend with potential volatile cash flows, lack of transparency and 
cyclical inflows that can make liquidity management difficult. 

•  Credit events and selling a bond before maturity to meet obligations can create situations 
where principal loss is possible. 

•  Income potential is limited by policy constraints on maturities, quality, asset types and 
interest rate risk exposure. 

 
 
 

STRATEGY DIFFERENCES 



Because public entities differ in many ways, we must approach strategy development in a unique 
manner. 

•  Traditional return based strategy development does not encompass the objectives of the 
public fund portfolio manager 

 
•  Public fund portfolio managers should look to develop a strategy that ensures safety of 

principal, provides adequate liquidity, and earns an optimal return (not maximum). 
 
•  We replace the general term of “benchmark” that measures performance on a 

quantitative basis and introduce a “Fiduciary Benchmark” that measures performance on 
both a quantitative (e.g. meets return and duration expectations) and measures the 
qualitative aspects of a manager meeting their objectives (safety, liquidity and income). 

 
 

BENCHMARK CREATION 



 
1)  Ensure adequate liquidity to meet operating expenses without the need to sell bonds 

before maturity. 

FIDUCIARY BENCHMARK STEPS  











 
2)  Analyze interest rate risk environment to establish interest rate risk parameters 

acceptable by fund. 

FIDUCIARY BENCHMARK STEPS  



 
3)  Create a diversified allocation of assets along type, structure and maturity. 

4)  Ensure investment policy guidelines have been met and all investments are “legal.” 

5)  Earn a market rate of return through budgetary and economic cycles. 

 

FIDUCIARY BENCHMARK STEPS  









“…the	basic	assump/on	that	most	ins/tu/onal	
investors	can	outperform	the	market	is	false.	The	
ins/tu/ons	are	the	market.	They	cannot,	as	a	group,	

outperform	themselves.”	

	
Ellis,	Charles	D.	Winning	the	Loser’s	Game:	Timeless	Strategies	for	
Successful	Inves(ng 



Questions? 



Disclaimer 

Mischler	Financial	Group	does	not	warrant	the	correctness	of	any	informa/on	herein	or	the	
appropriateness	of	any	transac/on.	The	contents	of	this	electronic	communica/on	and	any	
a;achments	are	for	informa/onal	purposes	only	and	under	no	circumstances	should	they	be	
construed	as	an	offer	to	sell	or	a	solicita/on	to	buy	any	security.	The	informa/on	is	intended	
solely	for	the	personal	and	confiden/al	use	of	the	recipient	of	this	electronic	communica/on.	
If	you	are	not	the	intended	recipient,	you	are	hereby	no/fied	that	any	use,	dissemina/on,	
distribu/on	or	copying	of	this	communica/on	is	strictly	prohibited	and	you	are	requested	to	
return	this	message	to	the	sender	immediately	and	delete	all	copies	from	your	system.	All	
electronic	communica/on	may	be	reviewed	by	authorized	personnel	and	may	be	provided	to	
regulatory	authori/es	or	others	with	a	legal	right	to	access	such	informa/on.	Opinions	
expressed	herein	are	statements	only	of	the	date	indicated	and	are	not	given	or	endorsed	by	
Mischler	Financial	Group	unless	otherwise	indicated	by	an	authorized	representa/ve. 


