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Market index or benchmark:
The market index is calculated programmatically by the changes in the share prices of its constituents and relative weights in the index. The weighting of each constituent is normally done on a market capitalisation basis (shares in issue x share price). The calculation and re-balancing of the index assumes no transaction costs. Further, special rules may apply to adjust the actual weight of a constituent according to its tradability in the market – for example, the strategic shareholding in a company by management or its holding company is excluded in determining the index weight of that company – otherwise known as “adjusted for free float”.        

Pure Index Funds:
Tracks the index benchmark, but exact replication is not possible since frequent re-balancing and transaction costs may adversely affect the index fund’s performance against the benchmark’s return. Therefore, tracking errors can be expected, although over time it should not be significant and the index fund should deliver more or less the same returns as the benchmark.     

Enhanced Index Funds:
The index benchmark is used as a proxy for portfolio construction, but quantitative techniques and models are used to add outperformance (alpha) to the benchmark return, while the tracking error is kept within close range of the benchmark risk profile. Enhanced indexers recognise the benefits of index investing, such as low transaction and management costs, but at the same time acknowledge that the market at any given time is not fully efficient (mispricing events do occur).  Typically, alpha is attained from two sources, namely securities-based and derivatives-based strategies. For example, a derivative overlay is used on an index fund to protect capital values during sharp market corrections or to amplify returns in those securities (asset classes) where outperformance is expected.
Active Quantitative Funds and Pure Active Funds:
Quantitative models are used to aid the active manager in formulating a model portfolio. The active manager may adjust the model portfolio according to his/her skill, knowledge, and perceived opportunities or trends that may favour certain securities more than others. The difference between an active quantitative and pure active fund rests upon the “relative freedom of security selection” – in the former more reliance will be placed on the model portfolio, whereas in the latter strategy the manager will have freedom in portfolio construction. Thus, performance in a pure active fund will be attributed more towards a manager’s skill than with an active quantitative fund. Tracking errors and performance of both strategies may deviate far from the benchmark.       
A Comparison of Investment Strategies

Table 1 summarises the different investment strategies in terms of their expected tracking errors, potential excess return relative to the benchmark return, and typical management fees charged by managers as a percentage of the funds under management.    
Table 1:
Summary of investment strategies

	Strategy
	Expected Tracking Error
	Management Costs
	Expected Excess Return

	Pure Index Funds
	<1%
	0.5% - 0.8%
	0% 

	Enhanced Index Funds
	1% - 3%
	0.75% - 1%
	2%

	Active Quantitative Funds
	3% - 7%
	1.25% - 1.5%
	3%

	Pure Active Funds
	3% - 7%
	1.5% - 2%
	5%


Regarding the expected excess returns: Please note that wide dispersions are possible, especially for active strategies. These numbers, shown in table 1, represent very much a best-case scenario over the medium to long term. Furthermore, there may not be much difference in the outcome of pure active and active quantitative strategies; therefore one should not necessarily consider an active quantitative strategy less risky or proficient than a pure active strategy.

Figure 1 depicts a relative return spectrum for the various strategies compared with the benchmark (0%). Active strategies have the best chance of outperforming the benchmark significantly, but the persistency thereof is in question. Hence, the argument could be put forward that index or enhanced index strategies may be a sound alternative over longer term investment horizons.
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Figure 1:
The Passive/Active Return Spectrum
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