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            Putting the theory of alpha transport into practice requires skill 

            and dexterity - and a full understanding of the characteristics of 

            your chosen beta.

      It's an investment technique whose time has come: portable alpha. Driven 

      by their need to find innovative ways to generate superior risk-adjusted 

      returns, many plan sponsors are considering using portable alpha 

      strategies for at least part of their portfolio. Some pension plans that 

      are convinced of the merits of separating alpha and beta are reorganizing 

      their entire investment function around this concept.

      The theory is simple, that active investment managers provide two types of 

      investment return: alpha and beta. Beta is defined as the investment 

      return generated from market exposure and is essentially the return earned 

      from accepting the market risk associated with a particular asset class. 

      Alpha is the excess return after adjusting for risk that a manager 

      generates from taking positions that differ from the market.

      While portable alpha has been used for many years, usually though enhanced 

      index strategies that used futures, the current popularity of portable 

      alpha reflects the many other opportunities available today. Plan sponsors 

      can unbundled a traditional, long-only fully funded asset allocation into 

      alpha and beta components, thereby meeting their investment objectives in 

      an economic and flexible fashion. Thus, plans are using portable alpha, or 

      overlay strategies, to hook the alpha of any investment to a completely 

      unrelated beta. Says David Kabiller, founding principal and head of 

      business development at AQR Capital, "An overlay strategy allows you to 

      spend your money on alpha, while getting the beta very cheaply. Thinking 

      about the world this way means that plan sponsors can take advantage of 

      the new utensils that are out there: derivatives that allow you to 

      replicate a benchmark cheaply, hedge funds and managers that can search 

      specifically for alpha without constraints. These utensils let plan 

      sponsors cook up a better way to meet their liabilities - in contrast to 

      the long-only managers that weren't able to even beat the benchmark."

      Any portable alpha strategy requires two elements. First, the plan sponsor 

      needs to identify the alpha and the alpha manager it wishes to capture. 

      Second, he must make a decision as to the underlying beta exposure. There 

      are many choices for both of these decisions, but it often makes sense to 

      consider the beta choice first - the plain vanilla before the chocolate 

      sauce. Choice, of course, places demands on the expertise and due 

      diligence of plan sponsors and investors. For example, using derivatives 

      to replicate a benchmark, thereby creating synthetic beta, requires a fair 

      understanding of the theoretical and practical aspects of the underlying 

      asset classes. This can involve understanding characteristics such as 

      liquidity and tracking error. When tracking error is high and liquidity 

      low, the asset class becomes a less interesting candidate for beta, as it 

      is difficult to replicate.

      While it is important to implement the beta strategy carefully, it is also 

      important to understand the alpha strategy in some depth as well. For 

      years, plan sponsors have been paying a premium for alpha, risk-adjusted 

      excess return, only to find that upon closer investigation, a good portion 

      of that return was actually beta, market return. For instance, merger 

      arbitrage strategies often use short equity puts, exposing them to return 

      from equity market beta. Global macro funds have duration and credit 

      exposures that mean they may pick up fixed income beta. And on top of the 

      hidden beta, these funds may also carry other unintended and unidentified 

      risks related to derivative exposures. So in choosing an alpha manager it 

      is imperative that a plan sponsor know what they are buying. All the usual 

      caveats apply: due diligence (understanding the investment process, 

      knowing the money management team, scrutinizing the track record) and 

      setting the ground rules (risk constraints, reporting requirements).

      But there's an important difference. Hiring a portable alpha manager isn't 

      like hiring a long-only equity manager. The reason that alpha managers are 

      so successful - and why many people confuse them with hedge funds - is 

      that they operate under a different set of rules to the traditional 

      long-only managers. It isn't just the beta exposure that uses derivatives; 

      alpha overlay managers use derivatives and leverage, they sell stock 

      short. "Plan sponsors are going through the process of understanding what 

      implementing alpha means. After some years of investing in hedge funds, 

      they are familiar with and more comfortable with derivatives, short 

      selling and leverage. But the real dialogue is about understanding how we 

      use the freedom, what is the source of alpha and are we acquiring returns 

      at a level of risk that is comfortable for them," says Janet Campagna, 

      head of Quantitative Strategies at Deutsche Asset Management.

      Consistently capturing positive alpha remains challenging. Many alpha 

      trades produce little return on a risk-adjusted basis and cannot be 

      replicated to form the basis of an investment strategy. All managers are 

      searching for alpha; not all will find it. So for the plan sponsor, the 

      mere fact that they have made the decision to separate alpha and beta does 

      not mean that alpha will appear. The manager chosen must have superior 

      investment skills. "To the extent that alpha is in short supply, the 

      opportunities are limited. However, some investors chasing after alpha may 

      actually decrease market efficiency, which creates alpha opportunities for 

      others. Over time, it may be that finding skilled managers becomes too 

      difficult for many investors, and they will hire passive managers," 

      explains Andrew Alford, managing director and Senior Portfolio Manager for 

      Global Quantitative Equity at Goldman Sachs Asset Management.

      Execution cost is also a knotty problem in implementing portable alpha 

      strategy. The separation of alpha and beta is theoretically simple, 

      however while the cost of buying alpha is understood, there is also a cost 

      to implementing beta. In some cases, this cost can be small, as there are 

      no active management fees, but in others, the cost may be difficult to 

      assess. For the purposes of calculating a pure alpha return, the cost of 

      the beta must be known. Some of the elements that can have an impact on 

      beta cost are:

      * Opportunity costs: It's difficult to measure, but there is an 

      opportunity cost associated with removing active management from beta 

      exposure. If the beta were actively managed, overpriced assets could be 

      strategically underweighted. For example, consider the case of a very 

      thinly traded recent IPO stock trading at an expensive level. An active 

      manager could add alpha by underweighting or not owning the security at 

      all (assuming the price eventually corrects). With a passive beta 

      portfolio, this alpha is forgone and represents an opportunity cost.

      * Transaction costs: Portfolio beta is typically managed relative to a 

      constant portfolio duration. Managing duration requires an active decision 

      on the frequency with which the portfolio is rebalanced to the target. The 

      frequency could be daily, monthly, or annually, but that decision 

      represents a tradeoff in terms of tracking error and trading cost.

      * Leverage: With the use of leverage, a financing rate or an implied 

      borrowing rate is incorporated in the transaction. For example, the cost 

      of replicating the return of the S&P 500 index using a total return swap 

      could range from Libor minus 20 to Libor plus 30 basis points at any given 

      time. The financing rate can fluctuate, and there have been periods when 

      it has gone far outside that band.

      * Futures margin flows: Futures contracts are a wonderful tool for 

      transporting alpha. However, they entail daily cash flows that need to be 

      either deployed when earned or raised when a market movement results in a 

      margin call. We have seen examples where extreme volatility has resulted 

      in the futures exchange instituting hourly margin calls.

      * Swap risk: There is a monitoring cost associated with swap agreements. 

      Swaps entail a legal investment upfront and ongoing management of 

      counterparty credit risk. To the extent you have swap agreements with 

      various counterparties, someone will need to monitor their credit risk 

      over time.

      Not all beta is created equal. "Sourcing beta can be complicated. The 

      S&P500 index is one of the easiest betas to source. The Lehman Aggregate 

      is somewhat more difficult, as it is slightly opaque. Small cap indexes, 

      such as the Russell 2000 or foreign indexes present even more complex 

      challenges, as the derivatives markets associated with these indexes are 

      not as broad or as deep as the large cap US equities," says Todd Brussel, 

      head of alternative investment products at RBS Greenwich Capital.

      When assessing beta, it makes sense to keep the following ideas in mind. 

      The beta should be represented by a large, liquid and investable index, 

      which has a large investor base and exhibits a large trading volume. It is 

      useful if there is more than one way to replicate the market exposure, 

      such as the availability of both futures and swaps. The ability to 

      recreate the exposure through the physical securities is also a bonus, 

      though there would need to be a lending and borrowing market. The market 

      should have both natural buyers and sellers, and no dependence on a single 

      or small number of players on one side. Even in markets with flexibility 

      and liquidity, problems can occur if it becomes impossible to borrow or 

      lend securities because of an event with overall market impact.

      It is very common to think about beta as an asset class. There are two 

      reasons for this. One is the concept of market return as asset class 

      return fits very nicely with the basics of modern portfolio theory. The 

      other, when it comes to portable alpha, is that if you define beta as 

      return on a particular market, then you can easily replicate it. Ramon 

      Koss, head of alternative investments and mutual funds at Credit Suisse, 

      puts it a different way. "What is beta? By simply defining it as an asset 

      class, or portion of an asset class, like large cap US equities, people 

      are making a distinction where one does not really exist. Beta is the 

      natural economic consequence of taking certain risks, not an asset class. 

      For example, you could define a beta as a relative return expectation, 

      such as that of US large cap equities minus US small cap equities. To 

      implement this, you would buy the S&P 500 and short the Russell 2000. 

      Alpha is then the return beyond this beta."

      Properly implemented, portable alpha strategies can allow plan sponsors to 

      capture alpha and beta separately, in a cost effective, flexible and 

      transparent way. However, it's not a panacea to plan sponsors afflicted 

      with low returns and burgeoning liabilities. It requires elbow grease to 

      get find the right alpha manager, and choose and implement the right beta 

      strategy, &#945;
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            The separation of alpha and beta is theoretically simple. However 

            while the cost of buying alpha is understood, there is also a cost 

            to implementing beta
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            A checklist for considering alpha managers

            When hiring an alpha manager, it makes to consider certain issues,

            * Understanding process. Investors must have a high degree of 

            confidence that the chosen manager(s) will deliver the expected 

            alpha in the future. This requires a clear understanding of the 

            manager's strategy and investment process.

            * Due diligence. Extensive due diligence must be conducted on all 

            aspects of a manager's investment processes and back-office 

controls.

            * Manager correlation. Correlations among all chosen managers must 

            be analyzed in order to maximize portfolio efficiency and control 

            risk.

            * Qualitative and quantitative analysis. Experiencebased qualitative 

            evaluations of the manager must be conducted in addition to 

            quantitative analyses.

            * Capacity. Investors must also consider each manager's capacity in 

            order to be sure cash flow into the strategy does not negatively 

            impact returns.

            * Fees. Fees should be carefully evaluated relative to the projected 

            alpha.
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            How to construct a beta exposure

            Asset allocation overlays can be constructed using an extensive 

            array of derivatives and other financial tools. Commonly used 

            instruments include:

            * Futures contracts on an index. Futures can be used to add exposure 

            to a particular asset class. The owner of the futures contract 

            receives the gain (or pays the loss) on the index on a daily basis.

            * Options on an index. In order to add exposure to a particular 

            asset class, the investor receives an option to "buy" the index in 

            the future at a fixed (strike) price and ultimately receives any 

            gain above the strike price.

            * Swaps on an index or partnership. Investors pay quarterly interest 

            to a counterparty. At expiration, the investor receives the gain (or 

            pays the loss) on the index or partnership from the counterparty.

