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When investors
give greater weight
to alpha concerns,

beta managers
feel the pressure

he [able of the tortoise and the hare — slow

and steady versus fast but streaky — may

be simplistic, but it does illustrate points

about where investors and investment managers are

placing a lot of attention these days. Today’s market

conditions are such that both equities and bonds are

bringing in only single-digit, rather than double-

digit, returns, which means that managers who can

tease oul those extra, precious percentage points of

return are at a premium. In the near term, the
demand for such alpha managers will only increase.

So, how has the new focus on alpha affected beta?

It's a good question that can’t be easily answered, port-

folio managers say. Managers whose strategies deliver

beta returns likely will have to work harder and faster

to please institutional investors and keep their jobs.

Money managers in general will be under more pres-

sure than ever to produce above-market returns.

A Lack of Respect
Why doesn't beta get any respect? After all, when you brush
aside a lot of the hype, beta is and will remain the solid
bedrock upon which much of the credibility ol investing is
built, “People have focused oo much on alpha and not on

beta. Mavbe they should focus on getting the beta manage-
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ment correct,” says Arun Muralidhar, chairman of Plano,
Texas-hased Mcube Investment

Indeed, investors might want to take a deep breath and
not get too excited about alpha. “Smoke and mirrors is prob-
ably too strong a word for it,” says John Loftus, a managing
director at PIMCO in Newporn Beach, Call., “I've seen more
PowerPoint presentations about alpha as the Brave New
World where anything can be done. Bologna.”

One of the basic challenges in understanding alpha and
how it affects beta is getting definitions right. The concepts
have been around for move than 40 years. Loosely defined,
beta is the relative volatility of a security compared with its
asset class while alpha is the excess return derived from active
management

According to Loftus of PIMCO, during the 1980s and
1090s, neither term was defined very clearly. “There was a lot
of misuse of the term and only recently have people been dis-
ciplined enough (since the 2000 stock market crash) to apply
it correctly,” says Loftus.

Mor did it seem to matter because the stock market was so
strong during most of those years that simple beta management
brought handsome returns. Alpha was regarded as something
academics toved with. If the market was bringing in double-
digit returns, the thinking went, why bother setting up a lot of
bells and whistles to carn an extra, say, 200 basis points?

And while many experts say alpha and beta should be
separated so what each delivers can be clearly seen, how does
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one precisely define alpha and beta? “Chances are,” says Phil
Green, managing director and senior portfolio manager of
Merrill Lynch Investment Managers in Plainsboro, N.J., “if
vou have a: manager who goes back 1o two academics and
says, 'Tell me how much return is due to alpha and beta’ those
two academics will come back with two dillerent answers.
That's not because they are looking ar different data but
because they have different definitions of what bera is.”

Defining Beta

For many vears, beta was defined as a measure of the degree
to which a stock price changes in relation to a market or
index. A stock with 4 beta of less than 1 was considered rela-
tively less risky while a beta of 3 meant that a stock would be
three times as volatile as the market

Nobel laureate William Sharpe is credited with devising
the beta concept in his 1964 paper on the capital asset pricing
model (CAPM). A decade ago, academics Eugene Fama and
Ken French tried to zero-in more precisely on what beta real-
Iy means. They studied stock returns from 1926 1o 1997 and
concluded thar a “three factor™ approach was key, consisting
of how much stock market exposure investors are willing to
accept, how large the companies are that they want to buy, and
the book value to market value ratio of their stock buys.

Fama and French’s findings capped a mounting body of
evidence that cast doubt on the value of active management.
Once fees and costs were extracted, a majority of active man-
agers couldn consistently beat the S&FP 500. As a result,
some reasoned that investors might be beuer off looking for
passive managers wha didn't cost as much.

All of the attention [ocused on today’s alpha managers begs
important questions. Il most of yesterday’s active managers
couldn’t beat the marker consistently, why should invesiors
expect today’s alpha managers to do any better? Wont passive
beta management do better than half of alpha managers?

Analysts such as Muralidhar and Loftus say that there's
no doubt that competent beta management will continue 10
produce decent returns. There are changes, however, that
have given active or alpha managers an important edge,
according to Charles Ellis, CFA, managing director of Partners
of 63, an investment house based in New Haven, Conn.
“There are more tools available — hand-held calculators and
personal computers with very powerful programs,” he says.
Such hardware can give alpha managers capabilities to ¢runch

numbers and come up with strategies that would have taken
a lot more time before. Moreover, he adds, the crop of man-
agers has improved. “The poaol of brilliantly talented people is
as high as its ever been,” says Ellis, whose 1975 article “The
Loser's Game” in the Financial Analysts Journal helped define
thinking on active versus passive management.

Even so, Ellis says, beta management is hardly dead. “If
vou have a disciplined approach, low costs, and well-thought-
out goals, you can be reasonably assured of returns.”

As experts try to sort out whether active or passive is the
way 1o go, there are still nettlesome issues about definitions.
As Muralidhar of Mcube has written in a HedgeQuest article
titled “Greek Alphabet Soup and Risk-Adjusted Performance,”

“Whether delivering

alpha or beta,
the manager remains

in the frying pan.”
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“By their very nature,
global markets dilute the importance of beta

as a basis for an investment strategy,
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“Alphais ... very loosely defined in investing parlance — many
people use alpha to mean returns in excess of the benchmark
index with no information about how correlated these returns
are to the benchmark.” One way to better define alpha is to
look at revenue streams that are uncorrelated with the strate-
gic asset allocation set up by the investor, he believes.

Another point about beta is that, despite today’s hue and
cry about separating it from alpha, doing so didn't seem such
a big deal until 2000, Thats when the technology bubble
burst, the stock market dipped. and returns got anemic, mak-
ing alpha a lot more important.

Off with Their Heads!

The demand lor strong alpha performance is so intense that
some major pension fund executives have threatened 1o fire
money managers who provide only beta exposure while
charging active-management fees. In todays world of flattened
yield curves and low returns, taking such a tough line might
be understandable, but it might be short sighted. “One prob-
lem,” says Green, “is that a lot of traditional, respectable beta
managers get caught up in the hype and try to make them-
selves into hot-shot alpha managers. In the process, they
might lose sight of the fact that, although the trend is 1o sep-
arate alpha and beta and glorify the former, the fact remains
that they are very much interrelated, much like twin sisters.”
This doesn't mean that the heat’s off, because the heat will
stay on as long as a weak market is promising only single-
digit returns. Whether delivering alpha or beta, the manager
remains in the frying pan. Be warned, says Loftus, under these
conditions “mediocrity will be unmasked more readily.”

What to Do?

Emphasizing that good beta management is essential, Arun
Muralidhar says there are basically three ways for pension
fund managers to handle beta,

First, they need to identify how they operate their pen-
sion funds. Muralidhar says the first way is to adopt a low-
cost, low-vield methodology with the investor passively hand-
ing lunds over to the managers to invest either in alpha or
beta schemes. Doing so may ensure adequate returns against
a benchmark with low errors. But the investor must expect
returns that are not necessarily spectacular. The second model
involves an all-alpha/mo-beta method. “Some firms seem to be
drifting to this model by keeping stall lean,” writes

Muralidhar in an article titled “Good Governance = Managing
Alpha and Beta.” This scenario involves expensive hiring of
outside consultants needed to probe for alpha returns. The
last way is to go for effectiveness on both the alpha and beta
sides. Costs will be less than the second model, but managers
will need to know when to rebalance the portfolio on a regu-
lar basis.

Assuming there is a good alpha manager to drum up
returns, the best way of managing the beta is to operate the
pension fund like a sophisticated hedge fund, with all the
attention and skill that implies. With this approach, constant
reevaluation of asset allocation is imperative. “You can be a lit-
tle proactive,” he says.

Another way to run the fund — presumahbly with less
beta remurn — is 1o take more of a hands-off approach and let
the beta drift or 1o simply rebalance it lockstep with each
quarter on the calendar.

Going with a plan that ensures good beta management,
Muralidhar believes, “will lead to better returns and lower
fees/costs than searching for alpha from external managers.”
As he says, “Hiring a good manager is a lot more important
than getting the next 2 percent out of their funds.” Good man-
agers will have to rebalance their accounts every guarter, if
not sooner,

Institutional investors aren't the only ones who need to
do some serious thinking about alpha and beta. “A lot of indi-
vidual investors have been getting incredibly poor advice,”
says Muralidhar. “The retail advisory business is going to have
to improve its offerings as well.”

Optimal Portfolio or Optimal Strategy?

In today’s global financial markets, with hot money sloshing
from one country or region to another, some question
whether beta management even rémains important. In this
view, beta becomes a relatively minor factor, *“Woody” Brock,
president of Strategic Economic Decisions, says that much of
the current thinking about beta dates back to the 1960s and
the development of the CAPM. Back then, says Brock, invesi-
ments were basically cash or the market (consisting of any
risky asset).

Getting a balanced portfolio itself was enough of a chal-
lenge. That world, he says, also assumed a “random-walk envi-
ronment.”

Yet, Brock maintains, studies of market behavior over the
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