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INSTITUTIONAL CONSULTING

Message to Members of IMCA (anada”

MCA Canada recently insti-

tuted a project on its mem-
bers’ behalf to have its programs
evaluated by Continuing Education
Course Accreditation Process
(CECAP).

We are pleased to announce
PHILIP R. EVANS, that the 2006 IMCA Canadian
CIMA® Consultants Conference has been

approved for 11.25 hours of
Investment Dealers Association of Canada (IDA)
Continuing Education (CE) credits. This marks the
first time that the Canadian Conference has been
approved for IDA CE credits, and this development
is a direct result of your feedback. Contact the
IMCA Canada office for more information on how
to obtain your credits.

This year’s Canadian Consultants Conference,
The Art of Consulting—Defining a Standard of
Excellence, also will be eligible for IDA CE credits
and is not to be missed. The Conference will be
held May 14" and 15" at the Toronto Hilton and
will feature leading private-client and institutional
speakers from across North America and Europe.

Key topics that will be timely to your invest-
ment consulting practice include the following:
e The Canadian Wealth Management Landscape
e Do You Perceive A Contradiction? Connecting to

Client Goals

Writing Investment Policy Statements for

High-Net-Worth Clients

A Profile of the Canadian Millionaire

Asset Allocation Strategies for Distribution

Portfolios

Foreign Investing in an Unconstrained World

Hiring and Firing Managers

Style Analysis—Best Practices

Hedge Fund Investing for Private Clients

Global Economic and Financial Market Outlook

Registrations already total well over the 150
mark so we urge you to register now to ensure you
have a spot.

We look forward to seeing you in Toronto!

Philip R. Evans, CIMA®
Chair, Canadian Advisory Board

IMCA

investment management
consultants association

Know More. Be More™




ow bond yields and increas-
ingly correlated equity mar-

kets are leading many institutional
clients to consider alternative
investments. Although the balance
between the desire for higher per-
formance and the need for risk con-
trol often can be precarious, pen-
sion committees more often are
looking beyond the traditional asset
classes to seek superior risk-adjusted
returns. One increasingly common answer is the creative
concept of portable alpha.

In this issue, we bring you a roundtable discussion
with four experts answering questions about this strategy

ROGER MIRKA, CIMA®

and discussing how, more than ever before, a portable
alpha strategy may be profitable for institutional investors
as well as a viable option for many individual investors.

Having a panel of experts available to learn from is a
valuable opportunity not to be missed. I think one of the
best occasions to experience this in 2007 will be at the
IMCA Canadian Consultants Conference at the Hilton
Toronto on May 14 and 15. I strongly encourage all of
our IMCA members and their colleagues to send in your
registrations as soon as possible.

A ks

Roger Mirka, CIMA®
Chair, The Monitor Canadian Supplement

INSTITUTIONAL CONSULTING

An Exceptional Manager:

Achieving Alpha

Editor’s Note: This article is reprinted with permission from
Benefits Canada (October 19, 2006), http://www.benefits
canada.com.

he concept of portable alpha refers to a low

correlated investment strategy, structured to

combine the money manager’s skills and
talent (alpha) to the desired asset mix (beta). More pre-
cisely, the strategy represents a simple separation of the
risks inherent in investing in a benchmark from the
returns generated by active management.

Many pension plans, driven by a need to find new cre-
ative ways to generate superior risk-adjusted returns, are
now thinking about implementing this concept to part of
their portfolio. Four experts inform us on how a portable
alpha strategy may be profitable to institutional investors.

For this round table, we have submitted a series of
questions to a panel of experts: Luc de la Durantaye,
First Vice-President — Global Asset Allocation, CIBC Asset
Management; Dino Bourdos, Vice-President and
Director, Portfolio Management, TD Asset Management
Inc.; Martin Gagnon, Managing Director of Innocap
Investment Management Inc.; and Michel Di Grégorio,
Executive Vice-President, Lombard Odier Darier Hentsch
Group. We have asked them to clarify what a portable
alpha strategy is by answering our questions.

Why is there such a keen interest
for this kind of strategy lately?

Luc de la Durantaye: A combination of low bond yields
and volatile and highly correlated equity markets is put-
ting pressure on pension committees to look beyond the
traditional asset class structure. Low future expected
returns from traditional asset classes pose a funding
problem to pension plans which are facing deficits.
Transporting new sources of alpha could increase the
portfolio’s efficiency by introducing new sources of
added value. As long as these new sources of alpha are
uncorrelated to the existing traditional asset classes, this
increase in return could be achieved with little added risk
therefore improving the risk/return of the portfolio.

Dino Bourdos: Many investors have become disenchanted
with traditional active management. This has led some
to consider alternative investments, such as long/short
strategies and hedge funds. Since most portable alpha
strategies combine the market return (of the desired asset
class) with an independent alpha source, they offer
diversification benefits, stemming from the low correla-
tion of these two return streams. The result is that
investors generally receive extra return for only margin-
ally more risk. And, because the alpha source is often
unconstrained and unrelated to the market investors
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want exposure to, it's more likely
that it will be repeatable and that it
will continue to exhibit low correla-
tion to traditional asset classes.
Martin Gagnon: Portable alpha is
nothing new. We, at Innocap, do not
believe in a paradigm shift just as
hedge funds do not represent a new
asset class. This is simply about a
better way of managing money.
Most trustees are now looking for
better ways to manage their risks in
the current low return environment.
Traditional portfolio management
strategies in asset allocation are
heavily skewed towards equities and
expose the fund to excessive down-
side risk. Negative returns have a cat-
astrophic impact on the long-term
solvency ratios of pension funds.
The search for the most effective
solutions to introduce absolute
return strategies in a portfolio lead
to the development of a myriad of
solutions centered on the concept of
portable alpha.

Michel Di Grégorio: There are several
reasons for the upsurge in interest.
Firstly, investors are becoming
increasingly disillusioned with tradi-
tional actively managed funds that
generate little or no alpha and carry
high management fees. Secondly,
advances in financial engineering
have made it possible to construct
new investment solutions, the hedge
funds market is providing us with a
fresh source of alpha, and both insti-
tutional and private investors are
becoming increasingly sophisticated.

What determines a
portable alpha strategy?

Dino Bourdos: Portable alpha strate-
gies are identifiable by how they’re
constructed. Generally speaking,
these strategies use financial engi-
neering to combine a market return
with an alpha source, such as
long/short strategies or hedge funds.
Since the same dollar is invested in
both the market (beta) and the
alpha source, derivatives are used to
obtain one or a portion of both

exposures. In its final form, a
portable alpha strategy will normal-
ly have 100% exposure to the
desired market (beta) and up to
100% exposure to the alpha source,
with one of these two exposures
obtained synthetically.

Luc de la Durantaye: what will deter-
mine if an alpha strategy is portable
is whether or not the alpha is trans-
ferable. The alpha transferability will
mainly depend on the availability
and liquidity of the derivative mar-
kets or the securities lending market
of the asset class from which the
alpha is generated. The derivative
markets include recognized exchange-
traded futures on equity, fixed
income and currencies as well as
over-the-counter forwards, swaps
and options. The availability of a
derivative will not guarantee
transferability. The liquidity, the
cost and the tracking error of

the derivative relative to the under-
lying asset class may hinder the
alpha transport.

Michel Di Grégorio: Alpha is not
dependent on a specific asset class
or strategy. It is a reflection of man-
agement skill, i.e., a manager’s abili-
ty to generate a return in excess of a
benchmark index. Alpha therefore
represents a return uncorrelated to
the traditional markets that purport
to be stable, explainable, quantifi-
able and separable from beta. Alpha
can be found in both traditional
investment funds and hedge funds.
In the case of traditional funds, it is
accompanied by beta, so we need to
isolate the alpha before we can
transfer it. In the case of hedge
funds, some investment strategies
minimize market exposure (beta)
and alpha therefore dominates.
Martin Gagnon: The objectives that
are being pursued are dependent
upon which correlations should be
targeted. In portable alpha, the aim
of minimizing correlations is
explained by the desire to extract
active management from bench-
mark returns. Moreover, in a return
optimization scenario, Innocap will

also aim to minimize all correlations
so that returns can be additive.
However, liability driven investment
strategies will target a perfect corre-
lation with long-term rates repre-
senting the liabilities of the fund.
Historical correlations vary through
time and using them for future pro-
jections is risky. This is one of the
most important and yet least under-
stood concepts in finance today.
Research in this field leads to the
realization that there is very little
“pure” alpha and introduces the
concept of alternative betas. These
are returns that are not correlated
to traditional benchmarks, but can
be replicated using complex system-
atic methodologies. The portable
alpha strategy needs to be flexible
and adaptive.

Do portable alpha strategies
change drastically the way
portfolios are built?

Luc de la Durantaye: Portable alpha
opens the door to choose how
much of the total portfolio return
should come from that provided by
systematic risk (i.e., the market expo-
sure or beta) and how much should
come from manager skills (alpha).
This becomes possible since alpha
portability allows separating these
two sources of return. Alpha no
longer needs to be tied to the under-
lying asset class. This conclusion
changes the way you will construct
portfolios since you will separate the
return coming from market expo-
sure (or beta) from the return com-
ing from skilled managers (alpha).
You are left to decide which risk you
are more comfortable taking: the
risk associated with the asset class or
the risk associated with your choice
of manager. This will impact your
choice of asset allocation at the poli-
cy level and your choice of underly-
ing managers. These choices will
also impact the cost structure of
your fund. Generally, fees charged
to provide beta are much lower than
fees charged to provide alpha.
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Michel Di Grégorio: The portable alpha
concept aims not to significantly
impact overall portfolio allocations.
Consider, for example, a new invest-
ment in a hedge fund. Before the
investment can be made, the portfo-
lio allocation has to be changed and
existing investments sold. With a
portable alpha strategy, alpha is sim-
ply grafted onto an existing asset
class. It is thus a de facto compo-
nent of the strategic portfolio alloca-
tion. Portable alpha allows
institutional investors to manage
their portfolios more efficiently by
improving their asset-liability
match, as well as with regard to the
fees they pay to the different funds
or fund managers.

Martin Gagnon: Alpha generation
through active management sits on
top of the portfolio as an overlay
and represents an extension of the
asset mix. The basic portable alpha
principle states that it can be imple-
mented on any type of asset alloca-
tion. However, new research in this
field by academics has demonstrated
that optimal asset allocation should
be based on three building blocks:
cash, a liability-matching portfolio,
and a “risky” performance portfolio.
This extension of modern portfolio
theory goes beyond standard asset
mix methodologies and proves to be
the ultimate solution to manage the
volatility of the funding ratio. This
is the new reality that trustees are
facing with stricter solvency require-
ments and it is difficult to achieve
these objectives with a traditional
asset mix framework.

Dino Bourdos: Employing portable
alpha solutions won'’t necessarily
involve changing the asset mix, but
it could significantly alter the way
investors build portfolios—and
specifically, how they hire active
managers and allocate their risk
budgets. In contrast to the tradi-
tional portfolio construction pro-
cess, where investors conduct active
manager searches only within the
asset classes specified by their asset
mix, portable alpha strategies allow
investors to disaggregate the policy

decision from the active manager or
risk allocation decision. This means
that investors can obtain their poli-
cy asset mix exposures efficiently
and inexpensively through index
funds and, separately and inde-
pendently, select alpha wherever
they can find it. The evolution of
derivatives and the development
of more advanced portfolio con-
struction techniques mean that
investors obtain the appropriate
market exposures, with the oppor-
tunity of seeking superior overall
risk-adjusted returns.

What kind of institutional
investors should consider using
a portable alpha strategy?

Michel Di Grégorio: All investors look-
ing to implement alpha-beta separa-
tion principles should be interested.
In particular, I'm thinking of pen-
sion funds that have structural
funding problems and need to
generate higher returns.

Martin Gagnon: 1 agree. Any institu-
tional investor with clearly defined
investment objectives and a long-
term asset allocation plan will bene-
fit from portable alpha and should
be contemplating such a strategy. It
simply represents a more efficient
portfolio. Liability driven invest-
ment (LDI) is currently the most
favoured extension of portable
alpha strategies, and we, at Innocap,
strongly believe in it.

Dino Bourdos: Since portable alpha is
simply an alternative to traditional
active management, it’s a strategy
that could be appropriate for the full
spectrum of institutional investors.
But, portable alpha solutions are no
longer the preserve of only the
largest institutional investors. Much
of the complexity and high cost
that was once associated with these
strategies has largely been reduced
thanks to the emergence of overlay
managers and bundled solutions.
More than ever before, portable
alpha solutions are becoming a
viable option for investors of all
shapes and sizes.

Luc de la Durantaye: A decision to
choose portable alpha is similar in
some respects to deciding on an
allocation to an active manager. You
must have the belief that markets
are inefficient enough that these
opportunities can be profitably
exploited. You must have confi-
dence in your ability to select the
good managers. And you must pos-
sess, or have access to, a sophisticat-
ed portfolio monitoring system to
deal with some of the particularities
that come with portable alpha
strategies. Since many strategies are
not transparent you must be able to
deal with the lack of liquidity of
some of these strategies.

What investment strategies
favour a portable alpha strategy?

Martin Gagnon: Unfortunately, there
is a misconception that only market
neutral strategies should be used in
alpha overlay. The key is to actively
manage correlations, and market
neutral strategies are believed to be
uncorrelated with equity indices.
However, these strategies often rely
on some form of mean reversion
and end up being short volatility
which exposes them to much
greater extreme risks in the form of
tail events. It is too easy to be fooled
by a few years of smooth uncorrelat-
ed historical returns with a great
Sharpe ratio. Moreover, recent data
show returns for these strategies
have largely been arbitraged which
has led to sharp increase in leverage.
This is akin to picking up dimes in
front of a steamroller. We, at
Innocap, prefer a good mix of well-
controlled directional strategies
going long or short, such as foreign
exchange, which creates uncorre-
lated alpha using liquid financial
market instruments.

Luc de la Durantaye: No management
style in particular is more suitable.
On the contrary, alpha can and
should be sourced from various asset
classes and using various approaches
and instruments. In the fixed-income
markets, anomalies can be found in
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country allocation, sector arbitrage or
credit arbitrage. At the security selec-
tion level, equity long/short strate-
gies can use a number of different
variables to generate alpha, and at
the global macro level, currency,
country, sector or commodity allo-
cation can provide value added.
Restraining the search for alpha to a
particular investment style will limit
your alpha, its quality and depend-
ability. It is also preferable to have
various sources of alpha so that they
are not correlated to one another. In
considering various alpha strategies,
you should take into consideration
the cost of hedging or the cost of the
instrument you need to use to trans-
port the alpha.

Michel Di Grégorio: Alpha cannot be
found in all asset classes, all strate-
gies and all managers. As a general
rule, it is more difficult to generate
alpha on very efficient markets
where information and capital circu-
late rapidly. Accordingly, markets
such as the equity markets of certain
emerging economies and certain
derivative instruments that are not
yet properly understood constitute
fertile ground for the generation of
alpha (but do not in themselves
constitute alpha). As alpha is
dependent on the manager’s ability
to exploit market inefficiencies,
hedge funds are the vehicle of
choice for portable alpha. One of
the main reasons for choosing
hedge funds is the greater manage-
ment freedom they offer, which at
least in theory serves to broaden the
universe of investment opportuni-
ties. On the other hand, alpha is not
the prerogative of all hedge fund
managers. Some hedge fund man-
agers undoubtedly have the ability
to generate alpha but a good num-
ber are generally more dynamic at
managing beta.

Dino Bourdos: 1 agree; portable alpha
strategies can be considered for any
asset class where liquid derivative
contracts exist. These strategies are
most commonly used for asset class-
es that are extremely efficient or
where limited alpha opportunities

exist, such as large capitalization
U.S. equities or fixed income. Since
the objective of portable alpha
strategies is to earn stable and con-
sistent value added versus the rele-
vant benchmark, the most
commonly used alpha sources are
long/short market-neutral strategies
and market-neutral funds of hedge
funds. These types of strategies tend
to offer modest value added with
comparatively low risk.

On what specific points, should
institutional investors take the time
to find the right money manager

to implement this strategy?

Martin Gagnon: 1t is a matter of trust
between the manager and the
investor. The manager should have
core fundamental values that have
been achieved for a long time and
from which he will not deviate. For
example, Innocap has been manag-
ing hedge fund investments for
more than 10 years with a focus on
capital protection. Our worst draw-
down is only 3.1% despite having to
navigate through some of the worst
financial crises in history. We also
directly challenge the two worst
enemies of the quest for alpha:
transparency and liquidity. We do
not compromise and require daily
liquidity and daily security level
transparency. This allows us to sleep
at night, because fraud risk is con-
trolled. Finally, investors should
look very carefully at the fees. One
way to do this is to aim for an inte-
grated provider that will minimize
payouts to intermediaries.

Dino Bourdos: A good portable alpha
manager needs to be able to do two
things. First, the manager must be
able to deliver consistently a desired
amount of alpha at an acceptable
level of risk. Second, the manager
has to be able to implement the pol-
icy asset mix efficiently and manage
the integration between the alpha
and the policy investments. Some
managers will have expertise in
both areas—others will outsource
components of the strategy and

deliver a bundled solution. The lat-
ter approach can be attractive for
investors seeking simplicity—‘one-
stop shopping.’

Luc de la Durantaye: The manager
must have a sound investment phi-
losophy and understand what
anomalies they are seeking and the
most efficient way to harvest them.
The manager must have a thorough
understanding of the derivative
market in order to implement the
strategies appropriately, and must
have the appropriate systems to
trade, price and monitor the instru-
ments being used. Since conven-
tional risk measures may
underestimate the risk of portable
alpha strategies, the alpha manager
requires a more thorough risk meas-
urement system.

Michel Di Grégorio: There are essential-
ly two points. Firstly, investors should
ensure the manager has the ability to
construct a product that can be
implemented at an appropriate cost.
Secondly, they should ensure that it
is indeed the alpha that is trans-
ferred and not the beta. This requires
very detailed analysis of the manager
and the sources of risk and return. It
is also possible that the residual beta
will need to be hedged using deriva-
tive instruments.

What are the challenges to overcome
regarding the implementation of a
portable alpha strategy?

Michel Di Grégorio: There are numer-
ous challenges to overcome. For
example, the possibility of accessing
beta at low cost, the need to ensure
it is alpha and not beta that is trans-
ferred, the management of future
dividend payments, hedging the
beta of the asset manager, if
required, hedging currency risk, the
collateral requirements of structured
products, the roll-over of futures, to
cite a few examples.

Dino Bourdos: The first is finding an
alpha source that will provide stable
and consistent positive returns over
time. The second is obtaining the
beta exposure efficiently and inex-
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pensively. And, the third is manag-
ing the integration between the
alpha and beta components of the
strategy and rebalancing them peri-
odically. On the beta side, with the
extraordinary development of deriv-
atives markets that has occurred in
recent years, virtually any beta expo-
sure can now be obtained relatively
efficiently. Portable alpha programs
also have margining requirements
(both initial and ongoing). In certain
circumstances, where the alpha
provider has inflexible liquidity pro-
visions and minimum lock-up peri-
ods, investors may be forced to hold
back funds to maintain enough lig-
uidity to support the ongoing opera-
tion of the strategy. This reduces the
investor’s exposure to the desired
alpha source. Portable alpha strate-
gies need to be rebalanced periodi-
cally in order to maintain
appropriate proportions between the
alpha and the beta. This is an impor-
tant risk management process.

Luc de la Durantaye: Having different
layers of investment structures with
different time horizons and risk pro-
files creates various types of chal-
lenges in term of investment
structures, risk monitoring of the vari-
ous pieces, management of the cash-
flows, legal, administrative and
operational requirements, manage-
ment of the various underlying expo-
sure, etc. As an example, hedge funds
usually require minimum holding
periods before allowing cash outflow.
This could create some problems if
your passive synthetic exposure
requires new cash following margin
calls and you don't have access to the
funds. It is better to have the same
portfolio manager responsible for at
least the management of the structure
and the passive components.

Martin Gagnon: implementation is
where most of the criticism is cen-
tered. There are few doubts about
the merits of the concept from a the-
oretical point of view, but it is often
practically challenging to implement
these strategies. Adversity will usual-
ly take the form of a board reluctant
to changes, lack of knowledge, fear

of derivative instruments, the right
to use leverage, perception of high
fees, etc. The best results in the
industry have been achieved by
institutions that constantly chal-
lenge their methodologies.

How does one assure a steady and
sustainable portable alpha strategy?

Martin Gagnon: The key is risk man-
agement. Innocap has actually bor-
rowed the concept of managed
accounts from the traditional asset
management field to implement in
absolute return strategies. The trans-
parency allows us to perfectly track
the portfolios, and the reporting can
therefore be integrated with the risk
matrix used for traditional assets.
This means we can see the evolution
of the tracking error as it is hap-
pening. Moreover, it allows us to
monitor the varying degrees of
exposure to the benchmark and to
react. The monitoring of the struc-
ture is much easier, and everybody
is comfortable with the fact that no
transparency or liquidity give-up
had to be made in order to imple-
ment an alpha overlay strategy.

Luc de la Durantaye: Traditionally,
alpha was only generated from
underlying asset classes. The result-
ing alpha portfolio was dominated
by the equity security selection activ-
ity. This created suboptimal alpha
portfolios because it limited the
sources of alpha. The alpha was also
extracted with a number of invest-
ments restrictions such as a limited
ability to establish short positions,
and no leverage was ever used. Using
portable alpha, one can choose the
source of added value based on the
alpha’s own attributes of risk and
reward regardless of where the alpha
is sourced. This will provide a better
alpha as measured by a higher
Sharpe ratio than the ones obtained
by traditional approaches. Since you
can combine a large number of
uncorrelated sources of alpha, you
can build a well-diversified alpha
portfolio that will demonstrate bet-
ter risk reward characteristics.

Dino Bourdos: In order to have a
steady and sustainable portable
alpha strategy, investors need to be
confident that their alpha source
will deliver consistent stable results
into the future and that its integra-
tion with the desired beta exposure
can be managed efficiently and
effectively. Investors should satisfy
themselves that the individuals on
the active manager’s team are skilled
and that their processes are sound.
It’s also important to ensure that the
integration manager has experience
with derivatives and overlays and
can manage the program in such a
way that operational risks and costs
are minimized and overall utility is
maximized.

Michel Di Grégorio: Portable alpha
strategies are effectively dynamic
strategies. Both alpha and beta must
be managed and controlled. In partic-
ular alpha managers must be closely
monitored to verify their continuing
ability to produce alpha. The selec-
tion of alpha-generating managers is
a key element of these products.

Should we fear unrealistic expecta-
tions from investors by praising such
strategies?

Michel Di Grégorio: No, T don’t think
so. These strategies are complex and
require a certain knowledge of
financial theory. The risk lies not so
much in the possibility of generat-
ing unrealistic expectations but in
failing to properly explain the prod-
uct to clients.

Martin Gagnon: There is always a ten-
dency to overestimate hedge fund
returns. It is often forgotten that
there is a direct negative relationship
between the volatility of returns and
the terminal value of an investment
because of the impact of drawdowns.
It is crucial to determine the pension
fund’s tolerance or appetite for risk
while setting up clear and realistic
objectives. These objectives should
not simply focus on returns. They
must incorporate other factors such
as drawdowns and correlation.
Ultimately, what hedge funds really
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bring to a portfolio is the concept of
asymmetrical returns, where the dis-
tribution profile is truncated for loss-
es and looks like a call option.

Luc de la Durantaye: The more money
will be invested in alpha seeking
strategies, the lower the future
expected return will be since a grow-
ing segment of market inefficiencies
will be arbitraged away. Furthermore,
the high trading activity or high cost
of transactions of certain strategies
combined with the high fees charged
by many alpha providers raises the
hurdle rate to add value above these
costs. Since alpha generation is high-
ly skill-dependant, the range of
return from poor managers to great
managers is likely to be large. Since
alpha in its broadest sense is a zero
sum game, the median expected
return from these strategies should
be zero minus the costs associated to
them. Therefore, past success of
alpha strategies can give rise to unre-
alistic future expectations.

Dino Bourdos: investors need to be
cognizant of the fact that with
greater return expectations come
added risk. There’s also no guarantee
that strategies that performed well
in the past will continue to perform
well into the future. But, these
caveats are just as applicable to
active management. The difference
with portable alpha is that investors
aren’t limited to sourcing their
alpha in a single constrained uni-
verse of securities. The larger the
opportunity set in which managers
can express their active views, the
greater the probability that they will
add value over time. Furthermore, if
the alpha sources are truly market-
neutral, they will also provide diver-
sification benefits when combined
with the desired market exposure.

Is it preferable to separate alpha and
beta to assess money managers,
even traditional managers?

Dino Bourdos: Yes, because it provides
a more accurate measure of a man-

ager’s skill. Market exposure, or beta,
can be obtained efficiently and inex-

pensively through index funds.
Therefore, the higher fees that active
managers charge are predicated
entirely on their ability to add value
versus their respective benchmarks.
One measure that is commonly used
to assess an active manager’s skill is
the Information Ratio (IR). This is
simply the ratio of the average
annual value added/lost (versus the
respective benchmark) divided by
the volatility (standard deviation) of
the value added/lost over time.
Generally speaking, an IR of 0.5 or
greater is considered good.

Luc de la Durantaye: 1t is preferable to
separate alpha and beta to assess the
pure skill of a money manager.
Simply beating a particular bench-
mark does not necessarily mean you
added alpha. You may simply have
taken a systematic exposure to a par-
ticular market risk factor that can be
replicated passively. If you over-
weighed high yield bonds in a gov-
ernment bond mandate, did you
really add value? The excess return
could have been achieved by pas-
sively allocating a portion of high
yield to the government bond man-
date. Pure alpha should come devoid
of any long-term systematic expo-
sure to these risk factors.

Michel Di Grégorio: 1t is extremely use-
ful to separate out the various factors
responsible for fund managers’ per-
formance, including separating alpha
and beta. The separation makes it
possible to identify the manager’s
past sources of returns and position-
ing (beta), which, by extension,
makes it possible to gauge his ability
to generate alpha, his aptitude for
market timing and stock picking, his
management style, etc. In the case of
portable alpha, however, the analysis
required is slightly different in that
we should not be looking to explain
the beta, but focusing instead on
analysis of the alpha.

Martin Gagnon: In today’s low return
environment, no institutional
investor can afford to pay active
management fees for beta exposure.
Accordingly, the separation of alpha
and beta should be at the core of

any return attribution analysis for
all types of managers. It is essential
to understand which part of the
returns can be replicated. Academic
research in this field actually
demonstrates that traditional man-
agement fees are higher than hedge
fund fees if measured as the cost of
active management or alpha. It is
another argument for indexing at
the lowest possible cost the tradi-
tional betas of a portfolio while
active management mandates are
reserved for hedge fund managers.

Finally, should we expect more
aggressive investment strategies in
the next few years?

Dino Bourdos: In the quest to find
alpha, managers will continue to
investigate ways to exploit inefficien-
cies in the marketplace. This doesn’t
mean that investment strategies as a
whole will become more aggressive.
There will be some investment pro-
fessionals who will push the limits
and explore areas of the market that
are less commonly known and
understood. However, many others
will continue to search for new fac-
tors to forecast market moves, that
constraints on portfolios will be
relaxed (such as the long-only con-
straint), and that new arbitrage
opportunities will be discovered to
exploit value added opportunities.
Michel Di Grégorio: 1 don't expect more
aggressive strategies as a result of the
portable alpha concept, but for other
reasons, maybe. On the other hand,
it is not impossible that we could see
more sophisticated management
strategies being introduced or more
complex financial instruments being
used in portfolios considered “tradi-
tional.” That said, alpha-beta separa-
tion is likely to result in a
bipolarization of the fund manage-
ment industry between tracker funds
(ETFs and/or structured products) on
the one hand and absolute perform-
ance funds on the other.

Martin Gagnon: Creativity in financial
markets is second to none. The pro-
liferation of hedge fund strategies
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over recent years means that low hanging fruits are quite
rare. Given the low return environment, Innocap is seeing
an increasing amount of aggressive strategies eagerly pro-
moted to investors hungry for yield. Too often, these new
strategies represent slight variations on a known theme
but with huge amounts of leverage or lots of liquidity risk
or even regulatory risk. It is important to have a holistic
view of risk management and not to lose sight of the
investment objectives.
Luc de la Durantaye: 1t depends what you consider an
aggressive strategy. To the degree that the large amounts
invested in hedge funds today compete away the added
value currently existing in traditional strategies, one may
have to find less conventional sources of added value. In
the early stages of introduction, these unconventional
strategies will be perceived as aggressive strategies. But in
reality, they will only be a natural stage of the evolution
of the search for alpha. Since the availability of alpha will
diminish as more capital is used to exploit anomalies,
managers may use more leverage to enhance their alpha.
Inappropriate use of leverage could turn out to be an

aggressive strategy.

Contact Dino Bourdos at dino.bourdos@tdam.com.
Contact Luc de la Durantaye at luc.durantaye@cibc.ca.
Contact Michel Di Grégorio at michel.digregorio@lodh.com.
Contact Martin Gagnon at martin.gagnon@innocap.com.
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