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Why read on?

The rapidly growing alternative 
risk premia (ARP) sector has 
gained significant ground as 
asset owners have sought 
effective – and cost-effective 
– diversification. 
Despite the attractions, a lack of 
straightforward performance data for 
the sector has proven to be an obstacle 
for some. Investors must pick through 
potentially over-fitted back-tests or carve-
outs and attempt to make comparisons to 
live track records which, where available, 
have not been particularly extensive.

Yet, on the final point at least, matters 
have improved significantly since 
bfinance’s last ARP-focused white paper, 
The Changing World of Alternative Beta 
(2016). We now see a critical mass of 
providers whose live track records are 
reaching or have passed the three-
year mark, with a 25-strong group of 
“established” and “pioneer” managers 
(Figure 1) and 50 in total, excluding 
certain niche areas (p.4).

This body of data does not only provide 
a far stronger sense of the realised 
performance of ARP strategies to date. 
It also gives a firmer basis for assessing 
modelled or backtested data, which 

still represents a very significant 
component of manager analysis 
and selection. Finally, it may make 
the space more accessible to investors 
with minimum track record constraints.

This paper – the latest instalment in the 
bfinance Alternative Risk Premia series 
– shines a light on the performance 
figures. We ask: have ARP strategies been 
delivering on their promise of strong risk-
adjusted returns with low correlation to 
traditional asset classes? In aggregate, 
the answer appears to be “yes” – with an 
average 4.16% annualised return, a beta 
to equities of 0.11, annualised volatility 
of 4.01% and a Sharpe ratio of 1.04. 
However, the group exhibits very high 
levels of performance dispersion.

Importantly, that dispersion appears to be 
greatly affected by managers’ individual 
implementation methodologies, as well 
as the high level questions of premia 
and asset class choice. Approaching this 
sector as a straightforward descendent 
of smart beta, or treating the selection of 
premia as the most important part of the 
decision-making process, could be a 
sub-optimal approach.

Figure 1: ARP managers by product launch date

Source: bfinance manager selection engagements 2016-17
*with the exception of AQR Capital Management, a dominant player

2011 2012 2013 2014 2015 2016 2017

PIONEER

5+ year track record
Avg. AuM: low $billions*

7 managers

ESTABLISHED

avg. 3 year track record  
Avg. AuM: $1billion

18 managers

EMERGING

<2 year track record
Avg. AuM: $200-500m

14 managers

NEW

<1 year track record
Avg. AuM: <$200m

11 managers
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The managers

At our latest count, we 
identified some fifty firms with 
capability in providing multi-
asset, multi-premia strategies.
These comprise two major families that 
are well represented across the spectrum 
of experience: large multi-capability asset 
managers and systematic hedge fund 
managers launching lower cost, higher 
capacity products.

This group does not include single asset 
class or single premia strategies, such as 
equity-only, or multi-asset carry or core 
trend-following offerings. It also excludes 
solutions offered directly by investment 
banks, although it includes products 
where managers implement their strategies 
via investment banks, either through 
a product partnership or an open-
architecture approach.

The archetypal ARP strategy incorporates 
Value, Carry, Cross-sectional Momentum 
and/or Directional Trend styles as well as 
sub-strategies that we would group into 
a Low Risk / Defensive / Quality category. 
Each of these are generally implemented 
as widely as possible across Equity, Fixed 
Income, Currencies and, where permitted, 
Commodities. Other niche premia include 
short volatility, merger arbitrage and liquidity 
provision, to name a few, while certain 
managers extend to other markets such 
as credit (see The Changing World of 
Alternative Beta, 2016).

Among the fifty, 90% of managers offer 
a pooled fund or, in some cases, multiple 
pooled funds tailoring to different risk 
profiles or style preferences. These are 
often UCITS funds with daily liquidity. 
The remaining 10% can only provide 
segregated accounts in this space. 

ARP strategies are typically managed 
to a target level of volatility and the 
average figure for this group sits around 
7%. In total, half of the universe falls in the 
6-8% target volatility bracket while one 
third target above 8% and the remainder 
between 3 and 6%. The highest risk limit 
we have seen to date is 12%; at this 
point, issues such as margin usage or, 
where relevant, UCITS exposure limits 
can be binding on portfolio construction. 
Managers also indicate expected Sharpe 
ratios (average 0.8) and most include 
an equity beta limit (e.g. +/-0.2) as an 
additional objective in order to quantify 
limits on directionality.

Figure 2: Pooled funds vs. Segregated 
accounts

10%

90%

Pooled Fund(s)
Segregated accounts only 

Figure 3: Volatility targets

Volatility target <5%
Volatility target 6-8%
Volatility target >8%

17%

50%

33%
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The performance

The first question: have ARP 
strategies produced solid 
risk-adjusted returns after 
fees? The second: have they 
delivered diversification from 
traditional investments? 
In order to answer these points, we have 
constructed a composite time series 
(Figure 4), adding each manager to the 
universe as their product has gone live 
and taking the average performance every 
month. In other words, this represents an 
equal capital allocation to every live ARP 
product each month, in order to deliver 
an unbiased and representative picture 
of the ARP universe as a whole. The chart 
begins in 2012: by the end of this year, 
eight products – a decent sample –  

were available. Importantly, there is 
absolutely no backtested or carve-out 
data presented here. 

With annualised performance of 4.16% 
net of fees, a Sharpe of 1.04 and a beta 
to equities of 0.11, the sector does appear 
to be delivering ‘what it says on the 
tin, fulfilling the characteristics that 
investors are seeking from ARP strategies. 
The headline performance figure may look 
relatively modest alongside major equity 
indices over this period, yet the numbers 
are quite impressive when compared 
against other strategies designed to 
provide strong diversification from 
traditional return sources, such as certain 
portions of the hedge fund universe.

Source: bfinance

Since Inception Stats

Ann. Performance 4.16% Beta to Equities 0.11

Ann. Volatility 4.01% Correlation to Equities 0.30

Sharpe (rf =0%) 1.04 Beta to Bonds 0.40

Correlation to Bonds 0.62

Figure 4: Average performance of ARP products since January 2012, net of fees
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The performance continued

Of course, we have yet to see the ARP 
group undergo the test of a severe 
market downturn, when the diversification 
characteristics must prove their worth. 
That being said, signs to date have been 
promising. Since January 2012, in months 
were the MSCI World was negative, the 
ARP composite performed positively 
45% of the time and never lost more than 
equities. In positive months for equities, 
the composite was also positive 74% of 
the time and, in 15% of these months, it 
outperformed equities. 

The ARP universe and the composite 
presented here include a range of risk 
profiles for the underlying managers. 
Since the manager’s volatility target makes 

a significant difference to performance in 
ARP strategies, it is worth illustrating that 
effect by comparing the actual results 
(Figure 4) to a theoretical dataset where all 
of the strategies have been scaled to the 
same (6%) volatility, as shown in Figure 5.

This cuts annualised performance to 3.26% 
after fees. As one would expect from a 
volatility scaling adjustment, the other 
relevant metrics such as Sharpe ratio and 
correlation to equities remain very similar 
indeed, although the dataset does show 
a slightly higher beta to bonds at 0.52 
versus 0.40.

Figure 5: Volatility-scaled (6%) average performance of ARP products since January 2012, net of fees

Source: bfinance

Since Inception Stats

Ann. Performance 3.26% Beta to Equities 0.09

Ann. Volatility 2.97% Correlation to Equities 0.32

Sharpe (rf =0%) 1.10 Beta to Bonds 0.52

Correlation to Bonds 0.59
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The challenge

Although these aggregate 
numbers appear to be 
satisfactory, they mask a 
large degree of performance 
dispersion, even after track 
records are scaled to the 
same volatility (Figure 6). 
Although some of the dispersion within 
this volatility-scaled universe is related 
to the choice of premia or investment 
universe, a significant proportion is linked 
to differences that we would define 
as sources of ‘manager edge,’ such 
as implementation costs and premia 

combination. The six major sources 
of dispersion are shown on the 
following page in Figure 7.

It is difficult to disaggregate these 
sources of dispersion as they take 
place concurrently and are not directly 
observable from a return stream 
alone, with the exception of certain 
implementation costs. However, 
many managers are able to provide a 
contribution analysis by asset class or 
strategy, or in many cases full position-
level transparency, which opens the 
door to more detailed comparison.

Figure 6: Calendar year performance dispersion of ARP products, scaled to a 6% volatility

Source: bfinance
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The challenge continued

The importance of each of these sources 
of performance dispersion varies over 
time. Recently, for instance, directional 
trend following as a strategy (‘Premia 
or sub-strategy selection’) has had a 
period of poor performance, affecting 
ARP products that use this strategy to 
any meaningful extent while their more 
market neutral counterparts have enjoyed 
better results. During 2014, trends in 
the US dollar and oil produced precisely 
the opposite effect. The inclusion of 
commodities (‘Investment universe 
selection’) has driven notable dispersion 
recently, with those allocating to 
commodity-based premia faring less 

well than others, whereas at other times 
the universe proves less influential.
 
Over a full market cycle, we expect that 
these shorter-term dispersions caused by 
‘portfolio choice’ will balance out. Over 
the long term, the more significant drivers 
of dispersion are likely to be those on the 
right hand side of Figure 7. For example, 
the weight that managers give to equity 
factors in the ‘Portfolio construction’ step 
proves to be a very strong contributor to 
overall performance, while trading and 
other implementation costs vary very 
significantly between managers.

Figure 7: Sources of performance dispersion in ARP products

Implementation costs

Portfolio construction

Premia combination

Premia definition

Portfolio choice (‘client fit’) Manager edge

Differences in combining signals for the
same instrument and the weighting of
asset classes / premia. Equal risk weighting
is often the starting point but definitions of
risk vary greatly, with managers often
incorporating expected drawdown or tail risk
measures, and some including a dynamic
allocation process.

Even if nothing else in this figure differed,
implementation efficiency such as explicit
trading costs and implicit effects (e.g. 
market impact) would lead to divergent
outcomes. Trading cost estimates vary widely. 

As explored in The Changing World of
Alternative Beta, even the most widely
accepted premia can be defined and
implemented in diverse ways.

Investment universe selection

Where multiple premia are applied to the
same instruments, signal strength and netting
issues result. This can be a hidden degree of
sophistication but important in controlling
tail behaviour of factors.

The choice of asset classes and instruments.
Commodities are harder to include in UCITS
funds. Certain managers include credit,
volatility and even MBS as asset classes.
Size of equity universe varies greatly.

Premia or sub-strategy selection

The choice of premia. The inclusion of trend-
following is one notable differentiator. Short
volatility is another, although this could be
viewed as an asset class question.

Performance
Dispersion 
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ARP sector matures, delivers. With a credible collection of live track records now available for analysis, 
ARP strategies prove to be delivering on their initial promise of solid returns with strong diversification 
characteristics. Yet performance dispersion is high and short-term results should be ‘looked through’ 
to understand the drivers of dispersion across managers and whether these are likely to persist.

Scrutinise manager edge. With performance dispersion stemming from a wide range of sources, 
manager selection is highly important in the ARP space. A deep qualitative understanding of the 
differences between products is critical. Analysing the sources of dispersion, using manager contribution 
analysis or position-level data, can provide helpful points of comparison. 
 

Don’t ignore new entrants. Although there is now a decent universe of ‘pioneer’ and ‘established’ 
managers, the ‘new’ and ‘emerging’ providers should not be forgotten. Many of the newer offerings 
come from firms with strong established quantitative capability and early bird fee offers can be attractive.

Key takeaways

Related reading:

Investment Management Fees: 
New Savings, New Challenges

The Changing World of Alternative Beta

bfinance.com/publications
The Changing World of Alternative Beta
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