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While consistent, uncorrelated returns are the foundation for any portable alpha 

strategy, the financial crisis exposed inadequate liquidity as a major shortcoming 

in several structures.  

Stung by the compounding effects of tumbling equity markets, beta-related margin 

calls, and illiquid alpha engines, investors withdrew en masse from portable alpha 

strategies following the crisis as assets in the category fell by nearly 44% during 

the year that ended on September 30, 2009.1  

Although investors’ perception of portable alpha strategies may have dimmed in 

recent years, the difficulty of identifying sources of consistent alpha generation 

remains, especially considering how closely active equity managers resemble 

their benchmarks over the long term. As a result, interest in portable alpha and its 

traditional tenets has returned, but with the realization that liquid and uncorrelated 

alpha engines are paramount to the success of the overall strategy. 

 
The Familiar Equity Dilemma 

Investors who have recently waded back into the equity markets have become 

reacquainted with the difficulty of identifying active equity managers capable of 

generating consistent alpha. Often, this search is further complicated by the need 

to accept high tracking error and/or low information ratios in the quest to achieve 

even moderate excess returns. 

The challenges that active equity managers face in generating alpha exist 

regardless of the time horizon. For example, over a short-term horizon, nearly half 

of large-cap equity managers failed to outperform the S&P 500 Index in the year 

that ended on March 31, 2014, as seen in the following chart. The 

underperformance could also be substantial as the bottom performers trailed the 

index by nearly 650 basis points.  

Although more than half of the active large-cap equity managers outperformed the 

benchmark over one year—and some by a wide margin—viewing returns over a 

longer-time horizon unveils another significant hurdle to consistent 

outperformance.

                                                
1 Pensions & Investments, February 8, 2010.  
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ANNUALIZED 

RETURNS—

U.S. LARGE 

CAP CORE 

EQUITY 

UNIVERSE  

Periods ending 

March 31, 2014. 

 
Source: eVestment Alliance (U.S. Large Cap Core Universe) and MPI Stylus (S&P 500 Index returns and calculations), March 2014.   

Over a 10-year time horizon, the spread between the returns of active equity managers compresses greatly, 

narrowing the outperformance of managers in the top quartile to only 162 basis points over those in the third 

quartile, as reflected in the chart above.2 The compression leaves the universe of active managers with long-

term performance that closely resembles that of the benchmark index, thus providing investors with relatively 

little long-term alpha given the costs incurred.  

The hurdles to achieving consistent outperformance are also observed in the relatively low information ratios for 

large-cap equity managers, which remain below 0.3 even over longer time periods, as seen in the following 

chart.  

INFORMATION 

RATIO—eA U.S. 

LARGE CAP CORE 

EQUITY UNIVERSE  

Periods ending  

March 31, 2014. 

 
Source: eVestment Alliance (U.S. Large Cap Core Universe) and MPI Stylus (S&P 500 returns and calculations), March 2014. 

Considering the persistent challenges investors face in selecting top performing large-cap equity managers, a 

recent survey of institutional investors revealed that, on net, only 3% of the respondents had increased their 

equity allocation within the past six months. Meanwhile, the survey showed that, on net, 6% of the respondents 

had increased their allocations to portable alpha strategies during the same timeframe.3  

  

                                                
2 MPI Stylus, March 2014. 
3 bfinance 2014 Pension Fund Asset Allocation Survey. Based on investment decisions during the six months prior to the January 2014 publication.  
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Portable Alpha 1.0—Exposed by Volatility 

Traditional portable alpha constructs combine equity futures and a cash buffer to generate equity beta exposure, 

leaving the majority of cash to be invested in an alpha engine that is designed to deliver uncorrelated excess 

returns. Investors who have expressed renewed interest in portable alpha may be wary of those alpha 

structures that could re-expose them to a high degree of correlation to beta pools and/or alpha engines that 

could become extremely illiquid during periods of heightened volatility. These are the lessons learned from the 

first iteration of portable alpha. 

For example, a popular structure that emerged before the financial crisis consists of a beta overlay that is 

essentially enhanced with a short-duration credit or absolute return strategy. While this structure not only falls 

short of meeting the definition of portable alpha, its performance during the financial crisis also missed the mark 

of what was expected of portable alpha strategies. Many, if not all, of these “alpha” strategies exhibited 

significant positive correlations to their underlying beta pools, experienced substantial asset drawdowns, and 

failed to provide consistent access to liquidity. 

Another pre-crisis structure uses hedge funds of funds, which epitomized the illiquid conditions during the height 

of the crisis. Given their layered composition, funds of funds were quick to gate investors’ access to capital once 

they were gated themselves. As a result, investors were unable to access their capital and looked to sell other 

assets to raise cash to meet their margin calls. This spiraling process contributed to the extreme market 

turbulence and the increased correlations between alpha pools and beta overlays. 

Portable Alpha 2.0 

Just as the financial crisis exposed the shortcomings of some widely-used portable alpha structures, it also 

helped redefine the new tenets of portable alpha: 

 

The ample liquidity of alpha engines within the Portable Alpha 2.0 construct should address two dimensions: the 

first is the ability to satisfy margin calls from high volatility beta sources in times of stress, and the second is the 

ability to adjust the risk position of the alpha engine as capital is depleted to meet those beta-related margin 

calls. As detailed in the following section, these criteria reflect the evolution in portable alpha in its potential to 

preserve investors’ access to capital, experience relatively quick reversions following periods of volatility, and 

contribute to the consistent lack of correlation between alpha engines and beta pools.  

The uncorrelated nature of alpha streams to underlying beta exposure is important as it allows mean-reverting 

risk positions to be held during times of stress and helps eliminate the potential for forced sales. Properly 

accounting for correlation risk in all market environments should improve the longevity of the overall strategy in 

Portable Alpha 2.0. 

  

Ample Liquidity Uncorrelated Alpha Streams&
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A Portable Alpha 2.0 Structure via the Government-related Sectors 

Given our experience and scale in the fixed income markets, we have observed that the highest quality 

government-related sectors comprise the depth and transparency to provide ample liquidity, yet they frequently 

present mispricings that may provide consistent, uncorrelated alpha streams. As a result, we believe these 

sectors (U.S. Treasuries and derivatives, for example) comprise one of the most efficient alpha generating 

engines in the new portable alpha regime.  

While market liquidity can be measured in several ways (bid/ask spreads, market depth, speed of trade 

execution, market resiliency, trading volume), from an investor’s perspective, liquidity translates into the ability to 

generate cash if needed. The high-quality status and the market liquidity within the government-related sectors 

has equated to some of the lowest margin requirements and borrowing costs throughout the capital markets, as 

seen in the following chart. This results in a high level of “borrowability,” or the amount of cash that could be 

raised in one business day, and greatly reduces the need to immediately sell other assets to raise cash in order 

to meet beta-related margin calls. 

Even when financing terms worsened dramatically for most other asset classes during the financial crisis, initial 

margin terms remained relatively low for government-related assets.  

In addition, when the risk profile of the alpha engine changes as capital is used to meet beta-related margin 

calls, the liquidity in the alpha source facilitates its repositioning in order to maintain investors’ desired risk 

exposure.  

GOVERNMENT-

RELATED DEBT 

HAS THE LOWEST 

HAIRCUTS AMONG 

A VARIETY OF 

ASSET CLASSES 

As of May 28, 2014. 

 
Source: CME Group, May 2014. Rates provided are for example only. 

However, this liquidity does not necessarily imply that alpha engines focusing on the government-related 

markets are immune to periods of extreme volatility. In particular, during deleveraging episodes, relative-value 

positions may deviate significantly from fair value (or other, traditional market relationships). Yet, given the depth 

and transparency of the government-related sectors—and the stable financing terms of those assets—when 

dislocations arise during periods of extreme market volatility, there is a tendency for those dislocations to revert 

relatively quickly once conditions begin to stabilize.  
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The historically quick stabilization of the government-related sectors relative to the major debt and equity 

markets supports the potential for an alpha stream to remain uncorrelated to a beta source throughout a market 

cycle. For investors reconsidering portable alpha, the potential for consistently low correlation levels may 

represent one of their most sought-after attributes as it mitigates the need to raise cash from the alpha engine 

during one of the brief intervals when mean-reverting, relative-value trades continue to deviate. Furthermore, the 

lack of credit or default risk is another attribute of the government-related sectors that should maintain low 

correlation levels, while also contributing to the historically brief recovery times from periodic draw downs.  

A strategy that seeks to provide uninterrupted liquidity and uncorrelated alpha opportunities may do so in 

several ways. One frequently occurring example involves exploiting arbitrage opportunities between developed 

market futures contracts and the underlying government-related securities, which may have a convergence 

timeline that is determined by the expiration date of the futures contract, typically three months into the future. 

Therefore, while short-term dislocations in the relationship may arise, the subsequent recovery and alpha 

stream have the potential to be much more reliable.   

An alpha engine focused on the government-related sectors may also use relative-value trades to capitalize on 

the multitude of fair value deviations that exist throughout the markets. For example, the following chart 

demonstrates the degree of structural dislocations along the U.S. Treasury yield curve, which a strategy may 

look to exploit with long positions in the cheap segment of the curve that are paired with short positions in the 

rich parts of the curve.  

YIELD DEVIATIONS 

REFLECT RELATIVE 

VALUATIONS 

ACROSS THE U.S. 

TREASURY CURVE 

As of March 31, 2014. 

 
Source: Prudential Fixed Income, March 2014. 

This type of pairs trading with overvalued and undervalued securities may not only provide a consistent source 

of alpha, but it may also provide further support in maintaining a portfolio that is uncorrelated to the major debt 

and equity markets. The neutrality also addresses a number of concerns that were noted in a recently 

conducted survey of hedge fund investors, who listed uncertainties regarding monetary and political policies 

among their most prominent concerns.4  

Although the returns from relative-value positions may be relatively small when viewed independently, the depth 

of the cumulative opportunity set across the U.S. government-related asset classes comprises a meaningful 

source of long-term alpha with the potential to generate significant excess returns. 

  

                                                
4 Credit Suisse, March 2014 
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The combined attributes of an alpha engine that is focused on the government-related sectors, including the 

consistent relative-value opportunities, the benefits of a market-neutral profile, and the absence of corporate 

credit risk, support the indications that investors have developed an appetite for relative-value strategies, as 

displayed in the following chart. 

RELATIVE 

VALUE/ARBITRAGE 

IS IN HIGHEST 

DEMAND AMONG 

FIXED INCOME 

HEDGE STRATEGIES  

As of March 2014. 

 
Source: Credit Suisse, March 2014. * Net Demand represents percentage increasing or considering increasing minus 

percentage decreasing or considering decreasing. Shown for illustrative purposes only.   
 
 

Conclusion 

Despite an environment of low volatility and strong returns, many active equity managers still struggle to 

outperform their benchmarks over the long term. It is a phenomenon that underscores the attraction for 

portable alpha as a concept, particularly its potential for uncorrelated performance and long-term alpha 

generation.  

By serving as a litmus test, the financial crisis showed that portable alpha strategies not only need to be 

sound in their concept, but also in their structure. Therefore, while the investment objectives of portable 

alpha have not changed under version 2.0, the structural focus of maintaining the potential for ample 

liquidity and uncorrelated alpha streams reflects portable alpha’s evolution towards achieving those 

objectives and their various attributes, including consistent access to capital and relatively quick 

reversions following periods of volatility. 
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Notes 
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Notice 

PGIM Fixed Income operates primarily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act of 
1940, as amended, and a Prudential Financial, Inc. (“PFI”) company. PGIM Fixed Income is headquartered in Newark, New Jersey and 
also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited, located in London; (ii ) PGIM Japan 
Co., Ltd. (“PGIM Japan”), located in Tokyo; and (iii) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore.  
Prudential Financial, Inc. of the United States is not affiliated with Prudential plc, which is headquartered in the United Kingdom.  
Prudential, PGIM, their respective logos, and the Rock symbol are service marks of PFI and its related entities, registered in many 
jurisdictions worldwide.  
 
These materials are for informational or educational purposes only.  The information is not intended as investment advice and 

is not a recommendation about managing or investing assets.  In providing these materials, PGIM is not acting as your 

fiduciary as defined by the Department of Labor.These materials represent the views, opinions and recommendations of the 

author(s) regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced herein.  Distribution of 

this information to any person other than the person to whom it was originally delivered and to such person’s advisers is unauthorized, 

and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without prior consent of 

PGIM Fixed Income is prohibited.  Certain information contained herein has been obtained from sources that PGIM Fixed Income 

believes to be reliable as of the date presented; however, PGIM Fixed Income cannot guarantee the accuracy of such information, 

assure its completeness, or warrant such information will not be changed.  The information contained herein is current as of the date of 

issuance (or such earlier date as referenced herein) and is subject to change without notice.  PGIM Fixed Income has no obligation to 

update any or all of such information; nor do we make any express or implied warranties or representations as to the completeness or 

accuracy or accept responsibility for errors.  Your capital is at risk and the value of investments can go down as well as up. These 

materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 

instrument or any investment management services and should not be used as the basis for any investment decision.  No risk 

management technique can guarantee the mitigation or elimination of risk in any market environment.  Past performance is not 

a guarantee or a reliable indicator of future results and an investment could lose value.  No liability whatsoever is accepted for 

any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived 

from this report.  PGIM Fixed Income and its affiliates may make investment decisions that are inconsistent with the 

recommendations or views expressed herein, including for proprietary accounts of PGIM Fixed Income or its affiliates. 

 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not 
intended as recommendations of particular securities, financial instruments or strategies to particular clients or prospects.  No 
determination has been made regarding the suitability of any securities, financial instruments or strategies for particular clients or 
prospects.  For any securities or financial instruments mentioned herein, the recipient(s) of this report must make its own independent 
decisions.   
 
Conflicts of Interest: PGIM Fixed Income and its affiliates may have investment advisory or other business relationships with the 
issuers of securities referenced herein.  PGIM Fixed Income and its affiliates, officers, directors and employees may from time to time 
have long or short positions in and buy or sell securities or financial instruments referenced herein.  PGIM Fixed Income and its affiliates 
may develop and publish research that is independent of, and different than, the recommendations contained herein. PGIM Fixed 
Income’s personnel other than the author(s), such as sales, marketing and trading personnel, may provide oral or written market 
commentary or ideas to PGIM Fixed Income’s clients or prospects or proprietary investment ideas that differ from the views expressed 
herein.  Additional information regarding actual and potential conflicts of interest is available in Part 2A of PGIM Fixed Income’s Form 
ADV. 
 
In the United Kingdom and various European Economic Area (`EEA') jurisdictions, information is issued by PGIM Limited with registered 
office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited is authorised and regulated by the Financial 
Conduct Authority of the United Kingdom (registration number 193418) and duly passported in various jurisdictions in the EEA.  These 
materials are issued by PGIM Limited to persons who are professional clients or eligible counterparties for the purposes of the Financial 
Conduct Authority’s Conduct of Business Sourcebook.  In certain countries in Asia, information is presented by PGIM Singapore , a 
Singapore investment manager registered with and licensed by the Monetary Authority of Singapore.  In Japan, information is presented 
by PGIM Japan, registered investment adviser with the Japanese Financial Services Agency.  In South Korea, information is presented 
by PGIM, Inc., which is licensed to provide discretionary investment management services directly to South Korean investors.  In Hong 
Kong, information is presented by representatives of PGIM (Hong Kong) Limited, a regulated entity with the Securities and Futures 
Commission in Hong Kong to professional investors as defined in Part 1 of Schedule 1 of the Securities and Futures Ordinance. 
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