Portable alpha
Maintaining your SAA while implementing a
portable alpha strategy
Client case study

The organization
Recognizing the disparate alpha opportunities by public equity managers in different segments
of the world, a large corporate defined benefit plan partnered with Russell Investments’ Overlay
Services team to implement a portable alpha strategy. Specifically, the strategy focused on
perceived alpha opportunities in both Emerging Markets (EM) equity and U.S. Small Cap equity,
supplementing those investments in markets with lower perceived alpha opportunities in U.S.
Large Cap equity. The Overlay program was used to provide synthetic beta exposures (both
long and short), to maintain adherence to its strategic asset allocation (SAA), and to implement
the changes in a manner that mitigated costs and risks.

The challenge
Asset allocators around the world are challenged to find money managers that
provide the best opportunities for alpha. Estimations of alpha tend to vary
considerably by asset class—with less efficient markets tending to provide larger
alpha opportunities relative to mature markets. Seeking to exploit the segments of the
market with above-average potential for alpha, a large defined benefit plan sought a
solution that could simultaneously minimize portfolio fluctuations relative to its SAA.

The solution
A portable alpha strategy can be an effective way for pension funds to pursue
managers and asset classes that have a higher expectation of alpha. Asset classes
such as U.S. Small Cap and Emerging Markets equity have been popular choices for
pursuing alpha while U.S. Large Cap and Core Fixed Income strategies have tended
to be areas with lower alpha expectations. An investor can attempt to capture more
alpha by funding managers with a higher expectation of outperformance while
simultaneously using derivative instruments to short the beta exposure required to
maintain close adherence to the desired SAA. With the synthetic cash created by
shorting the beta, an Overlay manager can purchase long derivative (beta)
exposures in the asset class with lower alpha expectations.

An Overlay program can
seamlessly provide the
beta exposure (long and
short) for a portable alpha
strategy in a cost-efficient
manner.
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Mandate guidelines
In this case, the pension plan already utilized an Overlay manager to equitize its idle
cash balances, and to reduce the risk of unintended exposures relative to its SAA.
With this platform in place, implementing a portable alpha strategy was rather
seamless. As shown in Exhibit 1, the client indicated a desire to maintain its SAA
targets for U.S. Large Cap at 20%, U.S. Small Cap at 3%, and Emerging Markets
equity at 5%. With these targets in place, along with the existing rules of the Overlay
program, the client was assured that any overweight position to EM and Small Cap
would be offset, more or less, with a short synthetic beta position within the Overlay
program. Similarly, any underweight position to Large Cap would be filled with a long
synthetic beta position by the Overlay.

Exhibit 1: Equity allocation
ASSET CLASS

STARTING PHYSICAL
EXPOSURE

MANAGER
CHANGES

SYNTHETIC
OFFSETS

NET
POSITION

POLICY TARGET
WEIGHTS (SAA)

U.S. Large Cap

20.0%

-4.0%

+4.0%

20.0%

20.0%

U.S. Small Cap

3.0%

+1.5%

-1.5%

3.0%

3.0%

Emerging Markets

5.0%

+2.5%

-2.5%

5.0%

5.0%

Source: Russell Investments.

Implementation
Over time, the client identified and ultimately hired additional EM and Small Cap
managers in which they had a high conviction of outperformance over the
benchmark. In several scenarios, Russell Investments’ Transition Management team
was hired to manage the transaction costs and investment risks associated with
liquidating a Large Cap equity portfolio and simultaneously replacing that exposure
with S&P 500 futures contracts purchased through the Overlay program. When the
circumstances permitted, this was accomplished through an Exchange-for-Physicals
(EFP) transaction whereby an S&P 500 Index (or index-like) portfolio was
instantaneously exchanged for an equivalent amount of S&P 500 Index futures and
cash.1 On the other side, the transition team purchased the targeted EM and Small
Cap portfolios while coordinating with the Overlay exposures to short EM and Small
Cap futures contracts. By trading both the target and legacy equity portfolios
simultaneously with the long and short futures portfolios, through the same trading
desk, the client achieved an outcome that controlled for risk and minimized
transactions costs.
Some of the new EM allocations were in the form of commingled fund subscriptions.
In several of these cases, a physical equity transition was not advisable due to local
market fees and security transfer challenges. Since a cash subscription was the
optimal funding method, the Overlay team offset the funding by executing a Block
Trade at Index Close (BTIC) transaction on the MSCI Emerging Markets equity
future. This is a pre-negotiated, off-exchange block transaction in which an investor
can obtain the closing price on the underlying MSCI Emerging Markets Index (MXEF)
less a basis. Since commingled fund transactions occur at the market close of the
respective local EM countries around the globe, executing the futures through a BTIC
transaction was the optimal method for aligning the offsetting exposure. Our pure
agency, multi-venue trading strategy is to compete BTIC transactions with multiple
bank counterparties to achieve the best execution for the client. In most instances,
there was a cost savings of several basis points between the winning bid and the
average bid.

An EFP transaction is often
the lowest cost and lowest
risk solution for converting
a passive physical portfolio
into futures and cash, and
vice versa.
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Other considerations
While the MSCI EM futures contract was the most frequently used instrument for
managing the EM exposure for this client, other instruments were considered and
used when appropriate. In cases where overnight liquidity (particularly during Asia
Pacific trading hours) was necessary for reducing intraday risk, a basket of local EM
country futures was utilized. In addition, total return swaps were considered for
longer-term, strategic positions on EM, Small Cap, and Large Cap. Swaps are an
excellent way to obtain beta exposure (long or short) with minimal tracking error risk
to an investor’s benchmark while locking in a financing rate for an extended period.
Swaps are not ideal in cases where flexibility to adjust exposures is desired. 2
Liquidity management and ongoing monitoring is critical to a successful portable
alpha program. Since the Overlay program will tend to have larger synthetic positions
when implementing portable alpha, maintaining an adequate buffer of cash is
important for protecting against adverse market movements or unexpected changes
in correlation between the long and short derivative positions. Larger synthetic
positions also require greater amounts of cash to pay for initial margin. An efficient
method for meeting broker margin requirements is to pledge government securities
directly from a liquidity pool—essentially using the same security for two purposes
and thus reducing overall cash needs. 3
Another consideration is the difference in futures mispricing or swap financing levels
between the long and short synthetic positions. These levels fluctuate due to many
factors such as investor supply and demand, and bank balance sheet appetite.
Financing levels may present opportunities or headwinds to the overall performance
of a portable alpha strategy. For example, as of February 2019, a client could lock in
a swap to pay the total return on the MSCI EM Index and receive three-month Libor
plus seven basis points and simultaneously enter a swap to receive the total return
on the S&P 500 Index and pay three-month Libor plus seven basis points. In this
case, the financing rates equally offset each other, thus neutralizing the impact to
holding synthetic positions. For reference, back in September 2018, there would have
been a headwind of 43 basis points to execute the same set of swaps. This was due
to unfavorable financing levels that reflected a higher demand for synthetic U.S.
Large Cap exposure relative to EM exposure at that time.

The results
Over a multi-year period, the Overlay program was a critical tool in accomplishing the client’s
objective for implementing a portable alpha strategy. The Overlay helped maintain the desired
beta exposures by taking long and short derivative positions in the appropriate asset classes,
which resulted in a 70% reduction in the risk of unintended exposures (i.e., the risk associated
with deviations from the SAA). Additionally, the partnership with Russell Investments benefited
the organization through a number of strategies aimed at reducing the cost and risk of
implementing manager fundings and redemptions.

1
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See Causey, B. (2014). “Rebalancing with EFPs”. Russell Investments Strategy Spotlight.
See Babst, R., Causey, B. (2014). “Equity Index Futures vs. Total Return Swaps”. Russell Investments Strategy Spotlight.
See Saucier, P., Causey, B. (2019). “Enhanced cash and liquidity management”. Russell Investments Strategy Spotlight.
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About Russell Investments
Russell Investments is a global asset manager with a unique set of capabilities that we believe is essential to managing
your total portfolio and to meeting your desired outcome. At Russell Investments, we stand with you, whether you’re an
institutional investor, a financial adviser, or an individual guided by an advisor’s personalized advice. We believe the
best way to reach your desired outcomes is with a multi-asset approach that combines: asset allocation, capital markets
insights, factor exposures, manager research and portfolio implementation.

For more information
Call Russell Investments at 800-426-8506 or
visit russellinvestments.com/institutional

Important information
Case study provided for discussion purposes only. Individual client results will vary based on individual circumstances
and market events. There is no guarantee that all clients will experience the same positive results.
Nothing contained in this material is intended to constitute legal, tax, securities or investment advice, nor an opinion
regarding the appropriateness of any investment, nor a solicitation of any type. The general information contained in this
publication should not be acted upon without obtaining specific legal, tax and investment advice from a licensed
professional.
Please remember that all investments carry some level of risk, including the potential loss of principal invested. Although
steps can be taken to help reduce risk, it cannot be completely removed. Investments typically do not grow at an even
rate of return and may experience negative growth. As with any type of portfolio structuring, attempting to reduce risk
and increase return could, at certain times, unintentionally reduce returns.
These views are subject to change at any time based upon market or other conditions and are current as of the date at
the beginning of the document.
Diversification does not assure a profit and does not protect against loss in declining markets.
Securities products and services offered through Russell Investments Implementation Services, LLC, part of Russell
Investments, a SEC Registered investment adviser and broker-dealer, member FINRA, SIPC.
Russell Investments Implementation Services, LLC is a wholly owned subsidiary of Russell Investments US Institutional
HoldCo.
Russell Investments’ ownership is composed of a majority stake held by funds managed by TA Associates with minority
stakes held by funds managed by Reverence Capital Partners and Russell Investments’ management.
Frank Russell Company is the owner of the Russell trademarks contained in this material and all trademark rights
related to the Russell trademarks, which the members of the Russell Investments group of companies are permitted to
use under license from Frank Russell Company. The members of the Russell Investments group of companies are not
affiliated in any manner with Frank Russell Company or any entity operating under the “FTSE RUSSELL” brand.
Copyright © 2019. Russell Investments Group, LLC. All rights reserved. This material is proprietary and may not be
reproduced, transferred, or distributed in any form without prior written permission from Russell Investments. It is
delivered on an "as is" basis without warranty.
First used: April 2019
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