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The Cycl ical i ty of  Manager Alpha
|  Stan Miranda |

A 
ctive managers go through cycles of 

under and outperformance over time can 

be explained by certain environmental 

factors (‘moving parts’) and their immediate 

impact on dispersion and market volatility which 

results in more alpha opportunities. We think 

2016 represented a turn in this cycle and, barring 

any major event shocks, we expect 2018 to be a 

good year for alpha, particularly for strategies 

looking to exploit increasing stock dispersion 

and rising interest rates.

2016 represented a year by which active investors 

had crowded into virtually every corner of the 

investment world, exhausting any remaining pockets of 

inefficiency and saw more managers underperforming 

their benchmarks than we can recall in our 16 year 

history. As expected, we saw a capitulation by many 

capital owners who moved more of their capital from 

active to passive managers. You may recall we devoted 

significant intellectual resource in 2016 to dig into the 

drivers of the disappearance of alpha and presented 

our conclusions to an assembled audience of over 

100 of our clients in London in October 2016. Our 

conclusions were the following: 

There will always remain a small minority of managers 

capable of persistently generating outperformance 

over the long term, with the greatest opportunities 

in strategies where the managers: 1) add value to 

the assets they manage, 2) are early investors in new 

emerging investment sectors and 3) bring a distinct 

skill or cost advantage to a specific investment arena. 

However, the magnitude of such alpha will vary 

over time as investors overcrowd certain areas of 

opportunity or inefficiency, seeing levels of alpha fall 

and eventually leave that investment space. It then 

follows that the inefficiency returns for those who 

never left or who can time their re-entry in line with 

the alpha cycles. Over the long term, we believe in a 

state of equilibrium market efficiency where markets 

are both inefficient enough for active investors to be 

compensated for their costs, but efficient enough to 

discourage additional active investors.

This cyclical behaviour of alpha is captured in the 

following chart (Figure 1) which shows the percentage 

of active equity managers outperforming their 

benchmarks on a rolling 5-year basis. You can see 

there have been periods of fairly violent swings in 

under and outperformance by active equity managers. 

The chart also shows that 2017 was a better year 

for active management, something we witnessed 

across our client portfolios. In 2016, just over 50% of 

the active managers in the Partners Capital Master 

Portfolio C beat their benchmarks, resulting in 

negligible manager alpha for the year. By contrast, 2017 

saw 67% of managers outperforming their benchmarks 

registering more than 2% manager alpha, in line with 

our long-term expectations for outperformance. 

Looking ahead, the question is whether 2017 representsed 

the start of a cyclical upturn in manager alpha expectations. 

To answer this, we have re-examined the environmental 

factors that lead to stronger alpha generation. Our research 

shows there are five such factors (‘moving parts’) that result 

in greater dispersion as well as volatility, thereby creating 

an environment in which active management thrives. 

The moving parts or factors most closely associated with 

manager alpha include the following:

1.  Return to conventional monetary policy  

(e.g., tapering of quantitative easing)

2.  Steady rise in interest rates

3. Steepening yield curve

4.  Large fund flow movement  

(whether in or out of active risk markets) 

5.  Absence of major market reversals or shocks (these 

tend to interrupt the natural alpha cycle driven by 

the factors above)
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Based on our analysis, we think 2018 should be a good 

year for alpha generation as four out of the five factors 

are directionally aligned. While there are geopolitical 

risks on the horizon which could effectively swamp these 

factors, on balance we are quite optimistic about active 

management in 2018. Within strategies, we are focusing 

on those looking to exploit higher stock dispersion (equity 

long short, equity market neutral) as well as those looking 

to benefit from diverging central bank policies and rising 

Figure 1: Percentage of active equity managers outperforming their benchmarks shows a highly cyclical pattern
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interest rates. We believe that our roster of high quality 

managers across asset classes should be well positioned 

to use the environment to good effect and deliver strong 

outperformance for our clients.

Over the long-term, hedge fund strategies such as 

equity long short, equity market neutral and macro 

strategies have undergone periods of out and 

underperformance versus their respective benchmarks, 

as shown in Figure 2.

Figure 2: Investment strategies tend to undergo cycles of out and underperformance
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This long term trend is also visible when looking at 

the percentage of managers outperforming their 

benchmarks, a metric we feel is more important 

than the average level of outperformance for any 

given strategy. Figure 3 below shows the percentage 

of mutual funds that have outperformed since 2005 

on a 1-year and 3-year basis (in contrast to Figure 1, 

which shows rolling 5-years outperformance). There 

is significant variability in the proportion of alpha 

generating managers over the years, with H1 2017 

marking a recovery after a number of below par years.

Figure 3: Percentage of US mutual fund managers 

outperforming the benchmark on a 1 and 3-year 

basis: 2014 represented the bottom in alpha 

generation, with a steady recovery through to 2017
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What has driven these changes in manager 

outperformance? We have put together a conceptual 

model, based on certain observable macro factors 

which we believe to be markers for improved alpha 

opportunities. These factors directly result in increased 

dispersion, low cross-asset correlations and higher 

volatility in the markets, which are all favourable for 

active management.

These alpha drivers and their first order effects factors 

are defined in Figure 4 and Figure 5.

Figure 4: A conceptual model to define a 

favourable active management environment 

Alpha Drivers 
(‘Moving Parts’)

First Order 
Effects 
(favourable 
to alpha)

Alpha Measures

1.  Return to 
conventional 
monetary 
policy

2.  Steady rise 
in interest 
rates

3.  Steepening 
yield curve

4.  Large 
fund flow 
movement 
(whether 
in or out of 
active risk 
markets) 

5.  Absence 
of major 
market 
reversals or 
shocks 

1.  Higher market 
volatility

2.  Lower 
asset class 
correlations

3.  Lower 
inter-stock 
correlation

1.  Greater 
percentage 
of managers 
outperforming 
the benchmark

2.  Higher average 
manager 
alpha across 
strategies

    a.  US Large cap 
funds

    b.  Equity long 
short

    c.  Equity market 
neutral

    d. Macro funds

An example of first order impact would be looking at 

rising interest rates and falling inter-stock correlations, 

as shown in Figure 6. This is because different sectors 

of the markets respond differently to changes in 

interest rates, and within sectors, companies react 

differently to higher costs of capital based on factors 

such as their leverage levels.

The relationship between a steepening yield curve and 

rising volatility is visible in Figure 7, although it is quite 

noisy because volatility will spike if there has been a 

market or economic shock.

Having seen the impact of some of these factors 

on dispersion and volatility, we now look at their 

relationship with active management alpha. Figure 1 

maps the percentage of active equity managers 

outperforming the S&P 1500 every year as well as their 

average level of outperformance, against inter-stock 

correlation and net new assets into active managers. 

While the linkages to stock correlations and inflows 

tend to be quite clear in most years, market shock 

years such as 2001 and 2007-08 are exceptions where 

macro events swamp any stock specific information 

that active management relies on.
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Alpha Driving Factors (‘Moving Parts’) Why it leads to an improved environment for active management?

1. Return to conventional monetary policy
Represents a return to normality where central bank asset purchases do not 
swamp the micro factors driving asset class/stock returns.

2. Steady rise in interest rates
Different segments of the markets respond differently to changes in interest 
rates. However steady change is better because a sudden increase in interest 
rates is generally a response to some macroeconomic shock.

3. Steepening yield curve
Empirically we have seen greater volatility as the yield curve steepens. A 
steepening yield curve also benefits skilled traders who understand the impact 
of rates at various parts of the curve on various asset classes. 

4.  Large fund flow movement  
(whether in or out of active risk markets)

This indicates there is less competition for active investors. 

5.  Absence of major market reversals  
or shocks

All of the bets above are off when there are large sudden shocks that lead to 
swift market reversals, with the exception of volatility. 

First order effects Why it leads to higher alpha generation?

1. High volatility of securities price movement
More extreme price movements combined with relatively rationale markets 
provide traders with mean-reversion based alpha opportunities.

2. Lower cross asset class correlations
This is a first order effect of tapering QE and central bank policies becoming 
increasingly desynchronised. Benefits asset allocators and macro investors. 
Company and sector specific drivers take over.

3. High dispersion of securities price 
movement (low inter-security correlation)

Low inter-stock correlation implies prices of stocks move due to idiosyncratic 
reasons, by far the most important factor for active bottom up fundamental 
research based active managers. All boats are not rising or falling with the tide. 
Research matters.

Figure 5: Five observable factors and their first order effects which are favourable for active management

Figure 6: Higher interest rates typically lead to 

falling inter-stock correlations
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Figure 7: A steepening yield curve typically leads 

to higher market volatility 
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Similarly for non-equity related absolute return 

strategies, such as fixed income arbitrage, we see that 

they benefit from rising rates across the yield curve as 

shown in Figure 8.

So what does this analysis bode for 2018 and beyond? 

We expect interest rates to rise over the course of the 

next couple of years, accompanied by a normalisation 

of monetary policy across the US. As global central bank 

policies become increasingly desynchronised (e.g., the 

Federal Reserve unwinding its monetary easing, while 

stimulus continues from the Bank of Japan and the 

ECB), linkages across asset classes, regions and stocks 

are giving way to more asset class and sector specific 

drivers. We are already seeing the impact of this with 

an increase in volatility and falling inter-stock and cross 

asset class correlations (Figure 10-12).

Figure 8: Fixed income arbitrage benefits from 

rising rates across the yield curve
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Figure 9: Equity manager outperformance tends to increase during times of lower inter-stock correlations  

and greater outflows from active management

% of Domestic 
 Managers Beating  

the S&P 1500

Annualised Alpha  
in US Large Cap  

Mutual Funds (%)

Inter-stock  
Correlations in  

the S&P 500

Inflows into active 
management  

(T-1 year, US$B)

2000 59.5% 9.3% 0.31 -99.4

2001 45.5% 3.9% 0.46 -151.5

2002 41.0% 1.6% 0.55 -27.8

2003 52.3% 0.5% 0.58 2.7

2004 48.6% 0.2% 0.50 -120.0

2005 57.7% 2.0% 0.50 -127.7

2006 32.0% -1.1% 0.46 -86.1

2007 51.1% 1.3% 0.46 -100.8

2008 35.1% 0.1% 0.52 -60.0

2009 59.3% 2.2% 0.63 -110.0

2010 51.7% -0.8% 0.68 -50.0

2011 15.4% -2.8% 0.67 -19.5

2012 35.1% -0.8% 0.67 -29.4

2013 56.7% -0.4% 0.55 -85.6

2014 13.1% -2.7% 0.57 63.7

2015 26.0% -2.5% 0.57 -3.6

2016 39.5% -2.0% 0.61 -116.2

2017 52.5% -1.7% 0.47 -310.1
 

Notes: Colours of the cell denote how favourable each factor was for alpha generation, with Green being most favourable; (1) Source: Bloomberg, Morningstar, SPIVA 

and press reports; (2) US Large Cap Mutual fund data based on Morningstar’s Active Large cap blend category (benchmark S&P 500); (3) Inter stock correlation 

measured by CBOE S&P 500 Implied Correlation Index; (5) Inflows into active management measured by Net new assets US active Mutual Funds and Hedge funds 

in the previous (T-1) year. For years prior to 2007, data is based on inflows into US Equity ETFs. It is assumed that 90% of all inflows into passives are driven by a 

concurrent outflows from active managers, which is in line with the trend we see 2007 onwards.
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Figure10: The VIX has gone up from historically depressed levels and is now trading around  

its long-term median
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Figure 11: Cross asset correlations are back near post crisis lows
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Figure 12: Inter-stock correlation across US large cap stocks have fallen below its long-term median
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At the same time investors continue to allocate more 

capital to passive funds at the expense of active 

management as shown in Figure 13, something we expect 

to continue due to the increasing fee pressures in the 

asset management industry. In addition, our experience 

suggests that an environment of higher volatility across 

asset classes should provide a favourable backdrop for 

other absolute return strategies such as macro trading.

Therefore, while there are geopolitical risks on the 

horizon which could effectively swamp these factors, 

on balance we are optimistic about active management 

in 2018. A summary of our 2018 forecasts for each 

factor is detailed in Figure 14.

Figure 13: $2.4 trillion of assets have moved into 

passive equity funds, at the expense of active funds
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Figure 14: We expect 2018 to be strongly positive for active manager alpha, similar to what  

we have seen in 2017

Alpha Driving Factors (‘Moving Parts’) 2018 Forecast

1. Return to conventional monetary policy
Started in the US a year ago, and not yet started in EU or Japan. However this 
divergence in monetary policy should be positive for active managers

2.  Steady rise in interest rates
Current US 10-year yields are at 2.8% and markets are expecting Fed funds 
rates to rise by 75bps by year end 2018. Very slow rate rises expected in the 
rest of the world

3.  Steepening yield curve US yield curve is relatively flat with asymmetric steepening risks

4.  Large fund flow movement  
(whether in or out of active risk markets)

The recent trend is continuing with flows into passive instruments

5.  Absence of major market reversals  
or shocks 

There are many geo-political events on the horizon that could trigger a  
risk-off event, with major reversal

First order effects Why it leads to higher alpha generation?

1.  High volatility of securities price movement
VIX has only recently gone from historically depressed levels of around 10,  
and is currently trading around its long-term median level of 17

2.  Lower cross asset class correlations
MS Global Cross-Asset Correlation Index is at its post-crisis lows of 29 as 
equities have become less correlated with rates, FX, oil and vice versa

3.  High dispersion of securities price 
movement (low inter-security correlation)

Inter-stock correlations have fallen around 0.35 vs. the median range of 0.50

Overall Assessment
Overall moderately positive but focus on strategies which can benefit from 
inter-stock dispersion and normalisation of monetary policy
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Figure 15: The Yale Endowment has consistently generated 300bps of alpha per annum
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Source: Yale Endowment annual reports.

We continue to believe that holding a portfolio of 

the highest quality managers who can ride through 

cycles of low and high alpha generation achieves 

the best results over the long-run. This is evident 

from the performance of investors such as the 

Yale Endowment which has consistently generated 

300bps of alpha per annum over its history (Figure 

15). Therefore we remain committed to replicating 

this performance by accessing rare, persistent alpha 

generating managers across the asset classes where 

active management thrives.
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Partners Capital deploys an investment philosophy that 

embraces many of the powerful diversification benefits 

of the “endowment model” of investing. However we 

apply a more dynamic approach to asset allocation, 

which seeks to clearly delineate between performance 

derived from market factors as opposed to the skill of 

individual managers.

Today, with over $26 billion of assets under 

management, Partners Capital’s clients comprise 

an equal mix of private individuals and institutional 

clients. Many of our clients are among the most 

sophisticated investors in the world, with a sound 

understanding of investment principles and experience 

across multiple asset classes.

Partners Capital LLP is authorized and regulated by the 

Financial Conduct Authority in the United Kingdom; 

Partners Capital Investment Group LLP is regulated 

by the Securities and Exchange Commission and is a 

member of the National Futures Administration in the 

United States; Partners Capital Asia Limited is licensed 

by the Securities and Futures Commission in Hong 

Kong; Partners Capital Investment Group (Asia) Pte Ltd 

is regulated by the Monetary Authority of Singapore as 

a holder of a Capital Markets Services licence for Fund 

Management under the Securities and Futures Act and 

as an exempt financial adviser; and Partners Capital 

Europe SAS is authorized and regulated by the Autorité 

des Marchés Financiers in France.

Further information can be found on our website: 

www.partners-cap.com

Firm Profile

Partners Capital is a leading Outsourced Investment 

Office located in London, Boston, New York City, San 

Francisco, Paris, Singapore and Hong Kong serving 

investment professionals, endowments, foundations, 

pensions and high net-worth families globally. We 

provide wholly independent advice on asset allocation 

and access to what we believe to be best-of-breed 

asset managers across all asset classes and geographic 

markets. This access is strongly enhanced by the 

quality of our community of shareholders and clients, 

most of whom are veteran investors themselves in 

specialist sectors around the world.

The firm was founded in 2001 by investment 

professionals seeking an independent and conflict free 

adviser to provide portfolio construction advice and 

rigorous analysis of investment opportunities. From 

its initial focus as the “money managers to the money 

managers” with a base of 70 clients, Partners Capital 

has grown to become an adviser to endowments and 

foundations as well as prominent family offices and 

successful entrepreneurs across the U.S., U.K., Europe 

and Asia. Endowments have become a large proportion 

of the institutional client base, which now includes 

Oxford and Cambridge Colleges, and many of the most 

highly respected museums and charitable foundations 

located around the world.

Among Partners Capital services are bespoke outsourced 

investment solutions for endowments, foundations and 

tax-efficient and tax-deferred investment strategies for 

taxable private clients. Partners Capital predominantly 

advises on entire portfolios but also specialty strategies, 

such as Private Equity or Private Debt strategies.
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DISCLAIMER

Copyright © 2019, Partners Capital 

This document is being provided to customers and other parties 

on the condition that it will not form a primary basis for any 

investment decision by or on behalf of such customers or parties. 

This document and any related documentation provided herewith 

is given on a confidential basis. 

This document is not intended for public use or distribution. It is 

the responsibility of every person reading this document to satisfy 

himself or herself as to the full observance of any laws of any 

relevant jurisdiction applicable to such person, including obtaining 

any governmental or other consent which may be required or 

observing any other formality which needs to be observed in such 

jurisdiction. This document is not an offer to sell or the solicitation 

of an offer to buy any security.

The source for all figures included in this document is Partners 

Capital unless stated otherwise. While all the information prepared 

in this document is believed to be accurate, Partners Capital may 

have relied on information obtained from third parties and makes 

no warranty as to the completeness or accuracy of information 

obtained from such third parties, nor can it accept responsibility 

for errors of such third parties, appearing in this document. The 

information contained herein has neither been reviewed nor 

approved by any referenced funds or investment managers. 

Opinions expressed are our current opinions as of the date 

appearing on this document only.  We do not undertake to update 

the information discussed in this document. We and our affiliates, 

partners, officers, directors, managing directors, and employees, 

including persons involved in the preparation or issuance of this 

material may, from time to time, have long or short positions 

in, and buy and sell, the securities, or derivatives thereof, of any 

companies or issuers mentioned herein.

This document contains hypothetical or simulated performance 

results, including for the Equity/Bond index, which have certain 

inherent limitations. Unlike an actual performance record, 

simulated results do not represent actual trading. Also, since the 

trades have not actually been executed, the results may have 

under- or over-compensated for the impact, if any, of certain 

market factors, such as lack of liquidity.  Simulated trading 

programs in general are also subject to the fact that they are 

designed with the benefit of hindsight. No representation is being 

made that any client will or is likely to achieve profits or losses 

similar to those shown. These results are simulated and may be 

presented gross or net of management fees.

This document may include indications of past performance of 

investments or asset classes. Past performance is not a reliable 

indicator and is no guarantee of future results. Investment returns 

will fluctuate with market conditions and every investment has  

the potential for loss as well as profit. The value of investments 

may fall as well as rise and investors may not get back the  

amount invested.

Certain information presented herein constitutes “forward-looking 

statements” which can be identified by the use of forward-

looking terminology such as “may,” “will,” “should,” “expect,” 

“anticipate,” “project,” “continue” or “believe” or the negatives 

thereof or other variations thereon or comparable terminology. 

Any projections, market outlooks or estimates in this document 

are forward-looking statements and are based upon certain 

assumptions. Due to various risks and uncertainties, actual market 

events, opportunities or results or strategies may differ materially 

from those reflected in or contemplated by such forward-looking 

statements and any such projections, outlooks or assumptions 

should not be construed to be indicative of the actual events which 

will occur.

Certain transactions, including those involving futures, options, 

and high yield securities, give rise to substantial risk and are not 

suitable for all investors. The investments described herein are 

speculative, involve significant risk and are suitable only  

for investors of substantial net worth who are willing and have the 

financial capacity to purchase a high risk investment which may 

not provide any immediate cash return and may result in the loss 

of all or a substantial part of their investment. An investor should 

be able to bear the complete loss in connection with  

any investment.

Certain aspects of the investment strategies described in this 

document may from time to time include commodity interests as 

defined under applicable law. Pursuant to an exemption from the 

U.S. Commodity Futures Trading Commission (CFTC) in connection 

with accounts of qualified eligible clients, this document is not 

required to be, and has not been filed with the CFTC.  The CFTC 

does not pass upon the merits of participating in a trading program 

or upon the adequacy or accuracy of commodity trading advisor 

disclosure.  Consequently, the CFTC has not reviewed or approved 

this trading program or this document.

Partners Capital refers to the Partners Capital group of entities 

comprising: (i) Partners Capital Investment Group, LLP, registered 

as an investment adviser with the Securities and Exchange 

Commission (“SEC”), as a commodity trading adviser with the 

Commodity Futures Trading Commission (“CFTC”) and is a 

member of the National Futures Association (“NFA”) (ii) Partners 

Capital LLP (FRN: 475743), authorised and regulated in the 

United Kingdom by the Financial Conduct Authority (“FCA”) and 

(iii) Partners Capital Asia Limited (CER:AXB644), licensed by 

the Securities and Futures Commission (“SFC”) in Hong Kong 

(iv) Partners Capital Investment Group (Asia) Pte Ltd regulated 

by the Monetary Authority of Singapore (MAS) as a holder of a 

Capital Markets Services license for Fund Management under the 

Securities and Futures Act and as an exempt financial adviser and 

Partners Capital Europe S.A.S is licensed and regulated by the 

Autorité  des Marchés Financiers in France.
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