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An active skill metric: Bianco's beta adjusted
information ratio

Revisiting the "trinity of alpha”
performance metric

with an encompassing

Not all alpha is created equally. We have argued in past publications
that in order for active portfolio returns to add economic value
for investors versus benchmark returns, active returns must be: 1)
positive, 2) reliable, and 3) uncorrelated to benchmark.

We refer to this concept as the "trinity of alpha" and we use this
concept to guide our performance goals and assess our delivered
performance. Typically, we refer to a few performance metrics to
assess the full trinity. Our first glance looks for positive Active or
Excess return, then for a good Information Ratio and then we see
if there was any persistent Beta tilt. Over time, we aim to deliver
good Information Ratios with Beta close to one. We briefly discuss
how to determine if an Information Ratio is "good" at the end, but
the main purpose of this note is to present a performance metric
that encompasses direction, consistency and any systematic risk
in Active returns. Capturing these three elements of Active returns
provides a measure of Active Skill.

Before we present this metric, we want to make it clear upfront
that while this measure of Active Skill is better than Alpha
alone or an Information Ratio alone, it must be considered along
with the volatility of portfolio returns to determine if Active Skill
was delivered without exceeding or underutilizing an investor's
systematic risk budget (e.g. portfolio volatility / benchmark (BM)
volatility). Delivering Active Skill to fit a client's risk budget, as
indicated by the risk characteristics of the benchmark or otherwise
specified’, is a hallmark of successful strategy implementation. If
an active portfolio's Beta is tight to one over the long-term vs.
benchmark, then the Information Ratio (no adjustments required)
will be the ultimate indication of Active performance: Active Skill
and Implementation.

Measure Active Skill with Beta adj. Information Ratio: Alpha /
Standard Deviation of Alpha

The Information Ratio is Excess Return divided by the Tracking
Error (TE), with Tracking Error being Standard Deviation (STD)
of sub-period Excess Returns that comprise the full period. It
measures all active return against all active risk. Its numerator does
not distinguish Excess Return caused by Beta deviations vs. the
benchmark from that of proper Alpha. Its denominator is STD of
Excess Returns, not of proper Alpha. Comparing all active return to
all active risk shows what was gained by choosing to differ from the
benchmark, but it does not reveal if the return gained from being
different changed the long-term volatility or systematic risk of the
portfolio, which is a deviation from the target risk budget.
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There are two kinds of deviations from a risk budget, tactical and
strategic. A tactical deviation is short-term and strategic is long-
term. A tactical deviation can add value if the BM produces a
different return than usual in the short-term. This is really an asset-
allocation decision; best made in a framework suited for such.
Strategic deviation from the BM is simply poor implementation as
it deviates from the total risk or volatility that the investor choses
to bear. This is why no long-term or persistent Beta tilt vs. BM
should exist in an active strategy. In contrast, proper Alpha has zero
correlation to BM and thus raises the portfolio's return, through
securities selection, without altering the portfolio's total volatility.
This added value appears in a Sharpe Ratio, but here the numerator
includes the return of Beta plus Alpha, not just Alpha, and it does
not address the risk of Alpha (albeit unrelated to the BM). Also, a
Sharpe Ratio misses risk budget adherence; portfolio volatility must
still be checked separately.

Realizing a higher return without raising portfolio volatility is the
value of Alpha, but this does not come without its own risks. Alpha
or active strategies are never certain. This is why Tracking Error
or the volatility of Excess Returns is an important metric. Gauging
active strategy risk is the nature of the Information Ratio, but to
gauge the risk of proper Alpha or the reliability of a manager to
produce it, i.e. their Active Skill, we use a Beta adjusted Information
Ratio. This version of the Information Ratio simply substitutes Alpha
for Excess Returns, as Alpha is a Beta adjusted Excess Return and
Beta captures correlation to the BM. This Beta adjusted Information
Ratio incorporates systematic risk, like Alpha, and the consistency
of returns vs. BM, like Tracking Error.

We can use linear regression output to calculate a Beta adjusted
Information Ratio:

Beta adjusted Information Ratio = Y-Intercept / Standard Error of
Residuals

What constitutes a good Beta adjusted Information Ratio?

A good Information Ratio is a matter of what's available.
Compare Beta adjusted Information Ratios across competing active
managers to assess Active Skill. Once high Active Skill is found
it can be implemented with systematic risk controls, or paired
with other investments to control total risk, or employ long-short
implementation. We think the long-term expected Beta adjusted
Information Ratio should be at least near the long-term expected
Sharpe Ratio of BM as these are both returns for risk ratios. But
because these are different returns for different risks, a mix of both
is optimal.

Portfolios with a high Sharpe Ratio but low volatility (or a high
Information Ratio on low TE) can underutilize an investors chosen
risk budget and might require leveraged implementation to properly
adhere to chosen target risk. For unlevered long only strategies, it
is best to deliver attractive return/risk ratios within a minimum to
maximum target risk range.

Tracking Error is the best measure of active risk. It is up to the
manager to use this risk budget efficiently in a way that adds
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economic value to investors. When tilts from benchmark consist
of risk factor tilts such as Beta, Size, Value, etc. they will add to
TE more exponentially than will uncorrelated stock specific tilts.
Risk factor tilts are difficult to time and are of no economic value if
persistent. We think an interesting metric that helps to convey the
nature of active risk efficiency is Active Share / Tracking Error.

Active Share

Active share, with or without modifications to account for the
number and size of benchmark constituents, has been studied by
many academics and practitioners and high Active Share by itself
is not a meaningful indicator of likely outperformance. This is not
surprising to us because there are many ways to be different from a
benchmark (BM), but outperforming requires being different in the
right places. Even research by advocates of high Active Share, point
to the importance of considering other portfolio traits like turnover,
concentration, tracking error (where sweet spots appear to exist),
and also fees. It's clear that Active Share is not a return or return/risk
performance metric and thus there is no value in maximizing Active
Share as a deliverable. High active share is simply achieved by not
owning high BM weight securities and concentrating a portfolio
with small or zero BM weight securities. We aim to maximize
Information Ratios, which is to maximize Alpha with reliable risk
controlled strategies.

Concentration

There are many measures of concentration, such as simply the
number of portfolio positions, or average position weight, or
concentration ratios of top 3, 5, 10, etc. holdings. More elaborate
Herfindahl?2 methods of squaring position weights also exist. In
our view, concentration is a very important portfolio characteristic.
When successful it leads to significant outperformance, but
significant underperformance when not. Concentration is risky and
such risk requires careful management both quantitatively and
qualitatively. Concentration is a strategy where great diligence must
be used to make up for the lesser diversification. Some studies
show good performance from portfolios concentrated within an
industry, suggesting portfolio managers with industry expertise
could offset concentration risk with an information advantage.
We think concentration strategies have a place for investors that
fully understand the risks and managers that fully understand their
abilities and also their limitations. Because concentration is risky
we think portfolio construction should be very rigorous and include
the use or consultation of portfolio optimization tools.

We think Concentration and Contrarianism are two strategies that
can and often overlap, but we think it is important that if both
strategies are used that they are used in balance and not too
much of both. Contrarianism is more difficult to quantify than
concentration, but we think it basically means looking for highly
mispriced securities, which means looking for issues where the
market or consensus view is very wrong. As should be obvious, a
highly concentrated and a highly contrarian strategy is very risky.
We leave it to the thoughtful consideration of others to find the
right balance. Because concentrated strategies have greater single
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stock risk, it is important to have a robust buy as well as sell
discipline. A challenge with evaluating concentration strategies is
that it is difficult to discern skill from luck even over fairly long
periods of time given the less cross-sectional diversification and
greater possibility of exceptionally positive or negative outcomes at
a few stocks skewing portfolio returns.

Time diversification

An investor with a long-time horizon tends to have a better chance
of earning the expected return on an investment because they
have more opportunities to be exposed to the probable outcome.
This notion of time or linear diversification, which is an extension
of cross-sectional diversification, relies on independent outcomes
between periods and mean reversion in returns over time rather
than mean aversion. Yet mean aversion can occur when positive or
negative developments feed upon themselves. That said, the ability
to use time diversification puts an investor in a better position to
take risk and helps determine their appropriate risk budget, but this
doesn’t change the inherent risk of the underlying investment. How
an investor chooses to allocate or spend their risk budget should
still maximize expected return vs. risk taken or uncertainty endured.
At the asset class level, we think longer-term observed volatility of
total returns is a good approximate of uncertainty.

It's true that the risk of initial investment loss diminishes the higher
the expected return and the longer the investment time period, but
this is because the higher return is earned each period by being
exposed to the higher volatility. A higher return from higher volatility
is not a free lunch. Volatility that occurs along the way, even when
the expected return is achieved over the longer-term, represents the
possibility of not achieving the expected return. This is a real risk
and the experience of confronting this risk and making decisions
through such volatility and uncertainty is how the expected risk
premium is indeed earned.

Aim to maximize the Information Ratio, but are there Tracking
Error sweet spots for this objective?

Outperformance requires a process for identifying mispriced
securities and it takes patience. Risk adjusted outperformance is
not generated like clockwork, it is often lumpy and tends to require
a careful balance between conviction and humility. We often think
of it as similar to a tree. If it doesn’t bend it breaks and if it bends
too much it never stands. Because of this mindset we think that
Alpha is likely to require some tolerance of tracking error, similar to
how risk premiums earned come with volatility. The ideal expected
return for risk ratio or alpha for Tracking Error ratio is hard to know
and will differ by investor types, but there are probably some sweet
spot ranges in Tracking Error that will allow an active manager to
express conviction while still adhering to risk controls and the reality
of never knowing everything and also a level of Tracking Error that
maintains the confidence of investors in the strategy.
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Glossary

Alpha
Alpha refers to returns in excess of a benchmark’s return.
Benchmark

A benchmark is an index or other value against which an
investment's performance is measured.

Beta

Beta is a measure of volatility that captures a security's systematic
risk according to the capital asset pricing model.

Correlation

Correlation is a measure of how closely two variables move
together over time.

Information Ratio

Information Ratio is excess return (Alpha) divided by Tracking
Error. It is a measure of a portfolio manager’s ability to generate
excess returns and the consistency of such.

Sharpe ratio

The Sharpe ratio puts an asset's excess return (the return above
the risk-free rate) in relation to the asset's risk as measured by its
standard deviation.

Standard deviation

Standard deviation is often used to represent the volatility of an
investment. It depicts how widely an investment’s returns vary from
the investment’s average return over a certain period.

Systemic risk

Systemic risk describes the possibility that an event at the
company level could trigger severe instability or make an entire
industry or economy collapse.

Tracking Error

Tracking error is an unwanted deviation between, for example, an
index fund and a portfolio.

Volatility

Volatility is the degree of variation of a trading-price series over
time. It can be used as a measure of an asset's risk.
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Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO")) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
a "“prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA"), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

DWS is the brand name of DWS Group GmbH & Co. KGaA. The
respective legal entities offering products or services under the
DWS brand are specified in the respective contracts, sales materials
and other product information documents. DWS Group GmbH &
Co. KGaA, its affiliated companies and its officers and employees
(collectively “DWS Group”) are communicating this document in
good faith and on the following basis.

This document has been prepared without consideration of the
investment needs, objectives or financial circumstances of any
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investor. Before making an investment decision, investors need to
consider, with or without the assistance of an investment adviser,
whether the investments and strategies described or provided by
DWS Group, are appropriate, in light of their particular investment
needs, objectives and financial circumstances. Furthermore, this
document is for information/discussion purposes only and does not
constitute an offer, recommendation or solicitation to conclude a
transaction and should not be treated as giving investment advice.

DWS Group does not give tax or legal advice. Investors should
seek advice from their own tax experts and lawyers, in considering
investments and strategies suggested by DWS Group. Investments
with DWS Group are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time. Furthermore, substantial fluctuations
of the value of the investment are possible even over short periods
of time. The terms of any investment will be exclusively subject to
the detailed provisions, including risk considerations, contained in
the offering documents. When making an investment decision, you
should rely on the final documentation relating to the transaction
and not the summary contained herein. Past performance is no
guarantee of current or future performance. Nothing contained
herein shall constitute any representation or warranty as to future
performance.

Although the information herein has been obtained from sources
believed to be reliable, DWS Group does not guarantee its accuracy,
completeness or fairness. No liability for any error or omission is
accepted by DWS Group. Opinions and estimates may be changed
without notice and involve a number of assumptions which may
not prove valid. All third party data (such as MSCI, S&P, Dow
Jones, FTSE, Bank of America Merrill Lynch, Factset & Bloomberg)
are copyrighted by and proprietary to the provider. DWS Group or
persons associated with it (“Associated Persons”) may (i) maintain
a long or short position in securities referred to herein, or in related
futures or options, and (ii) purchase or sell, make a market in, or
engage in any other transaction involving such securities, and earn
brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
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indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without
DWS Group’s written authority. The manner of circulation and
distribution of this document may be restricted by law or regulation
in certain countries, including the United States.

This document is not directed to, or intended for distribution to or
use by, any person or entity who is a citizen or resident of or located
in any locality, state, country or other jurisdiction, including the
United States, where such distribution, publication, availability or
use would be contrary to law or regulation or which would subject
DWS Group to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions.

Unless notified to the contrary in a particular case, investment
instruments are not insured by the Federal Deposit Insurance
Corporation ("FDIC") or any other governmental entity, and are not
guaranteed by or obligations of DWS Group.

© 2019 Deutsche Asset Management (Asia) Limited

Publisher: DWS Investment GmbH, Mainzer LandstralRe 11-17,
60329 Frankfurt am Main, Germany
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