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BLENDING ALPHA-SEEKING, 
FACTOR AND INDEXING 
STRATEGIES: A NEW 
FRAMEWORK (PART TWO)
Jean Boivin, Lisa O’Connor and Simona Paravani-Mellinghoff

Blending alpha, factors and index 
Our empirical work can be applied in a variety of contexts, no mat-
ter the investor’s portfolio construction preference. A few key factors 
will shape the alpha-seeking decision. We present examples to show 
how our framework helps make this happen:
• Allocating the alpha risk budget: Investors often determine 

their broad market allocation in a first step. The second step seeks 
to generate active returns while sticking to the overall beta struc-
ture. The active returns will come from a combination of factors 
and alpha. How much capital should be allocated to different alpha 
sources? Our alpha estimates can help investors allocate efficient-
ly by highlighting what alpha and IR the different alpha sources 
might deliver. 

• Achieving the desired mix of returns: Once the alpha budget 
is allocated to alpha-seeking managers, the additional returns from 
manager static tilts could disturb the targeted mix of macro and 
style factors. Our framework makes clear that the implementa-

tion phase is more than just a decision to allocate to managers. 
The overall blend of alpha-seeking, factor and indexing strategies 
should be constructed to respect the target SAA. A holistic per-
spective is needed. 

• Maximising the governance budget: The process of search-
ing for alpha-seeking managers, assessing their performance and 
reshuffling these exposures takes time and money. Many inves-
tors have limited resources for these activities. That is why inves-
tor beliefs matter – whether they have the research and resources 
to oversee alpha-seeking managers and consistently achieve alpha. 
Investors with a limited governance budget may opt to oversee just 
a few alpha-seeking managers – or even to keep the entire portfolio 
in index products.
The design phase of our framework demands managers who pro-

vide alpha, while the implementation phase accounts for any fac-
tor exposures managers bring along. Alpha-seeking strategies with 
higher expected alpha, net of fees, should be part of a portfolio re-
gardless of the market and factor exposures within their active re-
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The quote

We believe investors 
should look for alpha 

among top-quartile 
managers – alpha 

that is factor-adjusted 
– and not simply pay 
for top-quartile active 

returns.

turns. Investors should not simply filter out managers 
with high factor exposures. 

Our framework is closest in spirit to Waring et al. 
(2000). As we have shown, our holistic portfolio ap-
proach focuses on the major asset classes in blending 
alpha-seeking, factor and indexing strategies. We show 
our framework again below and now demonstrate its ap-
plication, starting with a fixed income portfolio.

Example 1: How fixed income managers run static 
factor tilts
Consider a portfolio is benchmarked to the Bloomberg 
Barclays US Aggregate Index. About half of the variance 
of a typical alpha-seeking manager’s active return rela-
tive to the US aggregate benchmark comes from macro 
factors, as we showed in Figure 6 (see part one of the pa-
per). A representative manager benchmarked to the US 
aggregate index generally has an overweight to US credit 
and inflation-linked bonds, as well as an underweight to 

US Treasuries. See the impact in Figure 8. The aim of an 
alpha budget is to generate additional returns that cannot 
be easily generated elsewhere, not to add more credit risk 
to the portfolio. An allocation to such a manager adds not 
just alpha but also tilts the target SAA towards credit and 
away from Treasuries. 

The investor can keep these tilts in the portfolio or 
correct for them – in any case, the investor is aware of 
the factor tilts. The good news? Any unintended drift 
in the portfolio is easy to correct. This is achieved in the 
implementation phase of our framework. We can reduce 
allocations to credit and increase those to Treasuries in 
the rest of the portfolio. Yet this reallocation cannot hap-
pen in an asset class silo – it needs to be done holistically 
at the portfolio level. 

This also has implications for how we select managers. 
We need to look at whether managers are delivering a high 
risk-adjusted alpha (alpha IR), not a high risk-adjusted 
active return (factors and alpha IR). Even though factors 
explain about half the variance of active returns delivered 
by US aggregate bond managers, the remainder – the al-
pha – has one of the highest IRs across asset classes. This 
underscores why an investor should not necessarily filter 
out managers with high factor exposures. 

Is this just about fixed income and macro factors? No. 
The design phase of our framework might have an allo-
cation to style factors, and we could implement this using 
an index or factor strategy. If a particular alpha-seeking 
equity manager brings static style factor exposures along 
with high alpha – say long small size or short momentum 
– we can account for these factors. Trimming or adding 
indexing strategies can keep the portfolio on track with 
the target beta SAA.

Example 2: Maximising the alpha decision on a 
multi-asset portfolio
We consider a large institutional investor overseeing 
a multi-asset portfolio. The traditional approach is to 
treat strategic and tactical asset allocation sequentially. 
The SAA is set at the portfolio level, with alpha deci-
sions made within asset class silos. Yet this immediately 
becomes problematic for two reasons: 1) the allocation 
of the alpha risk budget will likely be inefficient, and 2) 
extra active risk is likely taken in the portfolio because 
the market and factor exposures are not being properly 
managed. Our framework’s holistic approach to portfo-
lio construction avoids these traps and results in a more 
efficient use of the alpha risk budget. Of course, alpha 
can be costly. Costs affect the risk/return trade-off. An 
investor needs to find and reshuffle top-performing 
managers who deliver alpha: This is the governance 
cost that goes beyond product fees. Then there are the 
management fees. If the cost is high, indexing strategies 
should make up a greater share of the portfolio.

Large institutional investors often have less need 
to worry about the marginal cost of researching a new 
alpha-seeking manager. In this example, we assume a 
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Figure 7. BlackRock’s portfolio construction framework

Source: BlackRock Investment Institute, July 2018. 
Notes: This graphic depicts BlackRock’s view of how to best blend alpha and indexing strategies in a portfolio. It is for illustrative 
purposes only.

Portfolio construction blending alpha-seeking, factor and indexing strategies

Figure 8. Factoring in factor exposures

The figures shown relate to past performance. Past performance is not a reliable indicator of current or future results. 
Sources: BlackRock Investment Institute, with data from Morningstar, Bloomberg Barclays, JPMorgan and Thomson Reuters, July 
2018. Notes: The chart shows the impact of adding a hypothetical alpha-seeking manager to a base SAA benchmarked to the Barclays 
Bloomberg US Aggregate Index. We use the factor exposures of an anonymous, representative manager whose factor exposures are 
near the median of the entire US aggregate benchmarked sample to derive the impact. Other factors represent small allocations to 
other macro factors.

How a typical US aggregate fixed income manager uses factor tilts, 2012-2017
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small, incremental governance cost – a research team is 
already in place – and fees for index and alpha-seeking 
products that are typical for very large investors. These 
fees can be well below those faced by other investors with 
less negotiating capacity. We discuss what this means for 
constrained investors on the last page (see ‘What about 
investors with limited governance resources?’). This in-
vestor starts with a beta SAA in the bar on the left in 
Figure 9. This allocation is the result of optimising risk 
against return using the long-term returns in Black-
Rock’s ‘capital market assumptions’ from a US-dollar 
perspective – now net of the index fees this investor will 
likely pay. This results in an expected return of 4.8% an-
nualised net of fees. 

Traditional silo-based approach: The 4.8% annual-
ised return falls short of the investor’s 5.3% target, so an 
additional 0.5% is sought through alpha-seeking strate-
gies. The traditional approach would rely on making the 
alpha decision in asset class silos using expected IRs and 
views on the relative efficiency of each market. The re-
sult? A decision to seek alpha in developed market equi-
ties outside the US, US credit, hard currency EM debt 
and US high yield. See the right hand bars below. Man-

agement fees go up only modestly because this investor 
has pricing power. See the assumed fees below. The ex-
pected active return boost is achieved, but with active 
risk being triple the expected return. This unappealing 
outcome happens for two reasons: a 1.4% alpha risk is be-
ing taken to generate the alpha return while adding 0.5% 
of extra beta risk from the managers’ factor exposures. 
The IR for this portfolio is a meagre 0.3. How can this be 
fixed? This is where our framework comes in. 

Design phase – allocating the alpha return sources: 
The design phase starts with views on alpha risk and re-
turns based on our alpha IRs (see Figure 6 from part one 
of the paper). Assumptions about the fees this investor 
expects to pay are also needed – in this case, the lower 
fees typically paid by very large institutions. To achieve 
this 0.5% active return target, the alpha risk budget can be 
spent across several alpha sources. The resulting holistic 
alpha-seeking mix is in the outer ring of the left hand chart 
in Figure 10. The risk budget is spread across all asset 
classes and is maximised to the alpha IR, pulling it up to 
1.0 from 0.3 in the silo-based allocation. Once this is done, 
our framework’s target SAA is formed – incorporating the 
beta mix from the previous page with an alpha allocation. 
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Figure 9. A traditional approach to the alpha risk budget

The figures shown relate to past performance. Past performance is not a reliable indicator of current or future results. 
Sources: BlackRock Investment Institute, with data from Morningstar, Mercer, MSCI, Bloomberg Barclays, JPMorgan and Thomson Reuters, July 2018.  
Notes: The results are based on our previous analysis on factor returns and IRs on Figures 4 to 6 (see part one of the paper). The returns have been reduced to reflect fees that large investors typically pay.  Fee data is from the Mercer 
Global Asset Manager Fee Survey 2017. 
Large investor fees used here and on Figures 10 and 11 are based on investments of $500 million in the Mercer survey. The assumed fees range from 4-6 basis points for fixed income and DM equities to 75 basis points for EM equi-
ties. Different fees will have different results on performance.

How alpha-seeking managers’ factor exposures affect a multi-asset portfolio

The quote

Large institutional 
investors often have 
less need to worry 
about the marginal 
cost of researching a 
new alpha-seeking 
manager.
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There are other ways to allocate the alpha risk budget to achieve 
similar results, such as splitting it equally among alpha sources. The 
alpha and beta risk budgets could be allocated together in a single 
step. A multi-asset product could have been included but was not to 
more easily compare our approach with the traditional one. Impor-
tantly, doing so would have led to a further improvement in the active 
IR, based on our data.

Implementation phase – adding managers: Now the investor 
selects managers to deliver these alpha returns across asset classes. 
If there were no extra factor exposures, the investor would be done: 
The difference between the target beta and alpha allocations in each 
asset class would match the allocation achieved in the design phase. 
Yet this is not the case. Our analysis helps discover the unwanted 
duplication of factor exposures. As the table shows, the unadjusted 
portfolio drags down the active IR to 0.8 from 1.0.  

Implementation phase – adjusting allocations for factor exposures: 
Rather than allocating to managers and correcting for factor exposures 
after the fact, we can run our analysis on individual managers and cor-
rect with index allocations at the same time as allocating to the alpha-
seeking manager. This makes for a much more efficient portfolio. See 
the chart on the right in Figure 10. To neutralise the factor exposures 
and reduce unwanted risk to zero, Treasuries are reduced, US large 
cap equities are increased slightly and US high yield and hard cur-
rency EM debt are converted into a new allocation to US credit. That 
lifts the IR back up to our target of 1.0. Our framework has been fully 
implemented: The investor is now maximising the alpha risk budget to 

achieve a factor-adjusted portfolio that realises the target SAA.
Figure 11 shows the final allocations to alpha-seeking and index 

funds. We also see the notable improvements made relative to alloca-
tions determined by asset class silos. The investor achieves a much 
more efficient active return by allocating holistically – first to a broad 
range of alpha-seeking strategies, and then by offsetting factors that 
are included within managers’ active returns that spill across asset 
class boundaries. We emphasise the following:

Alpha-seeking decisions are investor-specific: It depends on 
how much extra return they need and where they have target beta 
allocations; reducing unintended beta exposures is difficult if there is 
no target index allocation in the first place. The breadth of the invest-
ment universe will also help determine the extent to which multi-as-
set and/or TAA can play a role. There is no one-size-fits-all answer.

A portfolio-wide asset perspective reaps rewards: Selecting 
alpha-seeking managers is hard and will soak up material govern-
ance resources. Yet managing the overall portfolio needs to be front 
and centre in every decision. We know the beta allocation determines 
the bulk of total returns, making the beta SAA so crucial. Less well 
appreciated; the active risk budget interacts with the beta SAA and 
also should be managed at the portfolio level. 

What about investors with limited governance resources? They 
will likely not have the same investment infrastructure and will have 
a harder time picking a top manager while facing higher management 
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Figure 10. Making the adjustments 

The figures shown relate to past performance. Past performance is not a reliable indicator of current or future results. 
Sources: BlackRock Investment Institute, with data from Morningstar, Mercer, MSCI, Bloomberg Barclays, JPMorgan, FTSE, S&P and Thomson Reuters, July 2018. 
Notes: The results are based on our previous analysis on factor returns and IRs shown in Figures 4 to 6 (see part one of the paper). The returns have been reduced to reflect fees that large investors typically pay for index and alpha-
seeking strategies. Fee data is from the 2017 Mercer Global Asset Manager Fee Survey. Different fees will have different results on performance.

Holistically allocating alpha and factor-adjusting a multi-asset portfolio
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costs. That makes alpha net of cost harder to come by unless they seek 
third-party solutions. These constrained investors can still achieve an 
improved trade-off. Yet they face limitations – paying higher fees for 
alpha means fewer alpha options. In this case, we assume the investor 
can only search for alpha in DM ex-US equities and US credit. 

Capturing alpha in an efficient way is harder: Costs are higher, ac-
tive returns are limited and the tracking error cannot be reduced to 
the same extent as for the large investor. The IR drops from a meagre 
0.3 at the design phase to just 0.1, using the same assumptions. Even 
adjusting for factors, the IR only recovers to 0.2. This highlights the 
drawbacks that are important for informing the view on alpha at the 
design stage and considering whether index products should make 
up most – if not all – of the portfolio.

Conclusion
We have laid out a new framework for how to think about implement-
ing and maintaining a strategic asset allocation. We have found that 
taking a holistic portfolio view means looking beyond specific asset 
classes when making allocation decisions. We believe investors should 
look for alpha among top-quartile managers – alpha that is factor-ad-
justed – and not simply pay for top-quartile active returns. The deci-
sion to pick an alpha-seeking manager should not be based on their 
factor exposures: Managers who generate alpha should be included 
in the factor-adjusted portfolio and the factor exposures neutralised 
to prevent drift in the SAA. We recognise that returns from private 
markets also play an important role in portfolio construction and plan 
to follow up with work on this topic in the near future. fs
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Figure 11. The fully implemented portfolio

The figures shown relate to past performance. Past performance is not a reliable indicator of current or future results. 
Sources: BlackRock Investment Institute, with data from Morningstar, Mercer, MSCI, Bloomberg Barclays, JPMorgan, FTSE, S&P and Thomson Reuters, July 2018.
Notes: The results are based on our previous analysis on factor returns and IRs on Figures 4 to 6 (see part one of the paper), and include the impact of fees for large investors from the 2017 Mercer Global Asset Manager Fee Survey.

A fully implemented factor-adjusted portfolio incorporating alpha-seeking managers


