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Presenter
Presentation Notes
Einstein story…that’s what I do for a living.  I’ve been doing this now for virtually my entire career, making me an insider. It’s all about alphaBeware of beta that comes disguised as alphaToday’s alpha is tomorrow’s betaJourney is as important as destination.  (“It’s all about risk.”)Myth of orthogonalityCulture is a source of alpha.  (“It’s all about people/culture”)Who are our clients?  Why are we here?  Finish with story about Dad.
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Insight Number 1
It’s all about alpha

Alpha extraction is a skill

Presenter
Presentation Notes
The football players are George Best and Ronaldo (second best?)Lesson 1a:  Alpha – like football – is a skill.  It’s that simpleLike football, the skill is hard to come by and it’s fleetingBut unlike football, it’s hard to identify; hard to distinguish from other factors such as 	beta	Luck	fraudWith first two, we can even fool ourselves, as I’ll emphasize later in this talk.I personally don’t have the skill.  I’ve just been lucky enough to have been surrounded by a handful of people who have it.Lesson 1:  Alpha is a drug, everyone’s hooked, we’re pushers.  Stated less cavalierly, it’s all about alpha.  I learned this lesson early on and many times since.  Client told me once, “I have bills to pay.  Just make me money.”  I recall losing an argument with my boss over this.  He argued that the source/type of alpha mattered.  I respectfully disagreed.  Clients, when I asked them, were 99% on my side.  (Can give story about the one consultant who disagreed.)
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The Life-cycle of Alpha
Alpha eventually becomes beta

Presenter
Presentation Notes
Lesson #3:  Today’s alpha is tomorrow’s betaCorollary:  Must never stop innovating.Alpha derives from skill, from knowing something before others learn it. An investment insight that has not yet been broadly exploited Life cycle:Initial insight works.  We’re on target; we’ve hit the bullseye.Others adopt it so it works better Investors pile in so it works really wellFinally it is commoditized.  Herding happens.  We now have betaExamples of commoditized alpha include carry, trend following, “alternative beta”Example:  FX momentum in mid-2000s; quality in SAE…tell the competitive edge history.
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Alpha: Common mistakes
Implementation: Know the markets you are investing in 

Presenter
Presentation Notes
Lesson #4:  Know the markets you’re investing in.Story:  Gasoline:  HU switch to RBOB, had 7m barrels long position  [most embarrassing mistake of my career.  At least, the most embarrassing that I’m willing to talk about publically.)Solution:  Hired a commodity team.  Careful before entering new markets (e.g., volatility)Corollary:  Institutional clients care.  Client who attacked us with, “What do you know about Hong Kong?” after we lost money on HK.  Follow this to logical conclusion, and we should never invest in HK and should only invest in the major markets where everyone else is invested.
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Insight Number 2
It’s all about risk

Seek only compensated risks

Presenter
Presentation Notes
Lesson 5:  It’s all about risk.  The journey is as important as the destination.Key to smooth journey:  avoid concentrationLearned this in Sep/2002.  150% o/w equities.  Recovered in Q4.Never again.  Now rotate cov matrix every imaginable way and ensure no single bet/factor/market/signal dominates.Lesson #6:  Alpha isn’t free. The cost of alpha is risk.  But there are good risks and bad risks, as we all learned in 2008.Rock climber is a good example of someone taking compensated risk, with all the appropriate risk controls in place.  He knows what the unknowns are.  The unknown unknowns are where the real danger lurks.  These risks, by definition, aren’t compensated.  These are the bad risks, like a ticking time bomb in the back office.Example:  our cash holdings from 2006 to 2009.  Nobody was asking about cash, making it an unknown unknown.Example:  liquidity terms on our hedge funds.  Russell redemption from our FX hedge fund in early 2008.  Didn’t know we had a risk there…had to scramble to raise the capital.
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Risk: Common Mistakes

Failure to recognize interconnectedness

• Of markets

• Of participants

• Of insights

Myth of orthogonality

Presenter
Presentation Notes
Lesson #7:  Myth of orthogonalityThe laws of the markets are not like the laws of physics.  They don’t exist independent from us.  We are the markets.  Kind of like Schrodinger’s cat or the Hawthorne effect – act of observation changes the outcome.Laws of S/D failed us when we were most of the NOK market.  But did we learn our lesson??  No, a few months later we re-learned that lesson in the volatility markets.Crowdedness of trades and commoditization of insights also changes the return profile of trades.  Fattens the return distn, esp the left tail.  All quant equity managers learned this one.  Carry is another example.  Return distn from carry is different from what it was 5 years ago, as any of you who have traded carry know.
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Insight Number 3
It’s all about people and culture

People/culture can be a competitive 

advantage.

People/culture can also be a hindrance to 

alpha extraction

Presenter
Presentation Notes
Lesson #8:  People/culture can be a competitive advantage or a hindrance to alpha extraction.  I’ve seen both in the (four) businesses that I’ve run.  There are two aspects of culture that, based on my experience, lead directly to alpha:  Alpha focus; partnership.  (Give the SAE 2013 culture message here.)Alpha:  We measure our individual success in same way our clients measure our success…alpha.Partnership:  I fail if person beside me fails.  Then greater leverage of talent, greater productivity, more insight sharing, … all lead to alpha.SAE Town Hall notes on culture: I've now managed four global alpha businesses at BLK.  One of the biggest business lessons I've learned over the years is the importance of culture.I believe that culture can be a competitive advantage, a source of alpha.  It can also be a competitive disadvantage, an impediment to alpha.Why is culture so important?  Because culture defines the environment from which we identify insights that lead to alpha.  Therefore, culture can encourage, facilitate, generate alpha.  It can also impede, destroy or prevent alpha.But it's even more important than that.  Culture is a recruiting toolCulture is a retention toolInsights can be copied, culture cannot.  So if you agree with me that culture is the foundation from which we build our alpha extraction capabilities, then by preserving our culture, we're creating a long-run alpha stream that will allow us to continue to deliver investment performance at or above client expectations.  Summary:  it allows us to build and to maintain our competitive edge.
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People: Common Mistakes
Loss of focus

Presenter
Presentation Notes
Lesson #9:  alpha culture.  Roadshow spiel.  Alpha is a drug.  Everyone’s hooked.  We’re pushers.  It’s all about alpha.  We must have as tenacious a focus on alpha as this dog has on that ball.  Alpha culture:  everyone measures personal success in same way clients measure success – alpha!!  Then, more innovation, faster innovation, more creative innovation, better info sharing, … all lead to alphaLearned this lesson early in my career.  Had boss who’d always ask why I was meeting with client or prospect and not focussing on alpha.  Truth is, it was easier that alpha!  But the difficulty of alpha is exactly why we can’t get distracted from it.What gets in the way of focus on alpha? Things I’ve personally been distracted by:Distraction from the business aspects of running a hedge fund.  Often happens when talented investors become people managers or business managers.  (perf reviews, comp season, budgeting, people management…all easier than alpha)Asset gathering.  Sometimes, too many assets…we surpass capacity.  Easier than alphaCorporate distractions  Committees. (Why have I allowed this? Cause it’s easier than alpha.)For quants, portfolio construction…tcosts, TCAF, etc. (easier than alpha)But remember Lesson #1:  It’s all about alpha.  Therefore, can’t allow distractions to continue.  Now, why am I even here and not focussing on alpha???
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Conclusion

• Focus obsessively on alpha

• Assemble a team of talented individuals

• Hire people who disagree with you

• Focus obsessively on alpha

• Create an investment culture in which questioning is the norm

• Build the best tools you can

• Question your assumptions

• Recognize the interconnectedness of markets and risks

• Focus obsessively on alpha 

• Develop market savvy

• Did I mention the focus on alpha?

Presenter
Presentation Notes
UNUSED ANECDOTES:Some examples from my life:I forgot the ‘unknown unknowns’ in 2008.  Cash … nobody asked how it was invested.Missed my blind-spot: Unrequited love: Falling in love with a trade/model.  Vol trade as an example.  Greece trade as another example.Conclusion:  Getting caught by your assumptions: Assume your assumptions are wrongSection 7, when will this insight not work?  E.g., we put these into our research…Humility is a virtue, as the markets will constantly remind us.Greece trade.Knowing crowds are mad doesn’t raise you above the crowd.
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