
With higher fees, lower liquidity and ever-transforming risk profiles, traditional hedge fund 
strategies are attractive to only a handful of institutional investors. But with fixed income 
markets serving up negative real returns, the retail market is crying out for sophisticated 
strategies that behave differently to their core equity allocations but without the complexity and 
high fees associated with hedge funds. 

Alternative beta offers the right combination of high risk-adjusted return and non-correlation at 
a price point and liquidity level the retail market can stomach. What’s more, fund managers 
offering this new breed of strategy will not be held back by capacity, which means alternative 
beta is not only great for investors, it’s great for business too. Mark Smith reports.
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The US Federal Reserve may have raised 
yields for the first time since the depths of 

the financial crisis, but fixed income investors 
still have little to hang their hats on. The sto-
ry of negative real yields, drying liquidity and 
crowded trades in bond markets has been well 
told over the past three years and the narrative 
is not good for retail investors who badly need 
a portion of their portfolios to offer something 
different to their traditional equity investments.

Institutional investors have responded to the 
dilemma by paring back their exposure to sov-
ereign and high grade corporate bonds in favour 
of non-traditional, hedge fund-like strategies. 
In Australia the Future Fund is a big supporter 
of alternatives, with 13.1% of its $118 billion in-
vested in the space, and it’s not alone: accord-
ing to data from industry researcher Rainmaker 
Information, allocations to alternatives almost 
quadrupled from 5% in 1997 to 19% in 2014.

Retail distribution specialists in Australia are 
reporting a similar lift in interest among their 
adviser client base but this is yet to translate into 
a meaningful lift in allocations. That’s likely 
because hedge fund fees are notoriously high 
and there are often limits on when investors can 
redeem their capital. Added to that, generating 
genuine alpha is hard to do with huge sums un-
der management as opportunities are quickly 
arbitraged away. 

Capital Fund Management (CFM) Interna-
tional president Philippe Jordan and CFM head 
of Asia Pacific Steve Shepherd believe they have 
an approach which circumvents these barriers 
to retail investors while giving up little of the ad-
vantages of non-correlation in return for daily 
liquidity, lower fees, less complexity, scalable 
capacity and consistent returns over time. 

The firm calls it ‘alternative beta’ and it was 
the topic for discussion at a recent meeting at 
Sydney’s Rockpool restaurant as part of the 
Financial Standard Roundtable Thought Leader-
ship Series.

Analysing the merits of the methodology and 
assessing how to help retail investors gain ac-
cess were Financial Index Australia’s Stefano 
Cavaglia, Perpetual Investments’ Robert Gra-
ham-Smith, IOOF’s Miriam Herold, Mercer’s 
Brendan Irwin, Select Asset Management’s 
Mahmoud Khwaja, Lonsec’s Eleanor Men-
niti, Innova’s Dan Miles, Morningstar’s Alex 
Prineas,  Commonwealth Bank’s Aman Ram-
rakha and Advance Asset Management’s Chris 
Thompson.

What is alternative beta?
Traditional hedge funds have for decades of-
fered investors sources of returns they would 
not get from traditional assets. Among the 
many available strategies are long/short, market 
neutral, trend following, global macro, relative 
value arbitrage, event driven and many others. 

The advantage of these return sources is that 
they are generally uncorrelated to equity market 
returns – they are unlikely to result in the same 
outcome as traditional investments.

The disadvantage is that these areas of the 
market have in the past required managers 
with highly specialised skillsets as well as com-
plex infrastructure and technology. This has 
meant they have been typically more expensive 
to access.

With the proliferation of technology and 
wider access to information, this is no longer the 
case. Firms with the expertise and the appro-
priate risk management infrastructure can now 

harvest the betas of these different return sourc-
es very cheaply through highly liquid assets.

By combining these strategies in a portfolio 
and implementing them efficiently with a fo-
cus on risk management and limiting trading 
costs, CFM believes it has found a gap in the 
market for alternatives which meet retail inves-
tors’ needs. To work effectively, the strategy 
must include as many factors as possible within 
a framework of low correlations and different 
skew profiles.

Jordan says getting the balance right is in-
credibly difficult and involves a combination of 
science and craft.

“Intellectual rigour and honesty in the pro-
cess matter a lot,” he said. “The part that is 
craft is reducing in-sample bias to its minimum 
amount. Anything that human beings touch 
will have residual in-sample bias in it. The trick 
is to try and compress it to the maximum. The 
trick is also to discount for the unknown un-
knowns that are not in the data but will happen 
in the future.”

Part of the challenge is finding signals in the 
data that persist over long periods of time – of-
ten decades or even centuries. These are often 
based on behavioural economics and the biases 
inherent in all human beings, Jordan explained.

The strategies also tend to be slower-moving 
than the ones CFM might include in its high 
alpha hedge fund. Slower strategies tend to be 

scalable to higher capacity and are less likely to 
be arbitraged away.

In short, a diversified alternative beta pro-
gram is a mix of simple, well-justified strate-
gies, seeking to deliver persistent excess returns 
with scalable capacity, while exhibiting low cor-
relation to traditional equity and fixed income 
benchmarks. Additionally, because these strate-
gies are algorithm-based, they can be adminis-
tered at a significantly lower price point than an 
old-fashioned hedge fund. This innovative new 
area of investment is now available from CFM 
in an Australian onshore unit trust vehicle.

“We’re trying to target investors that buy into 
this being an anchor to windward in what would 
have been their hedge fund portfolio at a cost 
point that is very efficient in order to harvest 
these beta factors and risk premia,” Jordan said.

“In an ideal world we’d like people to recog-
nise that growth is but one factor and should be 
diversified with other factors held on a struc-
tural basis the same way we’ve held onto beta 
in equities on a structural basis. Timing is a 
fools’ game. Owning these things in a portfolio 
will allow you to harvest the factors and ben-
efit from diversification over time with a higher 
Sharpe ratio.”

The researchers and asset allocators in the 
room wanted to know how alternative beta is 
different from hedge fund replication strategies. 
Jordan said it comes down to control.
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The numbers

US$6 
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CFM assets under 
management.
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Growth is but one 
factor and should be 
diversified with other 
factors held on a struc-
tural basis.
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The numbers

2.5TB
Data processed by  

CFM everyday.

This all means CFM’s strategy is not easily 
replicated, especially by small hedge fund firms 
with limited resources.

Taking the plunge
After some interrogation of the more technical 
details of the research process there was tacit ac-
ceptance of CFM’s approach to alternative beta 
from the researchers and asset allocators in the 
room, many of whom have extensive institu-
tional experience if not directly running hedge 
fund programs themselves. But one question 
remained: how to get the approach through the 
various industry gatekeepers and down the sup-
ply chain to mum and dad investors.

Commonwealth Bank executive manager of 
research Aman Ramrakha said advisers are still 
wrestling with what the term alternative actu-
ally means.

“The general hypothesis at manufacturer and 
researcher level is that alternatives are an appro-
priate asset class for consideration in all portfo-
lios,” he said. “At retail level, the difficulty is in 
understanding.

“As a rule, our message to advisers is that if 
they are not willing to take the time to under-
stand what this thing does then please don’t put 
it in your client portfolios as you’re only setting 
yourself up to fail. The evolution of alternative 
strategies is ongoing but at the moment our fo-
cus is on educating advisers about the benefits 
of a multi-strategy approach as opposed to sin-
gle-strategy approach.”

Lonsec Research senior investment consult-
ant Eleanor Menniti echoed Ramrakha’s con-
cerns: “When you present this to advisers you 
have to avoid the jargon. The underlying prin-
ciples are not that different to investing in the 
equity market. People are scared by the termi-
nology so they stay away.”

Mercer Financial Advice head of research 
Brendan Irwin takes a harder line with his co-
hort of advisers, mandating their use of alter-
natives in order to bring them down a path to 
improving client portfolios. 

“With markets positioned the way they are, it’s 
not a bad thing for advisers to begin to under-
stand how alternatives can bring volatility down 
and diversify a portfolio. It’s a good time to start 
bringing this education to the fore,” he said.

“I’m not saying alternatives are going to be 
the ultimate solution but I think they provide a 
better chance of investors reaching the outcomes 
they need for retirement. We’re saying to advis-
ers, who are being paid to look after people’s re-
tirement, that it’s not an excuse to say you won’t 
recommend alternatives because you don’t un-
derstand them. You’ve got to understand them.”

Anecdotally, in the face of falling term depos-
it rates and the spectre of rising interest rates, 
the heads of research in the room said advisers 
recognise they need more help and are over-
whelmingly asking for more coverage of alterna-
tive investments at research seminars and con-
ferences. But there is still some work to be done.

Winston Capital Partners founding partner 
Stephen Robertson, whose firm is responsible 
for distributing CFM’s alternative beta strategy 
in Australia and New Zealand, said he’d heard 
advisers say they prefer to sell infrastructure 
products as part of clients’ alternative allocation 
because it is tangible and easier to explain.

“They say they have to be able to sell a story 
to their client. It’s the infotainment part of our 
marketplace.”
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“Replication is not a first order strategy. You 
are operating with basis risk. With alternative 
beta I am controlling the instruments in the 
portfolio,” he said.

“Replication is a very blunt instrument to 
harvest these factors. Replication is usually a 
child of the investment banks therefore there is 
an issue of in-sample bias because you are pre-
sented with a menu of hundreds of strategies. 
There aren’t hundreds of strategies that have 
true persistence. It’s a much smaller universe.”

Barriers to entry
For a firm to run alternative beta portfolios, Jor-
dan highlighted that considerable investment 
is needed in systems, infrastructure and staff. 
Over half of CFM’s employees are IT engineers 
and since the firm’s inception in 1991, it has in-
vested over $150 million in sophisticated infor-
mation technology systems. 

Today the company has over 1,500 servers 
enabling the collection and presentation of 2.5 
terabytes of information every day, the equiva-
lent of a typical academic research library. The 
data team, comprised of 20 or so IT engineers, 
collects, cleans and manages terabytes of in-
coming data every day.

Furthermore, most of CFM’s researchers 
hold PhDs from some of the world’s leading ac-
ademic institutions, mostly in physics or other 
hard sciences. 

“There is nothing stable about high Sharpe 
ratios. You have to stabilise them by spending 
on infrastructure, by working with new data 
and by innovating,” Jordan said.

“Plausibility and statistical significance feed 
back on each other. Working with data is a very 
easy way to fool yourself. You need rigour, intellec-
tual honesty and you need to have built hundreds, 
if not thousands, of models that do not work.”

The quote

With markets positioned 
the way they are, it’s not 
a bad thing for advisers 
to begin to understand 
how alternatives can 
bring volatility down 
and diversify a portfolio. 
It’s a good time to start 
bringing this education 
to the fore.

From left: Michelle Baltazar, Dan Miles, Robert Graham-Smith, Philippe Jordan, Aman Ramrakha
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Further reading

Visit 
www.cfmaltbeta.com.

au/why-alternative-beta

Miles was hopeful that if the education prob-
lem could be cracked then other impediments 
would fall. “Peer risk is only really a concern at 
the institutional level,” he said. “At the adviser 
level, so long as you can nail down what the 
client’s objective is, they don’t really care how 
you get there so long as you don’t blow up on 
the way.”

All agreed that we live in extraordinary times 
and the rigid definitions the industry is used to 
are proving problematic. Fixed income is look-
ing down the barrel of negative returns and yet 
the industry still regards the asset class as ‘low 
risk’ from a regulatory and portfolio construc-
tion standpoint.

“There needs to be a complete rethink glob-
ally for the ‘defensive’ strategic asset allocation,” 
said Irwin. 

Ramrakha concurred, adding: “The defini-
tions have to change to define what investors 
risk tolerances are against an objective. It’s a se-
curity blanket to ask clients five or six questions 
to come up with a risk profile.”

Jordan proposed a new way to look at risk pro-
files more closely aligned with portfolio volatil-
ity. Under this approach the benefits of allocat-
ing to alternative beta are self-evident.

“There’s one experiential piece of what we’re 
proposing that can be a quantum change in 
experience for mums and dads. And that’s 
managing portfolios at constant risk,” he said. 
“They’ve been fed portfolios at variable risk – 
they get given the market. With this [alternative 
beta] approach you can set the dial for the risk 
outcome people want. We know that every year 
we will deliver 6% volatility, give or take 10%.”

Controlling volatility like this has the effect 
of narrowing the range of outcomes that can be 
expected from the exposure.

Advance Asset Management alternative as-

Innova Asset Management managing direc-
tor and co-chief investment officer Dan Miles 
said confusion as to what constitutes an alterna-
tive investment was making the genuine article 
a hard sell. “The moment we throw everything 
that isn’t equity or fixed interest into the alterna-
tives bucket the education becomes difficult,” he 
said. “Listed infrastructure is not an alternative 
to anything. Neither is listed private equity.”

Education is not the only barrier to more 
widespread adoption of alternatives in the retail 
market. The other is part regulatory and part 
self-preservation, as Ramrakha explained: “If 
you asked an industry fund member if they were 
invested in alternatives they probably wouldn’t 
know. But the industry funds don’t get into 
trouble allocating to alternatives in their bal-
anced funds. Multi-managers don’t get called 
out because 2% of their portfolio is invested 
in alternatives. But in retail the adviser will get 
called out at some point.

“Licensees are somewhat scared of what they 
don’t know and are choosing either not to use 
alternatives or are putting tight controls around 
how they are used by limiting it to no more than 
15% of a growth portfolio,” he continued.

Miles added that platforms and superan-
nuation trustees can be similarly conservative: 
“They might have a much greater level of knowl-
edge than an adviser would but see nothing but 
downside to giving approval to something that 
is a bit esoteric,” he said to nods of agreement 
in the room.

Findex head of investment research Stefano 
Cavaglia lamented risk-adverse gatekeepers and 
said he’d had huge success implementing hedge 
funds in the past. “When our growth or value 
managers underperformed, our hedge fund just 
rocked and we were happy to pay performance 
fees because our clients were better off,” he said.

sets portfolio manager Chris Thompson sees 
one area where alternative beta could be imple-
mented very effectively: low-cost super.

“In some spheres you’d compare alternative 
beta to hedge funds but in the MySuper space 
it’s there to be added to a 70-30 equity-bond 
portfolio. It doesn’t have to compete against 
hedge funds,” he said.

Ramrakha thinks the opportunity for this 
new product set is also enhanced by the fact that 
many of the world’s traditional alpha-generating 
hedge funds are closed to new investors.

“In the retail world I may not get the best al-
pha portfolios because they are not available, so 
if I can get the beta [via alternative beta] that 
I want, cheaply and be transparent and liquid 
with it, then let’s start with that,” he said.

Jordan finished on an optimistic note, outlin-
ing his belief that the Australian market would 
overcome its caution in a bid to arrive at a solu-
tion that would benefit end investors.

“I find Australian investors – by and large 
– very open minded, very progressive in their 
thinking. They are prepared to look at just 
about anything, which is not the case with eve-
ryone on the planet. They are also prepared to 
be wrong, which is a good thing. When you look 
at winemaking in Australia, there’ve been a lot 
of mistakes. But it’s clearly working because it 
just gets better and better.” fs

CFM is a Paris-headquartered, systematic investment manage-

ment firm, launched in 1991, with global offices in London, New 

York and Tokyo. A team of over 140 manages more than US$6 

billion. CFM is partnering with Winston Capital Partners in Sydney 

for the distribution of the CFM ISDiversified alternative beta pro-

gram. CFM ISDiversified combines a portfolio of Alternative Beta 

strategies in a single efficient, diversified program. Launched 

in January 2014, the first two years have provided returns of 

+13.75% and +6.03%, on an annualized volatility of 6%.
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