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Factor Investing: When Alpha Becomes Beta

Many sources of alpha have become easy to identify and widely replicated over time. 
Such systematic return drivers, or factors, occupy the space between traditional beta 
and alpha. They represent investment strategies that require skill beyond passive 
investing but not the complexity necessary for alpha generation. Factor investing can 
provide significant benefits to investors through controlled risk exposures and lower 
fees relative to active investing.

The quest to separate beta from alpha has yielded 
substantial literature identifying new return 
drivers, or factor-based, systematic risk expo-

sures. Such factors are known by an array of names, 
including “alternative beta,” “smart beta,” and “risk pre-
mium factors.” These risk premiums were once alpha-
producing strategies but have become easily replicated 
and widely used among institutional investors. “Many of 
the factors that we recognize today—like value–growth 
and momentum—were originally labeled as anomalies, 
or alpha, as they could not be explained by existing risk 
factors,” writes Andrew Ang, Ann F. Kaplan Professor 
of Business at Columbia Business School, in his paper 
“Factor Investing” (2013, p. 21). In addition to the well-
known factors of value versus growth, size, momentum, 
and low volatility, more recent factors include liquidity, 
carry, and even profitability.

Factor investing has traditionally been the province 
of equity investors, but it can also be applied to other asset 
classes and to hedge fund strategies. Until recently, hedge 
funds were the primary investment vehicle for institutional 
investors willing to pay seemingly steep fees for the poten-
tial of alpha generation from unconstrained mandates and 
expansive opportunity sets. Following the internet stock 
collapse, some consultants and academics looking more 
critically at the drivers of hedge fund returns, began ask-
ing which portion of the returns constitute true alpha and 
which portion can be explained by systematic risk factors. 
In Expected Returns to Major Asset Classes (2012), Antti 
Ilmanen, principal at AQR Capital Management, says, 
“Over time and certainly by 2008, investors learned that 

hedge fund returns are a mixture of alpha and a variety of 
betas and that, for the industry in aggregate, the net alpha 
could not be very large” (p. 136).

DRAWING A LINE BETWEEN ALPHA AND BETA
A universal definition of factors or “alternative beta” does 
not exist, nor is there a universally agreed-upon set of fac-
tors or betas. Ang (2013) identifies factors by four charac-
teristics: A factor (1) is supported by academic research, (2) 
has a history of generating significant excess returns and 
expectations for generating significant future excess returns, 
(3) has a performance history long enough to include mar-
ket crises, and (4) is easily implemented through liquid, 
tradable instruments.

The concept of using factors to explain returns is not 
new, but the complexity and opacity of hedge funds has 
made it more difficult to identify common hedge fund risk 
exposures. Attempts to isolate hedge fund factors began 
at least a decade ago. William Fung and David Hsieh 
(2004) identified seven hedge fund risk factors and cat-
egorized them as trend following (bonds, currencies, and 
commodities), equity oriented (equity market, size/spread), 
and bond oriented (bond market, credit spread). Later, they 
added emerging markets as an eighth factor. Asness (2004) 
used the term “hedge fund beta” to describe systematic, 
well-known strategies that have “rules for how to imple-
ment them, and these rules are not secret” (p. 10).

How factors are defined has serious implications for 
the recognition of alpha, and the boundaries between alpha 
and beta are not always clear. Ilmanen (2012) defines alpha 
as a function of an asset-pricing model that specifies which 
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factors drive expected returns; alpha belongs to the por-
tion of returns not explained by the model. Defining alpha 
in this way, he notes, illustrates how alpha sources become 
beta as more factors that explain returns are identified. Risk 
factors or return sources that are not widely available and 
not easily defined are more likely to be alpha than beta.

Hedge fund returns can generally be decomposed 
into traditional betas, systematic factor betas, and alpha. 
Traditional beta comprises equity beta and bond beta, and 
sometimes credit beta, and can be accessed through inex-
pensive, liquid, transparent investment vehicles. Factor 
betas include multiasset strategies, such as carry, momen-
tum, and volatility, and such strategies as mechanical 
merger arbitrage and convertible arbitrage. Whereas tra-
ditional beta can be passively implemented, factor invest-
ing requires manager skill. Return expectations for factor 
investing are greater than those for traditional beta strate-
gies but not as high as those for alpha strategies.

Douglas Smith, CFA, senior investment consultant 
for hedge fund research at Towers Watson, describes how 
the well-known momentum, or trend-following, strat-
egy that is implemented by commodity trading advisers 
(CTAs) can be expressed as beta. Returns from CTAs were 
once considered a source of alpha, but Smith says studies 
have shown that these returns can be explained. “The return 
driver, or the risk premium, from the momentum or trend 
strategy can be captured very simplistically across a variety 
of markets over short- to medium-term time horizons,” 
he says. “Buying securities that have gone up in price over 
the previous one-, three-, or maybe six-month time period 
and shorting those that have done the opposite is the very 
simplest way of capturing that return driver. Momentum 
explains a good portion of the returns from a CTA—not 
100% of the returns, but a good portion of them.”

CONTROLLING RISK EXPOSURES
The identification of beta strategies that masquerade as 
alpha has significant implications for investors in terms 
of risk control, diversification, and fees. A lesson from 
the 2008 financial crisis is that many asset classes share 
common risk exposures; thus, diversifying by asset classes 
alone can leave an investor overexposed to these common 
risks. Since the crisis, investors have been paying more 
attention to risk factor analysis and the degree to which 
asset classes share exposures to common macroeconomic 
risk factors, such as inflation, and asset class risk factors, 
such as the equity beta. A NEPC study showed that for 

2008–2012, hedge fund returns measured by the HFRI 
Fund Weighted Composite Index were highly correlated 
(at 0.84) with S&P 500 Index returns (Mitchell 2013, p. 
4). Because the equity beta is also embedded in other asset 
classes—for example, private equity, high-yield bonds, and 
global credit—many institutional investors have overly 
large unintended equity bets.

Structuring a portfolio by factors rather than asset 
classes can reduce exposure to traditional equity beta and 
provide a more diversified mix of risk exposures. Many fac-
tors have low correlations with traditional betas, and with 
each other, and thus have valuable diversification prop-
erties. A Towers Watson 2014 study found correlations 
between the carry and momentum strategies ranged from 
–0.40 to 0.38 for rolling three-year periods from Decem-
ber 1996 through December 2013. Ilmanen (2012) illus-
trates the advantage of using factors to construct hedge 
fund portfolios: “With hedge fund betas, we can structure 
a diversified portfolio with an especially attractive reward-
to-risk ratio—for example, combining value and momen-
tum strategies that both have a positive alpha but are often 
negatively correlated with each other” (p. 139). Using fac-
tors in hedge fund portfolio construction also increases 
transparency and one’s ability to monitor the degrees of 
factor exposures. Another advantage of understanding the 
risk premiums underlying portfolio assets is that investors 
can gain insight into how the portfolio is likely to perform 
in various markets or macroeconomic environments.

LOWERING FEES
Factor analysis can be used to assess whether a manager is 
achieving alpha or is using a factor-based strategy to cap-
ture returns from beta. A consensus among proponents of 
separating hedge fund betas from alphas is that investors 
should not pay “alpha fees” for beta. Fees for factor invest-
ing should reflect the degree of manager skill required and 
should be greater than those for traditional beta but sub-
stantially less than alpha fees. Alpha fees can be reserved 
for the returns usually associated with complex investment 
strategies and illiquid investment instruments. True alpha 
is rare and should be rewarded accordingly.

Paying traditional hedge fund fees for only the por-
tion of a fund that is expected to generate actual alpha 
can provide investors with significant cost savings. Smith 
says that if CTA returns can be replicated simply, clients 
can avoid paying the 2% fixed and 20% performance fees 
often charged by CTAs. “Clients can get the diversifying 
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benefits and attributes of that allocation for a portfolio 
and pay a lot less for it,” he notes. “The goal is to carve out 
diversifying return drivers from the more expensive hedge 
fund structure and to capture them directly for a much 
lower fee, typically a flat fee of much less than 1%.”

EVALUATING PERFORMANCE
Factor investing is generally not expected to replicate the 
returns of skilled hedge fund managers but, instead, to pro-
vide returns consistent with the chosen strategy. Although 
equity factor indices have proliferated, pure hedge fund 
factor indices are nonexistent because hedge fund indices 
are manager composites. Benchmarking performance is 
a challenge; direct comparisons with hedge fund indices 
are not always useful. “There is no perfect index in hedge 
fund land,” says Smith. “In some cases, the benchmark is 
a return target we set with our clients, a performance goal 
we are trying to achieve based on return, volatility, and 
other metrics the client wants us to manage to. We are 
usually not trying to meet a relative return target.”

CONCLUSION
The ability to isolate and understand a greater number of 
systematic risk factors enables investors to structure more 
defined risk profiles for fees that are closer to those of beta 
strategies than alpha strategies. Hedge fund investors have 
been slower than equity investors to reap the benefits from 
factor investing because hedge fund managers are not gen-
erally motivated to offer their products at low fees. Yet, 
Smith says the idea of “alternative” or “smart” beta is starting 
to gain more popularity as investors recognize that they can 
get a diversified product similar to what can be captured in 
certain types of hedge funds but for much lower fees. Smith 
says Towers Watson negotiates with hedge fund managers 
to structure portfolios based on the return drivers, risk pre-
miums, or styles the firm identifies. “When you consider 
that the average return target for a diversified hedge fund 
portfolio is around cash plus 4%–6%, if you can save 100–
200 basis points by incorporating alternative beta as a sig-
nificant component of your hedge fund portfolio—let’s say 

20%–30%—it is material.” Factor investing can be particu-
larly advantageous relative to investing in a fund of hedge 
funds because diversification can be achieved without pay-
ing the extra layer of fees associated with a fund of funds.

Industry proponents predict factor investing will 
become mainstream for all asset classes and that aca-
demic research will identify common risk factors in illiq-
uid markets, such as private equity and real estate. Ilmanen 
believes that increases in demand for factor-based products 
may eventually reduce expected returns to the strategies, 
although factor betas will continue to offer higher ex ante 
risk premiums than traditional betas.
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