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Redux and  
The Road Not Taken



Initial Questions

•  Are my funds undermining asset allocation?

•  How significant is this effect?

•  How can I manage this?
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Looking Deeper in 2024

•  Finding best way to identify mismatch risk

•  How to reflect the investment decision process

•  Balancing judgement and mathematical rigor
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The Investment Process
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Portfolio Construction Using Indexes
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Simple…

No Surprises



Portfolio Construction by Active Managers
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Asset
Allocation

Fund
Selection



What Investment Performance Often Reveals
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What if I said:  
“Your Funds Deliver a Different Asset Allocation”
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Finding Out Your Funds
Undermine Your Asset Allocation
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Do You Say:
“It’s Not Necessarily Bad…”
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“It’s Just Different – That’s OK”
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Here’s the Problem:
It LOOKS the Same but ACTS Different
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How Alpha Seeking Drives Structural Drift
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Ignore Benchmark Misfit:
Mistake Risk for Skill 
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You Believe Your Funds Invest 
Only in Their Named Asset

Portfolio Return

Benchmark Return

Excess Return Tracking Error

Idiosyncratic
(No Structural Effects)

“Blue Pill”
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“Red-Pill Reality”
Focus on how investments BEHAVE, 

Not what they are CALLED

Our case study

• Start with a diversified asset allocation

• Fill each segment with an active fund

• Match the allocations

• Rebalance the portfolio and the benchmark monthly
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No structural differences



Asset Allocation = Benchmark
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How We Find “Effective Exposures”

• Analyze each FUND separately

• Assign weights to market segments to create a mix 
with highest correlation to each fund

• Summarize results across all funds
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This is what your portfolio “acts like”



Results:
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What the Portfolio LOOKS Like What the Portfolio ACTS Like



Looks Like One Thing
Acts Like Another
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What the Portfolio LOOKS Like What the Portfolio ACTS Like
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Effective Segment Exposures
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Effective Portfolio Exposures
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Effective Weights Drive Active Weights 

Active weights create long-Term Allocation effect
• Excess Return
• Tracking Error
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Performance Results
(5 years of monthly returns)

Volatility-Adjusted
Excess Return:

114 bps
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• Misfit Risk is Unmanaged 
and Uncontrolled

• Active Effects should be 
the source of most of the 
Tracking Error

• Some Tracking Error 
subtracts risk from 
portfolio
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Attribution of Tracking Error
(bps)



A Study in Risk Concentration
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HY ExposureNegatively-Correlated
Active Effects

• Over 1/3 of Tracking Error came from unmanaged Misfit Risk
• Nearly 60% of Tracking Error came from two sectors: LCG and US Bonds
• Misfit Risk was primarily caused by one sector: US Bonds



Firing the Winners and Rewarding the Losers

• Ignore misfit risk = misunderstand how funds affect portfolio:
• Excess Return

• Contribution to Information Ratio
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Stealth HY Fund

Efficiency:  
Contribution to Return  

minus 
Contribution to Risk
- Misfit Efficiency
- Active Efficiency



Efficiency Analysis

Most Inefficient Sector: US Bonds

• Contributes 20% of Misfit excess return BUT 53% of Misfit risk

• HY holdings in Bond Fund contribute over half of portfolio tracking error
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Other Approaches to 
Finding Effective Exposures

•  Use Total Portfolio return for regression analysis

•  Add Cash as an asset segment
• For fund-level analysis
• For total portfolio return analysis

• Add Constraint: Solution must have Beta = 1 to portfolio
• Add cash as an asset segment
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Which solution has the 
highest correlation      

to the portfolio?
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Audience Poll:



• Portfolio-Level solutions have asset gaps
• Cash solutions have unreasonably high allocations
• Beta constraint helps to limit high cash allocation
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Mind the Gap(s) Load
the
Boat



Useful Takeaways 

• Portfolio construction is key to delivering your strategy
• Active managers wander outside their mandates
• Benchmark misfit undermines your asset allocation
• Misfit risk is managed through a “team of funds” approach

End the “Beauty Contest” approach to selecting funds!

Build a “Winning Team”
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Appendix
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Contribution to Volatility = Weight  *  Volatility  * Correlation to Portfolio

Contribution to Misfit Risk
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