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Active Alpha Investing:
Redefining the Role of Fixed Income

in a Portfolio
Goldman Sachs Asset Management 

We believe one way to achieve
potentially higher returns, without

impacting overall portfolio risk, is to
significantly increase active fixed income
risk – an approach we call Active Alpha
Fixed Income Investing.

By thoughtfully combining three key
elements, an investor can successfully
implement this approach. First, there must
be a broad opportunity set of strategies
and risks to employ in a portfolio. Second,
managers must possess the skill to exploit
these opportunities on a consistent basis.
Lastly, different sources of active risk must
be combined in a way that produces
optimal risk diversification benefits. Active
Alpha Fixed Income Investing employs a
risk budgeting framework that harnesses
these three elements in order to target the
highest level of absolute returns for a given
level of risk.

IMPROVING PORTFOLIO PERFORMANCE

THROUGH INCREASED ACTIVE BOND RISK

Active Alpha Fixed Income Investing can
push up the efficient frontier for a bond
portfolio to higher expected returns for
any level of risk. Furthermore, taking more
active risk actually extends the efficient
frontier of fixed income investments

further to the right (see figure 1). The
Traditional Portfolio line ends earlier than
the Active Alpha Portfolio line since the
amount of risk that can be taken is
typically limited. By taking active risks
across a broader range of strategies, the
amount of fixed income risk can increase
to improve portfolio performance.

(i) CLEAR CAPACITY TO INCREASE ACTIVE

FIXED INCOME RISK

A typical institutional portfolio might
have 65% equities and 35% bonds in
terms of its asset allocation. However, in
the Active Alpha Fixed Income Investing
framework, it is more important to focus
on risk allocation. In figure 2,
contribution to total portfolio risk is
dominated by equity market exposures
(89.8%), with bond market exposure a
modest 2.2%. Assuming the bond
allocation employs 100 basis points of
active risk/tracking error, active bond
portfolio management contribution to
total portfolio risk is a mere 0.1% and
clearly has the capacity to increase.

(ii) INCREASING ACTIVE BOND RISK CAN

IMPROVE THE RISK/REWARD RATIO

If the active risk from bonds in the sample
portfolio (65% equity/35% bonds) was
tripled, from 100 to 300 basis points of
tracking error, the rewards could be
substantial. Since fixed income is 35% of
the portfolio, tripling the active managers'
tracking error adds 70 basis points of
standalone risk to the portfolio (see figure
3). The standalone risk shows the
individual risk exposures (two active and
two passive) simply summed together,
ignoring diversification benefits. 

At first glance, adding 200 basis points of
tracking error might seem aggressive if
viewed in isolation. However, viewing risk
at the total portfolio level yields a

compelling insight: because active fixed
income risk is the smallest risk in the
portfolio and is uncorrelated with any of
the other larger risks, the additional 200
basis points of active bond risk leads to
only a 4 basis points increase in total
portfolio risk. This marginal increase
results from diversification benefits.

Meanwhile, the portfolio benefits from an
increase in excess returns. In this analysis,
which assumes a modest information ratio
of 0.5, 35 basis points additional expected
return is achieved. With only 4 basis
points of additional risk, this is a
compelling 8-to-1 risk/reward ratio.

MAXIMIZING RETURNS AT ANY TARGET RISK

The success of Active Alpha Fixed Income
Investing is ultimately determined by
thoughtfully combining three basic
elements: namely a broad opportunity set
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Figure 2: Typical Pension Fund Asset Allocation

Figure 1: Improving the Efficient Frontier of 
Fixed Income Investments

Source: GSAM. Calculations assuming equity index volatility of

16.8% annualised, active equity tracking error of 5% annualised,

fixed income index volatility of 4.5% annualised, and active fixed

income tracking error of 1% annualised. Data is based on strategic

long-term assumptions made by GSAM's Global Investment

Strategy's group. Please see disclosures for additional information.Source: GSAM. For illustrative purposes only.

Risk Exposure
Contribution to Total

Portfolio Risk

Passive Equity Beta 89.8%

Active Equity Alpha 7.9%

Passive Fixed Income Beta 2.2%

Active Fixed Income Alpha 0.1%
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combined with manager skill and inherent
diversification benefits.

Generally speaking, the wider the
opportunity set, the better. In the fixed
income markets, there are thousands of
securities for investors to evaluate, trade
and incorporate into a portfolio. Likewise,
there are a multitude of diverse active
strategies that can be employed, such as

interest rate, country, currency and sector.
We can divide the opportunity set into
top-down macro strategies and bottom-up
relative value strategies.

Peer group analysis of active fixed income
managers across a number of different
strategies concludes that managers are
skilful. In fact, the median manager has a
fairly high information ratio, often above

the conservative 0.5 assumption employed
in the prior analysis.

The combination of many unrelated active
strategies potentially reaps an enormous
diversification benefit. When a large
number of active strategies are employed,
the benefit from risk diversification
permits a higher level of active risk to be
taken in each individual strategy while still
keeping the total active risk constant.

PUTTING IT ALL TOGETHER IN A RISK BUDGET

A broad investment opportunity set,
investor skill and diversification benefits
are necessary ingredients, but do not alone
guarantee successful Active Alpha Fixed
Income Investing. A risk budgeting
framework that effectively combines these
elements is also required. 

An example of three risk budgets –
Narrow, Intermediate and Broad
opportunity sets – is shown in figure 4.
The column labelled “Optimized Target”
shows the amount of risk that should be
assigned to that strategy to best balance
investment skill, diversification benefit
and potential return. The column marked
“Constraint” indicates a maximum
tracking error, which accounts for
externally imposed investment constraints. 

Target excess returns more than double as
you move from the Narrow to Broad
Portfolio. This is due to gaining access to
higher information ratio strategies
combined with access to greater
diversification benefits with the information
ratio improving from a relatively anaemic
0.31 to a much more inspiring 0.73. The
Broad Portfolio is a vivid example of the
potential of Active Alpha Fixed Income.

CONCLUSION

By offering return potential not traditionally
associated with fixed income mandates,
Active Alpha Fixed Income Investing can
redefine the role of bonds in a portfolio.
However, its power lies in its flexibility.
Regardless of the amount of active risk an
investor seeks, this framework serves to
identify the optimal mix of opportunities,
skills and diversification benefits to
maximize targeted excess returns.

Disclosures:

In the event any of the assumptions used here do not prove to be true, results are likely to vary substantially. These examples are for illustrative purposes only and do not purport to show actual results.  Indices are

unmanaged. There can be no assurance that the targets stated above can be achieved. Please be advised that the targets shown above are subject to change at any time and are current as of the date of this presentation only.

Targets are objectives and should not be construed as providing any assurance or guarantee as to the actual returns or tracking error that will be realised in the future from investments in any asset or asset class described

herein. Tracking Error is one possible measurement of the dispersion of a portfolio's returns from its stated benchmark. More specifically, it is the standard deviation of such excess returns. Tracking error figures are

representations of statistical expectations falling within “normal” distributions of return patterns. Normal statistical distributions of returns suggests that approximately two thirds of the time the annual gross returns of the

accounts will lie in a range equal to the benchmark return plus or minus the tracking error if the market behaves in a manner suggested by historical returns. Targeted tracking error therefore applies statistical probabilities

(and the language of uncertainty) and so cannot be predictive of actual results. The tracking error that will actually be achieved may inherently lie outside of the range suggested by a “normal” statistical distribution of

returns. The actual tracking error is the result of many factors (including but not limited to market volatility, company specific anomalies, instability of correlation between benchmark holdings, timing differences between

the calculation of the portfolio value and the valuation of the benchmark by the index provider. In addition, past tracking error is not indicative of future tracking error and there can be no assurance that the tracking error

actually reflected in your accounts will be at levels either specified in the investment objectives or suggested by our forecasts. This presentation has been communicated in the United Kingdom by Goldman Sachs Asset

Management International which is authorised and regulated by the Financial Services Authority (FSA). Article content copyright 2006 Goldman Sachs & Co. All Rights Reserved. (05/2156)
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Figure 3: Increasing Active Bond Risk Can Significantly Boost Returns With 
Only a Marginal Impact on Total Portfolio Risk

Expected returns and risk, as measured by the standard deviation of returns, are statistical estimates of hypothetical average returns of

economic asset classes, derived from statistical models. Actual returns and risks are likely to vary from expected returns and risks. Expected

return and risk models apply statistical methods and a series of fixed assumptions to derive estimates of hypothetical average asset class

performance. Reasonable people may disagree about the appropriate statistical model and fixed assumptions. These models have limitations,

as the assumptions may not be consensus views, or the model may not be updated to reflect current economic or market conditions.

Accordingly, these models should not be relied upon to make predictions of actual future account performance. Goldman Sachs has no

obligation to provide recipients hereof with updates or changes to such data. There is no guarantee that the above results can or will be

achieved. Please see additional disclosures.

Figure 4: Broad Mandate Uses Active Risk Most Efficiently

For illustrative purposes only.

To discuss your fixed income investment needs please contact Sally Marshall, Head of UK Local Authority Business Development at Goldman
Sachs Asset Management on: 020 7774 8487 or sally.marshall@gs.com. Visit our activealpha.gs.com website for further information.


