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The following report provides in-depth analysis into the successes and challenges of the NorthCoast Zero Beta 
investment strategy throughout 2016, important research into the mechanics of the strategy, and a brief outlook for 
2017.  

Objective & Description 

Zero Beta is a separate account strategy designed to produce attractive long-term risk-adjusted returns through a 
strategic and dynamic allocation among a broadly diversified group of ETPs and mutual funds which are typically 
not correlated to the general equity or fixed income markets.  The strategy consists of positions that collectively 
seek to produce a positive return with zero, or near zero, beta to the equity market. 
 
The strategy aims to create value through three initiatives: 

1) Identifying a set of efficient investment vehicles to gain exposure to major commoditized Risk Premia 
(equities, bonds, reinsurance, short volatility, etc) while maintaining transparency and reasonable fees.  
What is Risk Premia? 
 

2) Once identified, selecting from those investments ones with diverse mandates that strive to provide 
consistent returns beyond investment style exposure while mitigating risk. 
 

3) Allocating strategically and dynamically among the above-mentioned vehicles through a systematic 
approach that targets risk-adjusted returns and limited drawdowns. 

 
 
Proper Benchmarking :  A Variety of Alternative Options in Today’s Market 

To achieve this outcome, we need to understand the liquid alternative options in today’s marketplace. We’ve 
presented two index options for comparing our liquid alternatives strategy.  
 
The first index is the Credit Suisse Liquid Alternative Beta Index (CSLAB), which reflects the combined returns of several 
systematic investment strategy indices: Long/Short Equity, Event Driven, Merger Arbitrage, Managed Futures and 
Global Strategies. The second index is the Morningstar Diversified Alternatives Index (DIVALTT), which blends a 
diversified set of alternative ETFs from ProShares: Hedge Fund replication, Long/Short RAFI, Merger Arbitrage, 
Managed Futures, Listed Private Equity and Break Even Inflation. 
 
Although quite different from the S&P 500 Index, these indices do exhibit a high correlation to the S&P500 (above 
70%), and a significant beta (above 0.3). In a bull market this may provide a tailwind, but in a bear market, this 
correlation may hinder performance and cause the index to miss the allocators intended goal of diversification. To 
illustrate the importance of this consideration, let’s look at the risk side of these indices and compare them to 
NorthCoast Zero Beta. 
 
Relying on daily data over 2016 and adjusting the returns for the equity market beta return contribution, we can see 
that because of the high correlation these two indices did not add much value beyond the S&P 500 Index equity 
exposure.  
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 1/1/2016 –  
12/31/2016 

NorthCoast  
Zero Beta 

Credit Suisse  
Liquid Alternative 

Morningstar  
Diversified Alternative 

S&P 500 Index 

Annual Return 3.6% 5.0% 2.3% 12.0% 

1 Year Beta (vs. S&P 500 Index) 0.01 0.38 0.32 1 

Volatility 3.8% 5.3% 3.5% 13.1% 

Drawdown -2.6% -3.6% -3.5% -10.3% 
      Source: Bloomberg, NorthCoast Asset Management 

 
 

 
Source: Bloomberg, NorthCoast Asset Management 

The 2016 daily performance chart provides a clear view of Zero Beta’s steady course and low correlation to general 
market gyrations.   Zero Beta’s relatively flat performance contrasts sharply to the S&P 500 Index’s volatile January and 
February. The charts below focus on two noteworthy periods: Brexit and the US elections. 
 

Case Study 1:  Brexit Vote, June 24 – July 29 

 
              Source: Bloomberg, NorthCoast Asset Management 

 

Zero Beta remained stable during both the pull-back and recovery of equity and bond markets during those periods. 

NorthCoast Zero Beta vs. Equities & Fixed Income 
Post Brexit Performance 

Daily Returns, 6/24/16 – 7/29/16 
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Case Study 2:  U.S. Election, November 11 – December 31 

 
                       Source: Bloomberg, NorthCoast Asset Management 
 
As displayed above, Zero Beta kept a steady upward course during the post-election period. 
 
Indeed, we have designed Zero Beta to address the need for a diversified alternative solution with little or no exposure 
to the S&P500 and the Bond Aggregate Index. The comparison of the indices and the two case studies illustrate a 
successful implementation of those orthogonal (non-correlated) characteristics in 2016.  
 
 
Investment Process 

As the diagram below illustrates, different investment styles can be assessed on the spectrum of capacity, strategy risk, 
and fee schedule.   

The base of the diagram is what many investors are most familiar with: traditional beta - investing in the S&P 500 Index 
or the Bond Aggregate Index. These investment options have high capacity, low strategy risk, and low fees. These types 
of investments are what Zero Beta seeks to differentiate from, and will generally allocate very little to. The second level 
of the diagram represents 
investments that have gained 
acceptance over the past decade and 
are viewed as either an improvement 
upon the more traditional investment 
options, or provide exposure to asset 
classes/investment styles overlooked 
in traditional portfolios. These have 
sizable capacity, low strategy risk, 
moderate fees and can add value to 
most investors’ portfolios. 

Finally, at the top of the spectrum, are 
sophisticated hedge fund strategies which typically have capacity constraints, bear significant manager risk, and come 
with higher fees. Despite those issues, these investments have the expectation of providing significant added value 
beyond the previous categories. 

NorthCoast Zero Beta vs. Equities & Fixed Income 
Post U.S. Election 

Daily Returns, 11/9/16  – 12/31/16 
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We feel Zero Beta provides an optimal mix of the top two levels of the diagram allowing for a broadly diversified 
product (from the perspective of risk factors and investment styles) with superior long-term risk-adjusted returns. 
This requires implementing a strict process to select and combine investment approaches from both pools. Relying 
on our collective experience and knowledge of both spaces, as well as portfolio construction methodology, we have 
outlined the following steps: 

① Selection of Risk 
Premia Strategies 

Zero Beta aims to gain exposure to some asset classes or standardized strategies that 
earn a risk premium over the long term (equities, bonds, reinsurance, short volatility, 
etc.). In this space, we seek to identify efficient vehicles in order to gain exposure to 
those Risk Premia strategies with transparency and low fees being desirable qualities.   

② Selection of 
Alpha Strategies 
 

Zero Beta also aims to gain exposure to strategies that produce consistent returns, while 
remaining uncorrelated to both the general markets and the Risk Premia strategies 
illustrated above. Investment vehicles in the Risk Premia pool tend to be opaque and 
command higher fees; hence we conduct a very careful analysis of an investment’s 
historical returns and process to substantiate the rationale for and sustainability of 
alpha. Risk management at the investment and firm level are also factors we take into 
account. 

③ Allocating 
strategically and 
dynamically 
 

The capital allocated to Risk Premia and alpha strategies evolves according to the 
environment, risk dynamics and manager-specific circumstances. Here we recognize the 
multi-faceted nature of risk: drawdown, tail-risk consideration, correlation structure 
dynamics, convexity, allocation sensitivity, investment style sensitivity and a strategy’s 
contribution to the overall portfolio risk. 

 
 

Portfolio Performance: 2016 Review 

The following table displays the relative allocations and contributions of each strategy/style which Zero Beta had 
exposure throughout 2016.  

  Average Weight (%) Contribution (%) Return (%) 

Cat Bonds 19.74 1.32 6.69 

Volatility Timing 1.7 1.28 52.13 

Volatility Premia 13.17 0.66 7.64 

Market Neutral 11.33 0.66 5.85 

Alternative Lending 4.65 0.37 3.71 

Floating Rate 1.64 0.16 1.62 

Merger Arbitrage 1.79 0.14 1.39 

Managed Futures 9.88 0.08 0.81 

Style Premia 19.62 -0.14 -0.47 

Global Macro 4.59 -0.42 -4.27 

Cash 11.9 - - 

        1/1/2016 – 12/31/2016. Source: NorthCoast Asset Management, Bloomberg.  

Below we review the most salient performance points, why we initiated or terminated a position, and how the position 
has performed relative to expectations. They are divided into three categories, strong performers, challenges, and new 
positions.  
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Strong Performers: 

Cat 
Bonds 

Performed according to expectations, with an episode of volatility related to Hurricane Matthew. We 
also split the sizable position between two managers with different approaches to the space. 

Volatility 
Timing 

Performed well beyond expectations, with a timely reduction of the position before the Brexit event. 
Given the high-risk nature of this position, we only have a small allocation to it. 

Volatility 
Premia 

Spent the first half of the year in the red due to the European Central Bank and the Bank of Japan 
further lowering interest rates, as well as government solvency problems in Mexico. Then the 
performance surged during the second half to finish in positive territory. This illustrates the key 
concept that selling volatility across markets requires discipline, which gets rewarded over time. The 
other important point is diversification across markets: the drawdown following the surprising Brexit 
vote was a marginal -1.5%. 

Market 
Neutral 
Equities 

Performance was flat during the difficult environment of the momentum sell-off. Throughout the pre-
election uncertainty, the position was more productive and ended up posting a respectable 
performance for the year, just behind our expectations. 

 

  
           Source: Bloomberg, NorthCoast Asset Management 

*The charts (Volatility, Strong Performers, Challenges and New Positions) display the performance of the strategy’s underlying position in 
2016 (1/1/16 – 12/3116) and does not necessarily represent the performance of the position during the NorthCoast holding period. 

* 

* 
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Challenges: 

Managed 
Futures 

Flat during the year, which was below expectations. We switched providers at the beginning of the 
year, as we had capacity concerns over the initial manager and our targeted manager finally cleared 
the AUM threshold while offering a more attractive price point. This proved to be beneficial as the 
new manager performed better during the rest of the year. 

Style Premia 
After a productive 2015, this strategy started strong in 2016 but then went into negative territory, 
echoing some of the difficulties we saw in other liquid markets during the momentum sell-off. It 
surged in November to finish the year flat, below our expectations. 

Global 
Macro 

A position we exited as the manager’s AUM was starting to drop below our acceptable threshold. 

 
        Source: Bloomberg, NorthCoast Asset Management 

 

New Positions: 

Alternative 
Lending 

A position that we were able to participate in as early investors, thanks to our relationship with one 
manager. The Risk Premia it is collecting is found in peer-to-peer platforms, and has both an attractive 
yield and a very low duration. This holding has performed beyond expectations. 

Floating 
Rate 

Offered an attractive yield with little or no duration. This holding has performed above expectations. 

Merger 
Arbitrage 

Guided by a well-documented systematic process and has performed according to our 
expectations. 

Cash  
Necessary as we needed to rotate between managers and initiate/terminate positions, some of 
them requiring a 3 month period to trade in/out of them. We anticipate this allocation to be 
reduced in the future to minimize cash drag. 

* 
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             Source: Bloomberg, NorthCoast Asset Management 

 
Onto 2017…  

Below is a chart outlining the current strategy allocation.  

*Source: Bloomberg. NorthCoast Asset Management. As of 12/31/2016.  

We believe this differentiated set of strategies and the customized portfolio allocation is our answer to the uncertain 
environment of 2017 for the investor seeking uncorrelated returns.  
 

Points to Consider 

 When seeking non-correlated strategies in today’s marketplace, consider a multi-manager solution. There 
are many attractive investment opportunities coupled with more diversification benefits to potentially 
improve your portfolio.  

 Investing in liquid alternatives requires a thorough understanding of the Risk Premia and active 
management strategies, with particular attention to unwanted risk exposure to offer a truly non-correlated 
strategy.  

 Markets and most money managers are dynamic, which requires one to stay vigilant and re-assess constantly 
to determine the proper course of action.  
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Important Disclosure Information  

*Credit Suisse Liquid Alternative Beta Index *Morningstar Diversified Alternatives Index 

The Credit Suisse Liquid Alternative Beta Index reflects 
the returns of a dynamic basket of liquid, investable 
market factors selected and weighted in accordance 
with an algorithm that aims to approximate the 
aggregate returns of the diversified universe of hedge 
fund strategies. 

The Morningstar Diversified Alternatives Index is designed to 
provide diversified exposure to alternative asset classes in order to 
enhance risk-adjusted portfolio returns when combined with a 
range of traditional investments. It allocates among a 
comprehensive set of ETFs that employ alternative and 
nontraditional strategies such as long/short, market neutral, 
managed futures. 

 

The information contained herein has been prepared by NorthCoast Asset Management LLC (“NorthCoast”) on the basis of 
publicly available information, internally developed data and other third party sources believed to be reliable. NorthCoast 
has not sought to independently verify information obtained from public and third party sources and makes no 
representations or warranties as to accuracy, completeness or reliability of such information. All opinions and views 
constitute judgments as of the date of writing without regard to the date on which the reader may receive or access the 
information, and are subject to change at any time without notice and with no obligation to update. This material is for 
informational and illustrative purposes only and is intended solely for the information of those to whom it is distributed by 
NorthCoast. No part of this material may be reproduced or retransmitted in any manner without the prior written 
permission of NorthCoast. NorthCoast does not represent, warrant or guarantee that this information is suitable for any 
investment purpose and it should not be used as a basis for investment decisions.  

 
PAST PERFORMANCE DOES NOT GUARANTEE OR INDICATE FUTURE RESULTS.  
 
This material should not be viewed as a current or past recommendation or a solicitation of an offer to buy or sell any 
securities or investment products or to adopt any investment strategy. The reader should not assume that any investments 
in companies, securities, sectors, strategies and/or markets identified or described herein were or will be profitable and no 
representation is made that any investor will or is likely to achieve results comparable to those shown or will make any 
profit or will be able to avoid incurring substantial losses. Performance differences for certain investors may occur due to 
various factors, including timing of investment.  Investment return will fluctuate and may be volatile, especially over short 
time horizons.  
 
INVESTING ENTAILS RISKS, INCLUDING POSSIBLE LOSS OF SOME OR ALL OF THE INVESTOR'S PRINCIPAL.  
 
The investment views and market opinions/analyses expressed herein may not reflect those of NorthCoast as a whole and 
different views may be expressed based on different investment styles, objectives, views or philosophies. To the extent 
that these materials contain statements about the future, such statements are forward looking and subject to a number of 
risks and uncertainties.  
 
 
Glossary of terms & strategies 
 
Alpha – Measures risk-adjusted performance, representing excess return relative to the return of the benchmark, 
otherwise thought of as an uncorrelated source of return 

Beta – A statistical measurement of an investment’s sensitivity to market movements in relation to an index. A beta of 1 
indicates that the security’s price will move with the market. A beta of less than 1 means that the security will be less 
volatile than the market. A beta of greater than 1 indicates that the security’s price will be more volatile than the market. 

Capital Structure Trading/Event Driven – The simultaneous buying and selling of different securities in a company’s 
capital structure (its long-term debt, specific short-term debt, common equity and preferred equity); attempts to take 
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advantage of events such as mergers and restructurings that can result in the short-term mispricing of a company’s stock – 
shares may be bought to sell later if price adjusts. 

Commodity – Basic goods (e.g. food, grains, oils or metals) that are used to produce other goods or services; due to their 
economic sensitivity, they tend to enhance returns in an upwardly biased market. Materials can offer protection against 
inflation and economic uncertainty; however, they are subject to price increases and decreases because the value of raw 
materials can go up and down rapidly in a short period of time. 

Correlation – The degree of association between two or more variables; the degree to which assets or asset class prices 
have moved in relation to one another. Correlation is expressed by a correlation coefficient that ranges from -1 (never 
move together) through 0 (absolutely independent) to 1 (always move together).  

Credit Long/Short – A trading strategy that combines a long position with a short position in credit-sensitive securities in 
an effort to isolate a specific mispriced risk and remove any market risk or directionality; most often implemented using 
credit derivatives, such as credit default swaps, that seek to isolate the credit risk of a security.  

Currency portfolios which invest in multiple currencies through the use of short-term money market instruments; 
derivative instruments including and not limited to forward currency contracts, index swaps, and options; and cash 
deposits. 

Equity Long/Short – An investment strategy that can buy securities (long) and sell borrowed securities (short); long 
positions are expected to increase in value, while short positions are expected to decline in value or the strategy may 
capitalize on a convergence in price between similar assets. While long/ short strategies have a degree of market exposure, 
they are typically are designed to hedge out a portion of market risk using short positions to offset long positions. 

Global Macro – An investment strategy that invests both long and short in global financial markets, particularly across 
global rates, currencies and volatility markets; based on a macroeconomic view of overall economic and political situations 
in various countries and markets; includes cross-asset relative value strategies whereby long and short positions are taken 
across financial markets globally. 

GTAA An acronym for Global Tactical Asset Allocation, which is a long-only (see definition for long-only), global macro 
strategy (see definition for Global Macro). 

Managed Futures – An asset class managed by professional investment managers who use proprietary trading systems to 
invest in futures and options contracts across a wide range of global markets and asset classes, including stocks, bonds, 
commodities and currencies; subject to additional risks.  

Market Neutral – Long/short strategies that hedge out all market risk; market neutral investments tend to have significant 
portfolio turnover risk that can results in higher costs. 

Merger Arbitrage The strategy of buying the stock of a target company and shorting the stockof the acquirer. 

Nontraditional Bond Strategies divergent in one or more ways from conventional practice in the broader bond-fund 
universe. Rely more flexibility to invest tactically across a wide swath of individual sectors, including high-yield and foreign 
debt, and typically with very large allocations. Attempt to minimize volatility by maintaining short or ultra-short duration 
portfolios, but explicitly court significant credit and foreign bond market risk in order to generate high returns. Funds 
within this category often will use credit default swaps and other fixed income derivatives to a significant level within their 
portfolios. 

Risk Parity An investment strategy that seeks to allocate equally among investments or asset classes based on 
contribution of risk, or volatility, rather than a percentage of total assets. 

Style Premia A quantitative strategy that seeks to mimic the returns of hedge fund factors, which are distinct attributes of 
a portfolio which are deemed responsible for returns, such as value, momentum or size. 

Volatility Arbitrage An investment strategy that involves buying and selling options which are perceived to be mispriced. 
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Risk Premia - The rewards for bearing alternative risk exposure, or the rewards for assuming active, systematic risks (risks 
that in the context of modern portfolio theory cannot be diversified away) 


