How to Separate
Alpha from Beta

A Macro Factor Approach for
Portfolio Managersin 2026

‘ r
. Quant -



72 HowtoSeparate Alphafrom Beta

AMacro Factor Approach for Portfolio Managersin 2026

(Contents)

1. The Alpha Leakage Problemin Modern Portfolio Management

2. Understanding Alpha vs Beta in the Macro Context
3. Why Traditional Risk Models Fall Short
4. The Macro Factor Equity Risk Model (MFERM) Approach
Daily Macro Exposure Quantification
Real-Time Regime Detection
5. PracticalImplementation Framework
Step 1: Establish Baseline Macro Exposures
Step 2: Monitor Regime Shifts
Step 3: Separate Returns Attribution
Step 4: Adjust Position Sizing
6. Case Studies: Alphalsolationin Practice
7. Building Your Macro-Alpha Separation Process
8. Measuring Success: Key Metrics and Benchmarks
9. FAQs

10. Conclusion




72 HowtoSeparate Alphafrom Beta

AMacro Factor Approach for Portfolio Managersin 2026

(‘I. The Alpha Leakage Problem in Modern Portfolio Management>

Your portfolio generated 12% returns last quarter. But how much came from genuine
stock selection versus riding macro waves you didn’t even know you were catching?

Most PMs can’t answerit. On average, macro factors explain ~35% of daily S&P 500
stockreturnvariance. Forindividual names, in certain regimes, it runs far higher. If you're
not measuringit, you’re charging alpha fees formacro beta.

Theissue has sharpenedin 2026. Policy regimes shift quickly, geopolitical shocks rewire
correlations overnight, and fundamental style models treat the resulting macro flows as
residual noise. Allocatorsincreasingly want attribution that separates skill fromregime.

Traditional approaches to alpha-beta separation rely on backward-looking correlations
and static factorloadings. These methods miss the dynamic nature of how macro forces
influence individual securities. When rates spike or currencies move, your carefully
constructed long-short positions suddenly carry exposures you never intended.

(2. Understanding Alpha vs Beta in the Macro Context)

Alpha and beta take on different meanings when viewed through a macro lens.
Traditional beta measures sensitivity to broad market movements. Macro beta captures
how individual securities respond to specific macro factors: interest rates, currency
fluctuations, commodity prices, and credit spreads.

Your stock pick in European industrials might show low correlation to the S&P 500 but
high sensitivity to EUR/USD movements. That currency exposure isn’t alpha—it’s macro
betathat needsisolation and measurement.

True alpha emerges only afteraccounting for all macro influences. It represents the
returns attributable to security selection, fundamental analysis, and timing decisions
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thatremainindependent of macro factor movements. Consider this framework:
Total Return = Factor Return (macro) + Specific Return (idio)
Quantify factorreturn first, and what remains is genuine stock-specific alpha. Miss

this step and the two are conflated — either overstating skill in macro tailwinds or
understatingitin headwinds.

(3. Why Traditional Risk Models Fall Short)

Barra and Axioma were built for cross-sectional style factors — value, size, momentum,
quality, volatility. Macro exposure is treated as background, not as a primary, time-varying
driver of returns. Style factors capture macro sensitivity only indirectly (value tilts rate-
sensitive, growth tilts duration-sensitive), and the relationship shifts with the regime.
Theresultis a structural blind spot: when macro becomes the dominant driver of equity
returns — asit does periodically, and sometimes for extended stretches — therisk report
stilllooks normal while the portfoliois carried by macro currents the model cannot see.

Thisis the origin of alpha leakage: out- orunderperformance driven by macro regime
exposure ratherthan stock selection skill, invisible to the risk framework.

These limitations create three specific problems for portfolio managers:

e Delayed Recognition: You discover macro exposures weeks after positions are
established, when monthly risk reports arrive.

e Incomplete Attribution: Returns get attributed to stock selection when macro
factors drove the performance.

e PoorRisk Management: You hedge the wrongrisks because you can’t see the
actual macro exposuresinreal time.




72 HowtoSeparate Alphafrom Beta

AMacro Factor Approach for Portfolio Managersin 2026

(4.The Macro Factor Equity Risk Model (MFERM) Approach>

MFERM addresses these limitations by embedding macro factors at the core of equity
risk modeling. Instead of treating macro as residual, MFERM positions it as the primary
driver that must be isolated before measuring alpha.

The model decomposes each security’s daily returninto factor and specific
components. Coverage spans ~18,000 securities globally across US, Europe, APAC
and Global models. The US model uses 12 macro factors grouped into three buckets:
Growth Expectations (US GDP now-cast, copper, WTl, 5s30s swap spread, 5Y inflation
swap), Financial Conditions (CDXHY, 10Y yield, 10Y real rate, Fed Rate Expectations,
Fed QT Expectations via lyby swaptionvol, USD TWI), and Risk Appetite (VIX). Factor
exposures are solved via supervised-learning time-series regression on a 250-day
rolling window, updated daily.

Daily Macro Exposure Quantification

MFERM updates macro exposures daily, not monthly. This frequency matters because
macro regimes shift faster than traditional risk models can capture. When the Federal
Reserve signals policy changes or geopolitical events unfold, security-level macro
exposures adjustimmediately.

The model tracks exposures across multiple macro factors simultaneously:

e Interest Rate Sensitivity: How individual stocks respond to yield curve
movements

e Currency Exposure: Direct and indirect FX sensitivities through supply chains and
revenue sources

e Commodity Beta: Exposure to oil, metals, and agricultural price movements

e Credit Spread Sensitivity: Response to corporate credit conditions
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Each security receives a daily macro exposure profile that shows exactly how much
of its price movement stems from each macro factor. This granularity enables precise
attribution of returns to macro versus idiosyncratic sources.

Real-Time Regime Detection

Markets alternate between stock-specific and macro-dominated regimes. Qi’'s Macro
Share of Risk (MSR) — defined as Qi Factor Variance / Total Variance — measures what
proportion of an asset’s forecast risk comes from macro factors versus idiosyncratic
drivers. Itis computed daily at the single-stock, portfolio and index level.

Direction matters more than magnitude. Read MSR as a z-score versus its own history:
low & extended that inflects higher — play defence; high & extended that inflects lower
— addrisk. IWM’s MSR peaked near COVID-era highsin April 2025 and fell to range lows
by January 2026 — dissipating macro fear translated directly into a tailwind for small-cap
risk-adjustedreturns.

Elevated MSRis also a compensated risk premium: macro-sensitive stocks carry areturn
premium when macroriskis being priced. The goalis not to eliminate macro exposure —
itis to know whenyou’re being paid forit.

(5. Practical Implementation Framework>

Separating alpha from betarequires a systematic approach that integrates into existing
portfolio management workflows. The following framework provides actionable steps
forimplementation.

Step 1: Establish Baseline Macro Exposures

Begin by mapping your current portfolio’s macro exposures using daily factorloadings.
This baseline reveals hidden macro bets you may not realize you're taking.
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Runyour holdings through macro factor decomposition to identify:

e Netinterestrate exposure across the portfolio

e Currency exposures by geography and revenue source

o Commodity sensitivities through direct and indirect channels
e Creditspread exposure throughleverage and credit quality

Document these exposures as your starting point. Many portfolio managers discover
significant unintended macro bets during this initial analysis.

Step 2: Monitor Regime Shifts

Track MSR daily at both portfolio and single-stock level. Use the z-score versus each
asset’s own history rather than absolute levels — S&P 500 stocks average only 34.6%
macro share, so a fixed “60% = high” threshold never triggers for most names.

Watchinflection points. Alow, extended MSR z-score that turns higheris a defensive
signal — complacency breaking. A high, extended MSR z-score that turns lower is

an offensive signal — macro fearreceding. Peaks and troughs in the z-score have
historically preceded turnsin forward returns.

Create alerts forrapid regime changes. Markets can flip from fundamental-driven to
macro-driven within days. Early detection enables proactive adjustment rather than
reactive scrambling.

Step 3: Separate Returns Attribution
Decompose portfolio returns daily into macro and idiosyncratic components. This

separationreveals which returns stem fromintended positions versus unintended
Mmacro exposures.
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Track three metrics:

1. Macro-Driven Returns: Performance attributable to macro factor movements

2. AlphaReturns: Performance from stock selection aftermacro adjustment

3. Interaction Effects: Returns from the correlation between macro timing and
stock selection

This attribution guides future decision-making. If most returns come from unintended
macro exposures, adjust position sizing or hedge unwanted risks.

Step 4: Adjust Position Sizing

Use macro exposure data to optimize position sizing. Securities with high macro
sensitivity require smaller position sizes to maintain target risk levels. Securities with low
macro correlation can support larger positions without increasing macrorisk.
Implement dynamic sizing based on regime conditions. During high-macro periods,
reduce position sizes in macro-sensitive names. During low-macro periods, increase
allocations to high-conviction fundamental plays.

(6. Case Studies: Alphalsolationin Practice)

Technology Sector Example: A portfolio managerrunning along-short tech strategy
noticed consistent outperformance in semiconductor names. Traditional attribution
suggested strong stock selection. Macro factor analysis revealed the outperformance
correlated with copper price movements—a proxy for global demand expectations. The
“alpha” was actually commodity betain disguise.

Afterisolating this macro exposure, the manager discovered their actual semiconductor
selection showed mixed results. They adjusted by hedging copper exposure and
focusing on company-specific factors that drove returns independent of commodity
cycles.
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European Equity Case: Along-only European equity fund showed strong performance
in consumer discretionary names. Standard risk models attributed this to sector
selection skill. MFERM analysis revealed the returns correlated with EUR/USD strength,
not fundamental security selection.

The fund’s consumer picks performed well because European consumer companies
benefited from currency tailwinds, not superior business fundamentals. This insight led
to currency hedging strategies that preserved genuine alpha while reducing unintended
FX exposure.

(7. Building Your Macro-Alpha Separation Process>

Successfulimplementationrequires integrating macro factor analysis into daily
portfolio management routines. Start with these core components:

Morning Risk Review: Begin each day by checking macro regime indicators and
overnight exposure changes. [dentify any significant shifts in macro factorloadings
across portfolio holdings.

Position Entry Analysis: Before establishing new positions, quantify macro exposures
alongside fundamental analysis. Understand what macro bets you’re making, not just
what companies you’re buying.

Performance Attribution: Conduct weekly returns decomposition to separate macro
and alpha components. Track trends in both categories to identify patterns and
improvement opportunities.

Monthly Strategy Review: Assess whetheryour alpha generation matches your
intended strategy. If macro factors drive most returns, consider whether this aligns with
yourinvestment mandate and client expectations.
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The key is consistency. Sporadic analysis provides limited value. Daily macro factor
monitoring becomes most powerful when integrated into systematic decision-making
processes.

(8. Measuring Success: Key Metrics and BenchmarksD

Track specific metrics to measure your alpha-beta separation effectiveness:

e Alpha Purity Ratio: Percentage of returns attributable to stock selection versus
macro factors. Higherratios indicate better alphaisolation.

e Macro Risk Efficiency: Returns perunit of macro risk taken. This metric reveals
whether your macro exposures generate appropriate compensation.

e Regime Sensitivity: How much yourreturns vary based on macro versus
fundamental market regimes. Lower sensitivity indicates better alpha
consistency.

e Attribution Stability: Consistency of alpha generation across different market
conditions. True alpha should persist across various macro environments.
Benchmark these metrics against your historical performance and peer
comparisons. The goalisn’t eliminating macro exposure entirely—it’s
understanding and managing these exposures intentionally.

Across the S&P 500, MFERM'’s macro factor set explains ~35% of daily return variance on
average, with wide cross-sectional dispersion. Bias statistics sit within the Barra acceptance
range of 0.91-1.09 across allregional models, confirming calibrated risk forecasts.

Forinstitutional portfolio managers seeking to implement these approaches
systematically, platforms like Quant Insight provide MFERM with daily updates across
~13,200 stocks plus sectors, indices and ETFs — distributed via Goldman Sachs
(Marquee) and FactSet to institutional clients managing a combined $5trn+.

10
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1. How often should I recalibrate macro factor exposures?
Daily recalibration provides optimal results, especially during volatile periods.
Macro relationships shift rapidly, and monthly updates miss important regime
changes. However, weekly recalibration offers substantialimprovement over
monthly approaches if daily updates aren’t feasible.

2. Can traditional risk models be adapted for macro-alpha separation?
Traditional models can provide some macro insights, but they lack the granularity
and frequency needed for precise alphaisolation. They treat macro as secondary
factorsratherthan primary drivers. Purpose-built macro factor models deliver
significantly better separation accuracy.

3. What’s the minimum portfolio size where macro-alpha separation becomes
valuable? Portfolios above $50 million benefit most from systematic macro-
alpha separation. Smaller portfolios may find the complexity outweighs the
benefits unless they’re concentrated in macro-sensitive sectors or geographies.

4. How do | explain macro-alpha separation to investors?
Focus on the performance attribution story. Show investors how much of their
returns came from your stock-picking skill versus market movements they could
access through passive strategies. This transparency builds trust and justifies
active management fees.

5. Should I hedge all macro exposures once identified?
Not necessarily. Some macro exposures align with your investment thesis
and should be maintained. The goal is intentional exposure management, not
elimination. Hedge unwanted exposures while keeping beneficial ones.

6. How does macro-alpha separation work inlong-short strategies?
Long-short strategies benefit significantly from macro-alpha separation

11
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because unintended macro exposures can overwhelm the intended market-
neutral positioning. Daily monitoring ensures your longs and shorts maintain
appropriate macro balance.

7. What happens during market stress periods?
Macro factors typically dominate during stress periods, making alphaisolation
more challenging but more important. Stress periods reveal which returns truly
stem from skill versus beta exposure. This information proves valuable for risk
management and strategy refinement.

(Conclusion)

Separating alpha from beta requires more than goodintentions—it demands systematic

measurement and daily discipline. Macro factors drive more equity returns than most
portfolio managersrealize, and traditional risk models miss these influences untilit’s too late.

The MFERM approach provides the granularity and frequency needed for precise alpha
isolation. By quantifying macro exposures daily at the individual security level, you can
finally answer the question that matters most: which returns reflect your skill, and which
reflect market movements you happened to catch?

Start with baseline exposure measurement, implement regime monitoring, and build
systematic attribution into your workflow. The result is clearer performance attribution,
betterrisk management, and more consistent alpha generation across market cycles.
Your investors deserve to know what they’re paying for. More importantly, you deserve
to know what’s actually driving your returns.
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Disclaimer

This document is being sent only to investment professionals
(as that term is defined in article 19(5) of the Financial Services
and Markets Act 2000 (Financial Promotion) OrdeRSqO05
(“FPO”)) or to persons to whom it would otherwise be lawfulto
distributeit. Accordingly, persons who do not have professional
experience in matters relating toinvestments should not rely on
this document. Theinformation contained herein is for general
guidance and information only and is subject to amendment or

correction.

This document is not directed to, or intended for distribution
to or use by, any person or entity who is a citizen or resident of
or located in any locality, state, country or other jurisdiction
where such distribution, publication, availability or use would
be contrary to law or regulation. This document is provided
for information purposes only, is intended for your use only,
and does not constitute an invitation or offer to subscribe for
or purchase any securities, any product or any service and
neither this document noranything contained herein shall form
the basis of any contract or commitment whatsoever. This
document does not constitute any recommendationregarding
anysecurities, futures, derivatives or otherinvestment products.
Theinformation contained herein is provided forinformational

and discussion purposes only and is not and may not be

relied on in any manner as accounting, legal, tax, investment,
regulatory or otheradvice. Information and opinions presented
in this document have been obtained or derived from sources
believed to be reliable, but Quant Insight Limited (QI) makes
no representation as to their accuracy or completeness
or reliability and expressly disclaims any liability, including
incidental or consequential damages arising from errors in
this publication. No reliance may be placed for any purpose on
the information and opinions contained in this document. No
representation, warranty or undertaking, express orimplied, is
given as to the accuracy or completeness of the information or
opinions contained in this document by any of QI, its employees
or affiliates and no liability is accepted by such persons for the

accuracy orcompleteness of any suchinformation oropinions.

Any data provided in this document indicating past
performance is not a reliable indicator of future returns/
performance. Nothing contained herein shall be relied upon
as a promise or representation whether as to past or future
performance. This presentation is strictly confidential and may
not be reproduced or redistributed in whole or in part nor
may its contents be disclosed to any other person under any
circumstances without the express permission of QuantInsight
Limited.
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