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OPTIMIZING RISK-ADJUSTED CONVICTION

How portfolio construction using Implied Alpha enhances security

selection in an equity portfolio

Why integrating risk-adjusted conviction as
measured by Implied Alpha into portfolio
construction serves as a complement to
bottom-up stock selection.

With the goal of generating consistent excess returns, actively
managing an equity portfolio requires establishing sound
methodologies and repeatable processes. We think a process
based on fundamental security-level analysis can lead to superior
risk-adjusted returns. Academic literature indicates bottom-up
stock-selection strategies tend to generate excess returns over the
entirety of the business cycle more effectively than top-down or
even sector-rotation strategies. But identifying securities capable
of generating returns greater than those of the broader equity
universe is insufficient. Robust portfolio construction matters.

Among the numerous approaches to constructing an equity
portfolio, one gaining popularity in recent years is prioritizing
active share, or the degree to which a portfolio’'s weightings
diverge from the benchmark. How much a particular stock is
overweighted or underweighted is determined by the manager's
level of conviction, which is, in turn, the result of in-depth security-
oriented research. While a step in the right direction, a
complement to active share is integrating the concept of Implied
Alpha in portfolio construction.

Implied Alpha is best viewed as a measure of a manager’s
risk-adjusted conviction in a security. It is risk-adjusted as it
incorporates not only the return potential of an individual security
but also how inclusion of that security impacts the volatility of
returns of the aggregate portfolio. The additional level of volatility
assumed when increasing active risk — or tracking error — can be
considered a cost. For this cost to be justified, managers should
optimize their underlying skill in security selection. The result
should be the positions with the highest level of risk-adjusted
conviction being among the largest contributors to the portfolio’s
active risk.
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The value of an investment and the income from it can fall as well as rise and you may
not get back the amount originally invested.

Key takeaways
= A key objective for equity portfolio

managers is to minimize the
systemic risk inherent in financial
markets with the aim of amplifying
their skill in security selection.

Implied Alpha, which is a measure
of risk-adjusted conviction in a
stock, is a powerful complement to
bottom-up portfolio construction.

Portfolio managers benefit from
gauging whether their risk-adjusted
conviction in a stock aligns with its
position size in a portfolio.
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Disaggregating risk

To more fully understand the risks and opportunities associated with increasing tracking error, risk needs to be deconstructed
into its component parts: (1) systemic — or non-diversifiable — risk and (2) idiosyncratic — or company-specific — risk. To optimize
their expertise in security selection, portfolio managers should minimize the former and maximize the latter. This is easier said
than done. The reason is systemic risk is inherent in investing. Factors such as broad economic growth, energy prices and credit
conditions all influence the trajectory of financial markets. Portfolio managers must first recognize how systemic factors potentially
affect their portfolios before taking steps to minimize their contribution to overall active risk.

Complicating matters is the impact systemic risk can have on a portfolio in unforeseen ways. Managers who construct portfolios
solely based on ranked conviction may inadvertently increase exposure to systemic factors at the expense of security selection.
For example, Exhibit 1 illustrates a hypothetical equity portfolio based solely on ranked conviction. The result is only 29% of total
active risk is attributable to security selection. The remaining majority of active risk results from systemic exposures. Given the
notorious difficultly of predicting macro trends such as employment, inflation, currency fluctuations, etc., the portfolio manager
incurred a level of active risk they cannot control, meaning it cannot contribute to excess returns in any repeatable fashion.

Exhibit 1: Risk attribution of a high Exhibit 2: Risk attribution where security
conviction equity portfolio selection is prioritized

Industry Industry

Style Style

Country Country

Stock Selection m Stock Selection
Currency Currency

29" 64"

Source: Janus Henderson, hypothetical portfolio.

In contrast, Exhibit 2 highlights a portfolio where security selection is prioritized. By incorporating measures to minimize exposure
to systemic risk, the contribution to overall tracking error owed to stock-specific factors climbs above 60%.

By mitigating systemic risk and emphasizing security selection, active managers play to their strengths. Understanding a specific
business model and forecasting a stream of corporate cash flows requires factoring in far fewer variables and assumptions than
predicting labor market or commodities price trends. Furthermore, long-term security performance is more closely aligned with
company profitability than with macro trends (and less difficult to forecast).
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The power of Implied Alpha

The reason systemic factors can leach into a portfolio putatively focused on stock selection is due to the interrelationship
between the component securities within the strategy. Often these relationships are nuanced and are only evidenced after the
portfolio is constructed.

To identify — and subsequently limit — systemic risk, a portfolio manager can turn to models typically used in portfolio
construction. Inputs into such models include expected returns and volatility, correlations among holdings and systemic factors.
These models generate recommended weights for each security based on their assessment of these factors. Multivariate models
can uncover relationships among securities that may otherwise go unnoticed. A common occurrence is the discovery of many
securities correlated to the same underlying systemic factors, and combining their weights can either increase or decrease
exposure to a particular systemic risk.

A powerful tool in limiting systemic risk and increasing the impact of security selection is Implied Alpha. As mentioned, expected
return is typically an input to a portfolio construction model ultimately yielding suggested position weights. Expected return,
however, is a raw estimate of a security’s performance and does not account for how the interrelationships with other factors
within the portfolio may impact aggregate performance. By reversing the optimization model with position size now the input, the
expected excess return — or alpha — implied by a security, after accounting for its relationship with other components in the
portfolio, can be isolated. This metric — Implied Alpha — is best interpreted as a manager’s risk-adjusted conviction in a security.

Exhibit 3 illustrates how Implied Alpha can be leveraged to assess a security’s contribution to aggregate active risk and how
position size can be calibrated to ensure risk-adjusted conviction aligns with ultimate position weighting. In this hypothetical
46-security portfolio, Novo Nordisk is the largest absolute and active weight. Notably, as indicated by its Implied Alpha, the
company is actually the manager'’s highest-conviction position on a risk-adjusted basis, that is, when accounting for its impact on
overall portfolio volatility. The fact that Novo Nordisk is the portfolio’s largest absolute and active weight, and also the largest
contributor to tracking error, indicates the portfolio manager thinks of the stock as their most attractive position. This view is best
evidenced by noting the actual capital allocations result in Novo Nordisk being the highest Implied Alpha position in the portfolio,
highlighting the alignment between intention and weighting.

Exhibit 3: Position weighting and contribution to tracking error in a hypothetical portfolio

Weight Active Active Implied Contribution to total
Asset name (%) weight (%) Alpha (%) tracking error (%)
Wi el Implire:nflpha Con;(erlirt])ll:tion

Novo Nordisk A/S 4.81% 1 4.42% 0.6498% 1 12.01% 1
Berkshire Hathaway Inc 4.11% 2 3.40% -0.0123% 427 1.68% 22
Microsoft Corp 4.00% 3 0.98% 0.1637% 58 1.06% 35
Housing Development Finance Corp ~ 3.84% 4 3.74% 0.0494% 245 2.63% 12
Compass Group 3.61% 5 3.54% 0.2604% 11 4.99% 2
Thermo Fisher Scientific Inc 3.29% 6 2.91% 0.2173% 24 3.68%

Oracle Corp 3.29% 7 3.06% 0.2489% 15 419% 4
American Express Co 2.57% 12 2.40% -0.0264% 486 1.08% 34
Dexcom Inc 1.98% 25 1.91% 0.4610% 2 3.97% 5
Auto Trader Group PLC 1.64% 35 1.63% 0.3277% 4 2.67% 1

Source: Janus Henderson Investors, hypothetical portfolio. The Implied Alpha rank is inclusive of all benchmark holdings and derived from the risk model's assessment of the
predicted alpha contribution of the holding at that weight. It is an estimation of the conviction of the portfolio manager in that position, where a higher number rank represents
lower conviction.

Conversely, other holdings within the hypothetical portfolio illustrate how Implied Alpha can provide insight with respect to the
active risk contribution of each position. Berkshire Hathaway, for example, is the second largest holding in absolute weight and
fourth largest active weight. However, its Implied Alpha rank is 427th. Consequently, the large absolute and active weights do not
translate into Berkshire Hathaway being a top conviction position in the portfolio, as further evidenced by its position as being
22nd in its contribution to total tracking error. This is fine if the portfolio manager does not think Berkshire Hathaway is one of
their most attractive holdings, but it highlights a misallocation of capital if the portfolio manager actually views the shares as a top
idea. Here, the large absolute and active weights should not be used to simply infer the security’s risk within the portfolio.
Employing Implied Alpha allows for a much fuller understanding of actual risk-informed conviction positioning.
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Another dimension

Using Implied Alpha as a reference point for calibrating position size leverages the valuable information imbedded in the variance-
covariance matrices upon which many portfolio models are based. In this sense, we regard Implied Alpha as a lens enabling
managers to view how a portfolio interacts three-dimensionally, accounting for a stock’s volatility relative to the volatility of the
other stocks in the portfolio and relative to the stock universe, including sector-level and systemic factors. By identifying how
risk-adjusted conviction and position size align, Implied Alpha serves as a meaningful contributor to portfolio construction. In
instances where ranked Implied Alpha and position size do not align, portfolio managers should inquire whether other criteria
factored into the portfolio construction process merit the divergence.

Volatility and correlation play pivotal roles in determining position sizes. As illustrated in Exhibit 4, a volatile stock highly
correlated to the rest of a portfolio requires only a small active weight to demonstrate conviction. On the other hand, a less volatile
holding with a low correlation to the broader portfolio requires a larger active weight to make an impact. In both cases, position
sizing is influenced by how the holding will ultimately impact overall portfolio risk due to covariances among component securities
and potential exposure to hidden systemic factors.

Exhibit 4: Position size required to illustrate conviction and account for impact on broader portfolio

MODERATE
SIZE

Volatility

MODERATE
SIZE

Correlation

Source: Janus Henderson Investors.

Conclusion

Portfolio managers should be compensated for taking risks based on their skill in security selection. Given systemic risks are
ubiquitous in the global economy and financial markets, imprudent managers could allow what should be diversifiable factors
to contribute disproportionately to aggregate tracking error, thus overwhelming the manager’s underlying expertise in
security selection.

The complexities of multi-factor risk modelling can be intimidating but their ability to discern relationships between individual
securities and the portfolio as a whole is invaluable when constructing a portfolio seeking to minimize systemic risk and maximize
security-specific exposures. When adopting a process isolating Implied Alpha, a manager can more optimally allocate capital to
account for an individual security’s impact on overall portfolio volatility.

The upshot is minimizing unintended — and uncontrollable — systematic risk, with the result being a portfolio that resides closer to
the efficient frontier. This is achieved by ensuring the securities in which the manager holds the highest level of risk-adjusted
conviction are the largest contributors to tracking error at the expense of a greatly diminished contribution from systemic factors.
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FOR MORE INFORMATION, PLEASE VISIT JANUSHENDERSON.COM

Important information

This document is intended for the use of investment consultants and other
institutional/professional investors only, and is not directed at private individuals.

The views presented are as of the date published. They are for information purposes
only and should not be used or construed as investment, legal or tax advice or as an
offer to sell, a solicitation of an offer to buy, or a recommendation to buy, sell or hold
any security, investment strategy or market sector. Nothing in this material shall be
deemed to be a direct or indirect provision of investment management services specific
to any client requirements. Opinions and examples are meant as an illustration of
broader themes, are not an indication of trading intent, are subject to change and may
not reflect the views of others in the organization. It is not intended to indicate or imply
that any illustration/example mentioned is now or was ever held in any portfolio. No
forecasts can be guaranteed and there is no guarantee that the information supplied is
complete or timely, nor are there any warranties with regard to the results obtained from
its use. Janus Henderson Investors is the source of data unless otherwise indicated,
and has reasonable belief to rely on information and data sourced from third parties.
Past performance does not predict future returns. Investing involves risk, including the
possible loss of principal and fluctuation of value.

Not all products or services are available in all jurisdictions. This material or
information contained in it may be restricted by law, may not be reproduced or referred
to without express written permission or used in any jurisdiction or circumstance in
which its use would be unlawful. Janus Henderson is not responsible for any unlawful
distribution of this material to any third parties, in whole or in part. The contents of this
material have not been approved or endorsed by any regulatory agency.

Janus Henderson Investors is the name under which investment products and services
are provided by the entities identified in the following jurisdictions: (a) Europe by Janus
Henderson Investors International Limited (reg no. 3594615), Janus Henderson
Investors UK Limited (reg. no. 906355), Janus Henderson Fund Management UK
Limited (reg. no. 2678531), Henderson Equity Partners Limited (reg. no.2606646),
(each registered in England and Wales at 201 Bishopsgate, London EC2M 3AE and
regulated by the Financial Conduct Authority) and Janus Henderson Investors Europe
S.A. (reg no. B22848 at 2 Rue de Bitbourg, [-1273, Luxembourg and regulated by the
Commission de Surveillance du Secteur Financier); (b) the U.S. by SEC registered
investment advisers that are subsidiaries of Janus Henderson Group plc; (c) Canada
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through Janus Henderson Investors US LLC only to institutional investors in certain
jurisdictions; (d) Singapore by Janus Henderson Investors (Singapore) Limited (Co.
registration no. 199700782N). This advertisement or publication has not been reviewed
by Monetary Authority of Singapore; (¢) Hong Kong by Janus Henderson Investors
Hong Kong Limited. This material has not been reviewed by the Securities and Futures
Commission of Hong Kong; (f) South Korea by Janus Henderson Investors (Singapore)
Limited only to Qualified Professional Investors (as defined in the Financial Investment
Services and Capital Market Act and its sub-regulations); (g) Japan by Janus
Henderson Investors (Japan) Limited, regulated by Financial Services Agency and
registered as a Financial Instruments Firm conducting Investment Management
Business, Investment Advisory and Agency Business and Type Il Financial Instruments
Business; (h) Australia and New Zealand by Janus Henderson Investors (Australia)
Limited (ABN 47 124 279 518) and its related bodies corporate including Janus
Henderson Investors (Australia) Institutional Funds Management Limited (ABN 16 165
119 531, AFSL 444266) and Janus Henderson Investors (Australia) Funds Management
Limited (ABN 43164 177 244, AFSL 444268); (i) the Middle East by Janus Henderson
Investors International Limited, regulated by the Dubai Financial Services Authority as a
Representative Office. This document relates to a financial product which is not subject
to any form of regulation or approval by the Dubai Financial Services Authority
(“DFSA"). The DFSA has no responsibility for reviewing or verifying any prospectus or
other documents in connection with this financial product. Accordingly, the DFSA has
not approved this document or any other associated documents nor taken any steps to
verify the information set out in this document, and has no responsibility for it. The
financial product to which this document relates may be illiquid and/or subject to
restrictions on its resale. Prospective purchasers should conduct their own due
diligence on the financial product . If you do not understand the contents of this
document you should consult an authorised financial adviser.No transactions will be
concluded in the Middle East and any enquiries should be made to Janus Henderson.
We may record telephone calls for our mutual protection to improve customer service
and for regulatory record keeping purposes.

Outside of the U.S.: For use only by institutional, professional, qualified and
sophisticated investors, qualified distributors, wholesale investors and wholesale clients
as defined by the applicable jurisdiction. Not for public viewing or distribution.
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