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THE GROUNDWORK — ARTICLE 02

What is Alpha?

And why it completes the picture for investors who want more than beta alone

If you have read our first article, you know what beta is: the return you earn simply by owning a
diversified basket of assets and collecting risk premiums over time. Beta requires no skill, no timing,
and no insight. It is the foundation of intelligent investing, and for many people it is all they will ever

need.

But there is another source of return. It is harder to capture, more expensive to access, and far less

reliable — yet when it works, it can meaningfully improve a portfolio. That source is alpha.

Understanding what alpha actually is — and what it is not — is essential for any investor who wants to
go beyond passive exposure. Most of what the financial industry sells as alpha is not alpha at all.

Recognising the difference is one of the most valuable things you can learn.

Alpha is the return you earn above and beyond what the market gives you for

free. It requires skill, conviction, and a willingness to be wrong. Unlike beta, it is
not quaranteed — and unlike beta, It Is a zero-sum game.

Alpha vs. Beta: A Precise Definition

Every return you earn from investing comes from one of two sources. The first is beta — the return
you earn simply by showing up and owning assets. Beta is the market's reward for bearing risk. You
buy a diversified portfolio, you hold it, and over time you collect the risk premiums that markets offer

to anyone willing to accept uncertainty.

The second source is alpha — the return you earn by being smarter, faster, or more insightful than
the person on the other side of your trade. Alpha is the excess return above what you would have
earned from passive market exposure alone. If your portfolio returned 12% in a year and the relevant

beta exposure would have returned 9%, the remaining 3% is alpha — assuming it was not just luck.
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This distinction matters because beta is free and alpha is expensive. Beta is available to everyone at
near-zero cost through index funds and ETFs. Alpha, by contrast, requires someone to have an edge
— better information, better analysis, better timing — and edges are rare, hard to sustain, and

typically come with higher fees, lower liquidity, and less transparency.

Why Alpha is a Zero-Sum Game

This is not a philosophical claim. It is arithmetic. The aggregate of all investors, by definition, earns the
market return before costs. If someone outperforms the market, someone else must underperform by
exactly the same amount. For every dollar of alpha generated, a dollar of alpha is lost somewhere else

in the system.

After costs — the trading fees, the management fees, the bid-ask spreads, the performance
allocations, the taxes triggered by frequent trading — alpha is a negative-sum game for most
participants. The median active manager underperforms their benchmark over any meaningful time
horizon. Study after study confirms this. The SPIVA Scorecard, published annually by S&P Dow Jones,
consistently shows that more than 80% of active large-cap equity funds underperform the S&P 500

over a 15-year period.

This does not mean alpha does not exist. It does. But it is concentrated among a small number of
genuinely skilled managers, and their capacity is limited. The professionals who do generate
consistent alpha — a Bridgewater, a Renaissance, a D.E. Shaw — typically manage institutional capital,
charge significant fees, require large minimums, and impose multi-year lock-ups. Their alpha is real,

but it is not accessible to most investors.

For every dollar of alpha generated, a dollar of alpha Is lost sormewhere else.
After costs, the majority of alpha-seekers would have been better off owning
beta.

What Most People Call Alpha
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The financial industry has a strong incentive to blur the line between alpha and beta. A fund that
charges 2% management fees and 20% of profits needs to justify those fees. The easiest way to do that

is to repackage beta as alpha.

A fund that holds technology stocks during a tech bull market is not generating alpha. It is generating
beta — sector beta, specifically — and charging alpha-level fees for it. A fund that holds emerging
market equities during a period of dollar weakness is collecting a well-known risk premium. A fund
that buys high-yield bonds is being compensated for credit risk. None of this is alpha. It is all beta,

dressed up in a narrative.

The test is simple: could the same return have been achieved with a passive, low-cost exposure to the
same risk factors? If yes, it is beta. Only the residual — the return that cannot be explained by any

known risk factor — qualifies as genuine alpha.

This is why factor models matter. Academic research has identified a set of systematic risk factors —
market, size, value, momentum, quality, low volatility — that explain the vast majority of portfolio
returns. What was once considered alpha by many active managers has, over time, been revealed as
exposure to these well-documented risk premiums. Genuine alpha is what remains after accounting

for all of them.

So Why Bother with Alpha at All?

Given everything above, a reasonable question is: why try? If alpha is rare, expensive, and negative-

sum after costs, why not simply own beta and call it a day?

For many investors, that is exactly the right answer. A well-constructed beta portfolio — diversified
across asset classes, balanced by risk, implemented with cheap ETFs — will outperform the majority of
actively managed alternatives over the long run. That is the core message of our beta portfolios, and

it remains true.

But there is a case for a disciplined, transparent approach to alpha alongside beta. The logic comes
from the same place Bridgewater articulated decades ago: alpha and beta are fundamentally different

return streams, and they should be managed separately.

Beta gives you broad, passive exposure to risk premiums. It is the foundation. Alpha, when pursued

with discipline, can add a layer of return that is uncorrelated to beta — driven by thematic conviction,
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structural trends, or timing insights that are not captured by passive indices. The key is to keep the

two separate: know exactly how much of your portfolio is beta and how much is a deliberate, active

bet.

Bridgewater's insight was simple: separate your beta from your alpha. Own

beta cheaply and passively. Pursue alpha deliberately and transparently. Never
confuse the two, and never pay alpha fees for beta exposure.

The Portable Alpha Framework

The concept of “portable alpha” was developed by institutional investors in the 1980s and formalised
by firms like Bridgewater Associates. The idea is straightforward: instead of hiring one manager to

deliver both your market exposure and their active bets in a single package, you separate the two.

You get your beta from the cheapest, most efficient source available — typically index funds or ETFs.
Then, independently, you pursue alpha through a separate sleeve of the portfolio. Because the two
are separated, you can evaluate each on its own merits. You can see exactly what your beta is costing

you and exactly what your alpha is delivering.

This separation has several advantages. It eliminates the common problem of paying active
management fees for what is essentially index-like performance. It forces transparency: if the alpha
sleeve underperforms, you can see it clearly and decide whether to continue. And it allows you to size
each component according to your conviction — perhaps 80% beta and 20% alpha, or 90/10,

depending on your risk tolerance and how much confidence you have in the alpha source.

The Desert Frontier Alpha Approach

At Desert Frontier Advisors, our beta portfolios deliver exactly what they promise: transparent, low -
cost, diversified exposure to risk premiums across asset classes. They are the foundation, and for

many subscribers they are all that is needed.

Desert Frontier Alpha is our complementary portfolio for subscribers who want to go further. It is a
discretionary, thematic portfolio built around structural trends and high-conviction ideas. It holds a

concentrated set of ETFs targeting sectors and themes that we believe offer asymmetric upside over
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the medium term — areas like clean energy, semiconductors, cybersecurity, uranium, rare earths, and

biotechnology.

This is explicitly an active bet. We do not pretend it is beta. We do not hide it inside a diversified
wrapper. It is a separate portfolio with its own rationale, its own risk profile, and its own track record.

You can see every holding, every weight, and every change we make.

The philosophy is simple: own beta cheaply and passively through our beta portfolios. Then, if you
choose, layer on alpha through Desert Frontier Alpha. Keep the two separate. Evaluate each on its

own terms. And never pay alpha fees for beta exposure.

What Alpha is Not

We want to be clear about what Desert Frontier Alpha does not promise. It does not promise positive
returns. It does not promise outperformance. It does not promise low volatility. Thematic investing is
inherently concentrated, and concentrated portfolios can and do underperform broad indices for

extended periods.

What we do promise is transparency. Every holding is published. Every thesis is explained. Every
change is documented. If our alpha thesis is wrong, you will know exactly why and by how much.
There are no hidden positions, no complex derivatives, no proprietary structures you cannot

understand.

We also promise intellectual honesty. If our alpha portfolio underperforms its beta equivalent, we will
say so. If a thesis is invalidated, we will exit the position and explain why. The worst thing an alpha

provider can do is obscure their results or shift the goalposts. We will not do that.

Alpha Is not a guarantee. It is a bet — a transparent, disciplined, well-
reasoned bet. Our job is to make the reasoning visible, the sizing sensible, and
the track record honest.

Putting it Together
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The framework we use at Desert Frontier Advisors is built on the same intellectual foundation that the
world’s largest institutional investors have used for decades. It is not new or proprietary. What we add

is accessibility.
Our approach can be summarised in four principles:

* Separate beta from alpha — own your market exposure through cheap, diversified, passive

portfolios. Never pay active fees for passive returns.

e Own beta first — beta is the foundation. It delivers the bulk of long-term returns for most

investors. Get this right before thinking about alpha.

* Pursue alpha deliberately — if you want active exposure, do it in a separate sleeve with clear

sizing, clear reasoning, and clear accountability.

e Be transparent about both — publish every holding, every weight, every change. Let the track

record speak for itself.

Whether you choose to use only our beta portfolios or to add Desert Frontier Alpha as a
complement, the logic is the same: understand what you own, know why you own it, and never

confuse one source of return for the other.

That clarity — the ability to look at your portfolio and say precisely which part is beta and which part

is alpha — is what most of the financial industry fails to provide. It is what we are built to deliver.

This article Is part of Groundwork — a series by Desert Frontier Advisors covering the foundations of investing. Next in the
series: Why Invest At All?
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