Alpha versus Beta

Our investment objective is to achieve long-term capital appreciation, with added emphasis on the protection of capital during unfavorable market conditions. Preferably, to significantly outperform the S&P 500 over the full market cycle, with smaller periodic losses than a passive investment strategy. The Strategic Growth Fund set a fresh high little more than a week ago. Including reinvested distributions, the Fund has achieved a total return of over 120% since its inception in July 2000, while the S&P 500 has achieved a total return of less than 11%. The market may or may not have entered the “bear” portion of this cycle, but has not even declined 10% on a daily closing basis. It would be helpful to keep some portion of the prior bear market in memory until the current bull-bear cycle runs its course.

Achieving gains in a declining market does not require us to carry a “negative beta.” Indeed, our gains during the 2000-2002 market plunge were not due to net short positions or negative betas. Our gains were due to the slow accrual of “alpha,” averaging less than a penny of net asset value per day. It is essential to understand the distinction.

“Beta” is a measure of the extent to which a particular security “participates” in a 1% movement in the market. A stock or mutual fund with a beta of 1.0 can be expected to gain 1% in response to a 1% market advance, on average, and to lose 1% in response to a 1% market decline, on average. Though a few stocks, such as precious metals shares, often have a slightly negative beta, several “bear funds” are available that take significant short positions in the market, and establish negative betas. These funds can be expected to predictably and continually gain as the market declines, and to predictably and continually lose as the market advances.

In contrast, “Alpha” is a measure of the extent to which a particular security advances, on average, independent of market movements. Alpha is not driven by fluctuations in the market, but “accrues” slowly over time. For example, suppose that the Strategic Growth Fund is fully hedged and has a beta of zero. In order to achieve a 15% total return over a period of a year, the Fund would have to achieve an average daily alpha amounting to slightly under a penny per day in NAV. It is important to understand that alpha does not accrue in response to a given day's market action. That's beta. It is not riskless. That's Treasury bill interest. Alpha involves at least some amount of risk (for us, it is the “basis risk” that our stocks could lag the market rather than outperform), it accrues almost unobservably on a day-to-day basis, but it has been responsible for the majority of the returns in the Strategic Growth Fund over time.

Simply put, the Fund does not establish big negative betas. To position the Fund with a large negative beta, so that we can achieve a rapid gain on a market decline, would also be to position the Fund to suffer large and continuous losses on any sustained market advance. I do not take such positions. The “staggered strike” aspect of our hedge has certainly allowed us to experience a day or two of "giveback" during sharp rebounds after a market decline, but I do not position the Fund in a way that would generate sustained losses in the event of a market advance.

There are bear funds available for investors interested in carrying a negative beta. The Strategic Growth Fund is not intended to do this. To the extent that the Fund has achieved gains during periods of market weakness, those gains have been attributable to the slow and often imperceptible accrual of alpha. For us, our alpha has generally been the result of holding favorably valued stocks with good sponsorship, that tend, on average, to very slightly outperform the market on a day-to-day basis. It's sometimes possible to observe the accrual of alpha over the course of a few months. It is nearly impossible to distinguish it from random noise on a day-to-day basis.

In any event, given that the Fund does not have much of a beta at present (I closed our “staggered strike” position during last Thursday's market decline, so the Fund now has a flat hedge), it will not be particularly helpful or informative to compare the Fund with the market on a day-to-day basis. The Fund is not positioned with a big negative beta that would achieve rapid gains on market declines, and rapid losses on market advances. Instead, we are positioned in the expectation of accruing alpha over time.

