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What’s the source of portfolio alpha? Behavioral risk is a key part of the answer
Key Points:

o Alpha (returns that deviate from the “market”) are a zero-sum game
e Positive alpha is financed by negative alpha

o The ability to generate positive alpha through time is closely linked to managing behavioral risk

Nobel-prize winner Professor Bill Sharpe famously advised that alpha (returns that deviate from the “market” or a
benchmark) sum to zero. For every investor who beats the market, the positive alpha is financed by negative alpha
that accrues for another investor.

There are several implications, starting with what is perhaps the key insight: “Properly measured, the average actively
managed dollar must underperform the average passively managed dollar, net of costs,” Sharpe wrote in “The
Arithmetic of Active Management.”

His perspective may not be terribly surprising for those who know his biography. Sharpe, after all, is a founding father
of modern portfolio management. Among his many contributions to the rise of modern finance is his development of
the capital asset pricing model (CAPM), a pivotal building block that laid the foundation for indexing and the power
of beta, a.k.a. the “market” portfolio.

Alpha exists, of course, although consistently generating it by beating the market is challenging, to say the least. There
are several reasons, including a particular form of behavioral risk that plays a key role in explaining why earning
positive alpha through, say, asset allocation tends to be the exception rather than rule on a global basis.

Investigating why is the first step to possibly overcoming this headwind. Consider a simple 60/40 portfolio of US
stocks and bonds that’s routinely rebalanced to target weights at the end of each calendar year. In this toy illustration,
this portfolio represents beta — the “market”. As a practical matter, every hypothetical investor can easily and
inexpensively capture this beta without forecasts, analytics or any other skill set. Rather, the only requirement is to
buy and hold a 60/40 portfolio and reset the weights every Dec. 31.

For investors intent on generating positive alpha relative to the 60/40 beta, there are countless possibilities. Let’s
consider one simple variation: buying and holding the equity component of the 60/40 beta portfolio that’s constructed
with a pair of Vanguard index mutual fund proxies (VFINX for stocks and VBMFX and for bonds). The alpha strategy
is simply holding VFINX, which tracks the S&P 500 Index. The logic here is that stocks tend to outperform bonds
through time and so it’s reasonable to forecast the historical record on this front will continue.

The spread between these two strategies is shown in the chart below — when the red line is above zero, the buy-and-
hold stocks portfolio is outperforming the 60/40 portfolio, and vice versa. Not surprisingly, the buy-and-hold equities
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portfolio outperforms the 60/40
strategy most of the time. But it’s Return Spread: Rolling 1-year return for S&P 500 less 60/40 stock/bond portfolio
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are losing money. The longer the slide, the greater the behavioral risk of selling. A portion of professionals may be
more likely to resist the temptation, but managing this strain of behavioral risk is the exception rather than the rule
overall.
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Therein lies opportunity for a minority of investors with a longer time frame and/or a relatively robust tactical asset
allocation strategy. The self-inflicted losses that prevail when many/most investors sell at or near stock market bottoms
(or buy at/near market tops) provide the source for earning positive alpha by a relative few. Indeed, investors intent
on earning positive alpha necessarily rely on the mismanagement of behavioral risk by the majority of investors.

Perhaps the most persuasive real-world example is the track record of uber-investor Warren Buffett via Berkshire
Hathaway. His spectacular results over the decades are a byproduct of countless losing investment strategies --
investors selling shares at/near market bottoms.

The implication: a key factor for generating positive alpha through time requires a degree of contrarian-based investing
rules. But for the overwhelming majority of investors, deviating from the crowd is behaviorally difficult. Therein lies
the opportunity for a minority of investors to mine alpha to their advantage.

This Report is provided for informational and educational purposes only and is not intended to be, and should not be construed as, financial or
investment advice. The views and opinions expressed in this commentary are solely those of the authors and do not necessarily reflect the official
policy or position of The Milwaukee Company.

Investors are urged to consult with their own financial advisors before making any investment decisions. The information contained in this
commentary has been compiled from sources believed to be reliable, but no representation or warranty, express or implied, is made as to its
accuracy, completeness, or correctness. Market data and trends are subject to rapid change and may become unreliable for various reasons,
including changes in market conditions or economic circumstances.

Past performance is not indicative of future results. All investments involve risks, including the possible loss of principal. No representation or
warranty is made that any return or performance indicated will be achieved.
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Nothing in this commentary constitutes legal, accounting, or tax advice or individually tailored investment advice. This material is prepared for
general circulation and may have been prepared without regard to the individual financial circumstances and objectives of persons who receive
it. The investments or services mentioned may not be suitable for all investors, and it is recommended that you consult an independent investment
advisor if you have any doubts about the suitability of such investments or services for your needs.

This commentary may contain forward-looking statements, which are based on assumptions and subject to risks and uncertainties. Actual
outcomes may differ materially from those expressed or implied in any forward-looking statements due to various factors.

To the fullest extent permitted by law, neither The Milwaukee Company nor any of its affiliates, nor any other person, accepts any liability
whatsoever for any direct or consequential loss arising from any use of this communication or the information contained herein. By accessing this
commentary, you acknowledge and agree to the terms of this disclaimer.



