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WHERE YOU FIND GOLD, you are probably going to find copper. Where you find 
diamonds, you are probably going to find graphite. And where you find Alpha, you  
are probably going to find Beta.

If you are managing a large pool of assets, Beta is present in nearly everything  
you do.

Is this a problem?

So long as you manage Beta carefully, no. In fact, the better you navigate your 
“Beta budget,” the more you can access rich pockets of Alpha that come with Beta 
inextricably attached.

[As a reminder, Alpha is the “abnormal” return of an investment—the portion of the 
return that is independent from market returns. Beta is the portion of the return that 
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correlates with market returns. More Alpha and less Beta helps us avoid losses in 
down markets.]

***

Often, we hear about the search for Alpha as the search for fully independent return 
streams. Ray Dalio calls this the “holy grail” of investing. In this video, he shows the 
benefits of finding 10-15 investments with nearly 0% correlation to each other (i.e. 
nearly zero Beta):

But this standard is not only unrealistically strict, it is actually self-defeating.

Why? Like diamonds and gold, Alpha is relatively scarce. If you confine yourself to 
only the “pure kind”— the kind that comes with no Beta— you’ll be severely limiting 
your opportunity set and likely constraining your returns to single digits.

All Alpha and No Beta Makes Jack a Dull Allocator

https://www.google.com/search?q=ray+dalio+holy+grail+of+investing&rlz=1C1ONGR_enUS1078US1078&oq=ray+dalio+holy+g&gs_lcrp=EgZjaHJvbWUqBwgBEAAYgAQyBggAEEUYOTIHCAEQABiABDIICAIQABgWGB4yDQgDEAAYhgMYgAQYigUyBggEEEUYPNIBCDU5ODVqMGo5qAIAsAIA&sourceid=chrome&ie=UTF-8#fpstate=ive&vld=cid:0ea3f58c,vid:Nu4lHaSh7D4,st:0
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With a reasonable Beta budget - we tend to keep our family endowment portfolios 
in a 0.5 to 0.75 Beta range - as well as an illiquidity budget, a much wider world of 
Alpha becomes available.

As I explained in “A Meta Rule for Golf and Portfolios,” the world’s best university 
endowments allocate roughly 70% of their assets to private investments and 
absolute return strategies. By doing this, they accept illiquidity and a medium 
amount of market risk in exchange for high expected returns. Over long periods of 
time, elite endowment returns typically match or exceed market returns, with less 
risk and volatility.

In “Family Portfolios: A New Framework,” I explained why families that can afford 
illiquidity should also follow this model. Why do we recommend only 30% in 
traditional liquid strategies? Mainly because we don’t like using up our Beta budget 
on assets that don’t produce Alpha.

***

In the following table, I outline five types of Alpha, most of which naturally co-exist 
with Beta:

https://www.linkedin.com/pulse/meta-rule-golf-portfolios-adam-shapiro-ow2oe/?trackingId=XxswG0AHSSiAe4Nudmc2YA%3D%3D
https://www.linkedin.com/pulse/family-portfolios-new-framework-adam-shapiro/?trackingId=V9mIKj9oTOW6YW7VvDAL5g%3D%3D


Page 4 of 7Alpha Is Rare. Here Are Five Places to Find It.

The nice thing about Pure Alpha (Type 1) is that it provides complete insulation 
from market risk. Unfortunately, Pure Alpha represents a fairly small subset of the 
investing universe—and much of that subset is susceptible to three significant 
limitations:

• Modest returns. Let’s say we are shooting to replicate David Swensen’s 36-year 
track record of 13.7% per annum (And why not?). In that case, we want our liquid 
investments to produce 8-12% returns and our illiquid investments to produce 
15-25%+ returns. In contrast, here are representative past returns of some 
typical Pure Alpha strategies:

• Difficulty evaluating investment managers. Pure Alpha products are often 
esoteric, such as purchasing claims on an athlete’s future earnings, making bets 
on FDA approval of a new drug, or funding plaintiffs seeking monetary damages. 
In our experience, investment managers that gravitate to these products are long 
on domain expertise but can be short(er) on traditional investment skills and track 
record. Manager selection in these products can therefore be more uncertain and 
(anecdotally) fraud is more common. 

• Unpredictable payoffs. Certain assets, especially certain commodities, behave 
quite independently from other financial assets. Localized natural gas and 
electricity markets stand out as an example. Regional carbon credit markets are 
another. However, these assets have an inherent volatility that makes them a hard 
choice for investors (like us) that emphasize predictable cash flows.

***
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If Pure Alpha is not the solution, at least not all of it, where should we look next?

The answer is private investments that offer Purchase Discounts (Type 2) and/or 
Value-Added Strategies (Type 3). Yes, they add Beta, but for better deals the Beta is 
more than worth it, so long as we don’t get stuck in them for too long.

To see why, consider the following example.

Let’s say a sponsor brings us an opportunity to invest in an industrial business with 
a Beta of 1. However, the business can be purchased at a 30% discount because 
it has suffered an environmental accident. Now let’s say that the sponsor has a 
credible plan to clean up the accident in two years at a cost of 10% of the value of 
the company. For simplicity, let’s assume no leverage. So, we have an opportunity to 
earn 10% excess annual returns (Alpha) for two years while adding substantial Beta 
to our portfolio.

Should we do it? Obviously there is lots of diligence to do on the sponsor, company, 
and cleanup. But in addition, a key question is whether we can sell the investment 
shortly after the cleanup is done. Otherwise, we are adding two years of Alpha for 
many more years of Beta. [Note: this doesn’t mean we won’t invest long-term—there 
simply needs to be a longer-term Alpha opportunity.]

In getting to the right time horizon, alignment with the sponsor is very important. We 
find that our non-standard approach to private markets helps us get better aligned.

***

Structured Investing (Type 4) and Hedge Fund Allocations (Type 5) are also 
important tools in the toolkit.

Investments that are only Type 4 should be viewed with caution. Sometimes, adding 
structure is simply sacrificing return for a modest amount of protection. But the 
combination of structure plus an additional advantage can be a powerful way to add 
Alpha while muting Beta.

I earlier mentioned having an illiquidity budget. When that runs out, we accept 
a lower return for liquid investments. For investments that are liquid and non-
correlated, albeit with a bit less octane, Hedge Fund Allocations (Type 5) are our 
preferred place to look.

***

https://eastrockcap.com/public/private-markets-investing-an-alternative-approach-for-families/
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A final note: While Alpha doesn’t make Beta go away, it does act as an offset to 
losses and therefore reduces risk. Consider a portfolio with 6% Alpha and 0.5 Beta. 
If markets go down 12%, the portfolio should be flat.

Sure, zero Beta would be great in down markets, but if the cost is drastically 
reduced Alpha and no participation in up markets, it’s simply not worth it. Live with 
some Beta and free up your search for Alpha.

NEWSLETTER
From Star to Founder
Insights from partnering with exceptional investment managers as they 
launch and build new firms

Published by Adam Shapiro
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https://www.linkedin.com/newsletters/from-star-to-founder-6988296694723452928/
https://www.linkedin.com/newsletters/from-star-to-founder-6988296694723452928/
https://www.linkedin.com/newsletters/from-star-to-founder-6988296694723452928/
https://www.linkedin.com/newsletters/from-star-to-founder-6988296694723452928/
https://www.linkedin.com/in/adam-shapiro-4625975/
https://www.linkedin.com/in/adam-shapiro-4625975/
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