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Investment practitioners often use the term “alpha” to describe the extent to which a portfolio’s 
returns have exceeded expectations.  As defined by Jensen (1969), alpha was measured relative to 
the expectations set by the Capital Asset Pricing Model.  Sometimes alpha is used to merely 
describe returns in excess of those over a benchmark index. Another concept which is closely 
aligned with the CAPM is the Security Market Line, a graphical representation of the rate of change 
between expected returns and beta within the CAPM.  
 
In the CAPM, the SML connects the risk free rate to the market portfolio.  If the market is 
efficient, since the risk free rate has the lowest risk, we must assume that on an ex-ante basis the 
SML is always upward sloping.  When we use alpha to describe returns over a benchmark, we are 
implicitly suggesting that the SML is horizontal, and that is there is no incremental increase in 
expected return as we increase the beta of a portfolio. 
 
The CAPM has come into wide criticism is recent years as reviewed by Grinold (1993).  But 
criticism, such as Fama and French has suggested that other factors such as book/price have more 
explanatory power than beta, not that beta has none at all.  As such, an investment manager who is 
aware of the way term “alpha” is being used, can take advantage of potential biases in 
measurement.  For example, if alpha is being used to simply mean excess returns (a flat SML), a 
no-skill growth (high beta) strategy is more likely to have a higher alpha value than a no-skill value 
(low beta) strategy.   
 
On the other hand, if alpha is being used in the context of a conventional CAPM, a no skill value 
(low beta) strategy will generally look better than a no skill growth (high beta) strategy.  This is 
because if we use the classic definition of the CAPM, the risk free rate is something like a Treasury 
bill (low return), resulting in a very steep slope to the SML.  It has been argued that a Treasury bill 
is not an appropriate risk free rate for the CAPM, because investors average holding periods for 
stocks are several years, a period which would subject short term T-Bill investors to reinvestment 
risk.   Another way to look at this issue is to try to estimate the interest rate sensitivity or “duration” 
of equities.  Empirical studies of equity duration have derived average values from two to five 
years.  If we use something like a three year zero coupon yield as the risk free rate in the CAPM, 
the higher risk free rate results in an SML which is much less steep.  We can also consider the 
“zero-beta” version of the CAPM, wherein the part of the risk free rate is taken by the return on a 
hypothetical equity asset with zero beta.  This variation tends to produce an even flatter SML. 
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