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Directional long-short strate-
gies – also known as ‘active
extension’ or ‘130/30’ strate-

gies – enable investors to hold short
positions in moderation in tradition-
ally long-only mandates. In case of
a 130/30 strategy, for example, the
manager invests up to 130 per cent
of available capital in long positions
while taking short positions of as
much as 30 per cent, so that the net
equity exposure equals 100 per cent
of available capital.
The rationale behind directional

long-short strategies is simple and
intuitive. Investors with proven
skills in stock selection often have a
symmetrical skill in understanding
which stocks to avoid or sell short.
Figure one shows a theoretical

investment model’s historical stock
selection skill. Based on this model,
the most favoured quintile of stocks
outperformed the benchmark by 3
per cent while the least favoured
stocks trailed by 3 per cent. In an
unconstrained long-only portfolio,
the manager may significantly over-
weight the top quintile stocks by, for
example, 200 per cent or 300 per
cent or more of the benchmark
weight but can only underweight
the lowest quintile by a maximum
of 100 per cent. Therefore, long-
only portfolios may limit a manag-
er’s ability to take full advantage of
the information in their investment
process – whether quantitative or
based on experience and judgment
– by limiting the size of bets against
expected poor performers. This is
commonly referred to as the ‘long-
only constraint’ and applies to most
institutional equity mandates.

In a portfolio that allows short
selling, the manager may take
equally significant bets in favour of
expected outperformers or against
expected underperformers.
For example, within the MSCI

Europe only 53 stocks have a
weight above 0.5 per cent (as per
end of June 2007). In this way, long-
only portfolios can prevent man-
agers from taking full advantage of
the information available to them.
While the long-only constraint
forces some ‘dead weight’ in the
portfolio, relaxing this constraint
leads to a better utilisation of risk
through the more efficient use of
information. In the long run, this
should lead to a superior risk-return
pattern in comparison to traditional
strategies.

DIRECTIONAL LONG-
SHORT AND EQUITISED
MARKET NEUTRAL
Directional long-short strategies,
while relatively new to the institu-
tional investment scene, are very
similar to the market neutral strate-
gies that institutional investors have
used successfully for well over a
decade. In a pure market neutral
strategy, conceptually, the manager
may invest up to 100 per cent of the
portfolio in favoured long positions,
then sell short as much as 100 per
cent of the portfolio in stocks
expected to underperform. The net
exposure of the account is therefore
‘neutral’ to market movements
because any upward or downward
movement of the market will have,
for the most part, offsetting impacts
on each side of the portfolio. If the

market rises, for example, normally
the performance of long holdings
will be positive while that of shorts
will be negative. The performance
of the account (net of longs and
shorts) will be attributable to net
exposures or ‘bets’ made by the
manager. Depending on the man-
ager’s style, these bets may be relat-
ed to a factor tilt such as a value
bias. Alternatively, they may be
attributable only to expected return
differences of the long portfolio ver-
sus the short portfolio based on a
manager’s investment process with
the elimination of all extraneous
factor exposures.
To gain market exposure in mar-

ket neutral strategies – or to ‘equi-
tise’ the market neutral portfolio –
investors typically overlay their
market neutral portfolio with a 100
per cent portfolio exposure in long
equity futures contracts of the
benchmark. For US equities, this is
most commonly the S&P 500 Index.
With futures exposure, the equitised
market neutral strategy consists of
two key components: a 100 per cent
index exposure obtained from
futures plus the manager’s value
added or alpha (the net perform-
ance of the longs and shorts). In the
case of directional long-short strate-
gies, the net long exposure arises
from the significant portfolio bias to
long holdings (130 per cent) versus
short exposures (30 per cent). These
strategies, therefore, do not use
futures contracts in their process.
Figure two illustrates the basic
structure of an equitised market
neutral strategy versus a 130/30
directional long-short strategy.

No reason to continue
the long-only route
Weaker equity market returns, increased plan funding needs, and demand for higher and more predictable
active manager returns have led to a growing interest in alternative investment approaches. One of the most
promising sources of higher alpha that is rapidly gaining appeal is ‘directional long-short’ investing, write
Alexander Tavernaro, client portfolio manager, Invesco Global Structured Products Group, Frankfurt and
David Wonn, client portfolio manager, Invesco Global Structured Products Group, Boston

DIRECTIONAL LONG-SHORT INVESTING
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FROM 110/10 TO 150/50
Analysts have been studying sever-
al variants of directional long-short
strategies that generally range from
a 10 per cent to 50 per cent short
exposure (respectively called
‘110/10’ and ‘150/50’ strategies). A
‘best’ strategy among the possible
combinations of long and short posi-
tions does not exist. Rather, there is
usually a preferred level of shorting
or leverage that works best for a
particular set of needs. When decid-
ing on the most appropriate degree
of short selling, one should consider
the client’s tracking error tolerance,
his benchmark and the inherent
investment approach. Other factors
such as limitations on holdings,
turnover, or active sector, stock, or
industry constraints may also play a
role.
Quantitatively oriented managers

can offer inherent benefits in direc-
tional long-short mandates. First,
they are usually experienced in
measuring portfolio risks and in
constructing portfolios that optimal-
ly balance return and risk. Second,
as many are experienced at manag-
ing market neutral strategies, they
already have the necessary skills to
manage directional long-short
strategies.
Traditional long-only managers

may find this environment challeng-
ing. While being able to identify
short sale candidates, few have the
tools to ‘test’ their process historical-
ly or illustrate examples of actual,
relevant past performance. Being
used to selecting purchase candi-

dates only, traditional managers
may find it difficult to draw up a
substantial list of shorts, a task
which becomes even more difficult
if they try to intuitively balance the
risks of long and short positions.
Systematic risk controls may be a

relatively new concept to these
managers, and those that invest the
portfolio in deep value stocks while
shorting a list of richly priced
growth stocks may encounter rocky
performance until their strategy
successfully plays out. This particu-
lar approach would have been
painful to investors during the tech
bubble of the late 1990s, and
although it eventually worked, one
wonders how many investors would
have replaced the manager before
the strategy had been vindicated.
Volume and scale may also pres-

ent a real obstacle to traditional
managers. Many hedge funds man-
aged by traditional ‘stock pickers’
create short exposures by selling
short sector-based exchanged-trad-
ed funds (ETFs) against their funda-
mentally selected long portfolio.
This type of short structure is very
different from the directional long-
short construct explained earlier.
We noted that a key benefit of
directional long-short strategies was
the ability to take advantage of
‘negative expected alpha’ informa-
tion gathered from the investment
process and shorting sector ETFs
does not actually achieve this objec-
tive.
Finally, directional long-short

strategies introduce a host of opera-
tional complexities for managers.

Compared to building long-only
portfolios, the construction of a
long-short portfolio is much more
involved from an operational, legal
and trading point of view.
Experience and skill in this area are
crucial, as is scale expertise. The
ability to borrow the necessary
securities for a short sale, along with
the increased complexity in report-
ing, custodial, and clearing func-
tions makes a $500m ( 372.5m)
short portfolio significantly more
complex than a USD 50 million
short portfolio.

THE BOTTOM LINE –
PERFORMANCE
EXPECTATIONS AND
THE UNEXPECTED
Based on our simulations and those
of other firms, we expect that a typi-
cal 130/30 strategy may add any-
thing from 50 to 150 basis points of
performance relative to its long-only
counterparts. That said, one should
keep in mind that these are rough
estimates that may be considered
either too conservative or too
aggressive. Nevertheless, while
admittedly the industry has limited
experience in this area, many aca-
demics and practitioners agree that
relaxing the long-only constraint
should benefit investors in the long
run with regard to enhancing
returns, risk reduction and improve-
ment in risk-adjusted performance.
The issue of what can go wrong

gets little coverage in new product
discussions. When looking at strate-
gies with complex operational infra-
structures, the initial risk-related
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Figure one: a theoretical investment
model stock selection skill

Figure two: basic structure of an equitised
market neutral strategy versus a 130/30
directional long-short strategy
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concerns often focus on a systemic
or localised operational breakdown.
While such issues should not be dis-
counted, we believe that a more
common – indeed highly likely –
risk these strategies present is peri-
ods of underperformance.
Directional long-short strategies,
like any other active strategy, are
managed to an investment process
designed to add value. However,
like all investment strategies they
can also experience weak relative
results, and, at times, extended
underperformance. Since these
strategies are, in effect, leveraged to
a given approach, their periods and
intensity of underperformance can
be difficult to endure. Another con-
cern is that the active return of the
longs and shorts may or may not be
directionally the same. The longs
may add value while the shorts may
subtract value or vice versa.
Alternatively, both longs and shorts
may add or subtract value at the
same time. We have witnessed peri-
ods in our own live process for mar-
ket neutral that resemble each of
these scenarios.
We did not mention these poten-

tial pitfalls in an attempt to dissuade
investors from directional long-short
investing. Rather, we believe such
strategies are a useful and more
efficient approach to portfolio man-
agement over the long term. Yet we
caution that shorter term results
could be unattractive compared to
their long-only equivalents if a
manager’s process is temporarily out
of style.
When market neutral strategies

were being introduced to the insti-
tutional marketplace, many
investors believed – or were led to
believe – that these strategies were
designed to work in both up or
down markets. While theoretically

true, market neutral strategies could
not work if the manager’s underly-
ing stock selection process were out
of favour. Therefore, when the
inevitable underperformance
occurred, investors were prone to
dismiss the strategies in the short
run as “broken” instead of staying
with them for their potential long-
term benefits.
The recent turmoil in financial

markets delivered a good example
of what can go wrong in directional
long-short strategies as most quanti-
tative fund managers have experi-
enced abnormal performance in
their returns. Many quantitative
models behaved just the opposite
way they were expected to. Factor
returns turned negative over the
past few weeks and correlations
between the returns of quant man-
agers increased.
One of the possible catalysts of

this development was the losses suf-
fered by many multi-strategy man-
agers. As it was almost impossible
for them to trade their credit portfo-
lios in virtually illiquid markets,
these managers sought to raise cash
in other, more liquid markets. One
of the most liquid markets is the
equity market. As a consequence,
short names began to rally as
investors were forced to deleverage

their short positions, while the more
attractive stocks were selling off.
Based on past experience with

such developments this will reverse
sharply. A similar situation occurred
in 1998 when Long Term Capital
Management was in trouble. At that
time, quant strategies also under-
performed due to irrational market
behaviour. Such situations create
opportunities as stocks with excep-
tional fundamentals trade at sub-
stantial discounts. Even though it is
impossible to predict how long it
will take until the market refocuses
on the fundamentals, stability has
proven to win in the long run.
Investors should be aware of the
fact that, even though directional
long-short strategies offer an attrac-
tive risk-return pattern, there is still
a risk of underperformance under
certain market conditions. The pre-
dictive ability of the underlying
stock selection model is of vital
importance for the success of both
the long-only and the directional
long-short strategy.
Directional long-short strategies

represent a new approach and
opportunity for traditional long-only
investors. In today’s market environ-
ment, the ability to add value on both
long and short exposures in a single
portfolio is an attractive option that
investors should consider.
Simulations indicate that a typical
130/30 strategy may result in an out-
performance of 50 to 150 basis points
per annum compared to long-only
portfolios without increasing the risk.
Even if these are rough estimates and
the industry has limited experience
in this area, relaxing the long-only
constraint should benefit investors
over the long run by boosting
returns, lowering risk and improving
risk-adjusted performance.
The expressed views and opinions are those of the
authors and are subject to change without notice.
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STATEMENT

“SUCH STRATEGIES
ARE A USEFUL
AND MORE
EFFICIENT
APPROACH TO
PORTFOLIO
MANAGEMENT
OVER THE
LONG TERM”


