
130/30 Investment Strategy: 
Giving our equities an alpha boost 
     

Introduction 
When you select a portfolio manager, you demonstrate 
confidence in their analytical abilities, their systems and 
their service.  You will be paying the manager, in effect, 
for the superior returns you expect them to generate.  
But an important question remains.  How do you get 
the most for your money? 
 
In the case of equity portfolios, it is common for the 
manager’s activities to be restricted. For instance, most  

equity funds do not permit short selling. Recent aca-
demic work has made the case that such restrictions 
can lower the risk-adjusted returns achievable by a 
given investment strategy. In other words, they leave 
alpha on the table. 
 
This paper will summarize the findings of academic 
work in this field. It will also introduce the Smith 
Group 130/30 strategy, which has been created to take 
advantage of these findings. 

  

Background 

In 1989, Richard C. Grinold’s paper ‘The fundamental 
law of active management’ appeared in the Journal of 
Portfolio Management. In it, Grinold emphasized the fun-
damental law by borrowing a particularly famous nota-
tion from the field of physics. Excess portfolio returns 
were found to be a positive function of the number of 
independent forecasts (M) made by the portfolio man-
ager and the square of the manager’s skill in making 
those forecasts (c). Hence the final form of the funda-
mental law: 
 
Excess Returns = Mc2 

 

The important insight of Grinold’s work was that there 
was more to alpha than the skill of the portfolio man-
ager. The breadth of application of the manager’s skill 
also played a role. One portfolio manager could gener-
ate more returns than an equally skilled counterpart by 
applying that skill more times and in more different 
ways. In other words, skill matters, but so does getting 
the most out of that skill by taking advantage of its full 
range.  
 
Grinold’s paper also noted that restrictions on portfo-
lio holdings could depress portfolio returns in his 
model. This created a teaser for new research. In 
‘Portfolio Constraints and the Fundamental Law of 
Active Management’ (2002), Roger Clarke, Harindra de 
Silva and Steven Thorley investigated the relationship 
between portfolio returns and the constraints placed 
upon a portfolio’s construction. 
 
One constraint often placed on equity portfolios is that 
they contain only long positions. Clarke, et. al. found 
that this constraint is one of the most limiting to port-
folio performance. 
 
To illustrate, suppose there is a portfolio manager who 
seeks to improve on the performance of some bench-
mark equity index. The manager evaluates each stock in 
the index, deciding which ones are more worthy of 
purchase and which ones are less worthy. This is done 
based on the manager’s forecast of each stock’s future 
performance. This is represented in Figure 1 on the 
following page by the oval labeled ‘Forecasted Returns’. 

 

 
 

The  Basics… 

 

Relaxing long-only constraints on equity portfolios 
can improve return per unit of risk. 

 

The Smith Group 130/30 portfolio uses an invest-
ment process consistent with that of our flagship 
Large Cap Core/Growth (LCC/G) strategy. 

 

The long portfolio is leveraged 30% using the pro-
ceeds from the short portfolio which represents 
30% of the initial portfolio value.  Smith Group 
ranking tools are used to determine attractive 
and unattractive stocks.  The net exposure to the 
market (beta) is similar to a long-only portfolio. 

 

 

 

 

 

 

 

 

Results of our portfolio simulation show the 130/30 
delivers enhanced returns above the long-only 
LCC/G, with a similar risk profile. 

What is 130/30? 
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The manager attempts to improve upon the index by re-
weighting the stocks based on his or her forecasts. Good 
stocks are over-weighted and poor stocks under-
weighted. The resulting weights are represented in Figure 
1 with the label ‘Portfolio Weights’. The ‘Realized Re-
turns’ label completes a correlation triangle.  

 
 
 
 
 
 
 
 
 
 
 
 
 

Correlations between the forecasted returns and realized 
returns are a function of the manager’s forecasting skill, 
or information coefficient. This is a measure of the man-
ager’s skill in identifying stocks that will perform well, 
and those that will perform poorly. The correlation be-
tween forecasted returns and portfolio weights is a func-
tion of the degree to which the manager’s insights are 
actually applied in, or transferred to, the portfolio. This is 
termed the transfer coefficient. Finally, the correlation 
between the portfolio weights and realized returns is 
termed the performance coefficient. 
 
The performance coefficient, the base of the triangle, is 
the value added by the manager. It is the degree to which 
the weights placed on stocks by the manager match up 
with the actual performance of those stocks. Did over-
weighted stocks perform well while under-weighted ones 
performed poorly? If so, the manager added value by 
besting the index. 
 
What was found regarding long-only constraints was that 
they lowered the transfer coefficient in the model.  They 
lowered the correlation between the manager’s forecast 
and the portfolio weights.  For skilled managers, this im-
plies that less value was added, meaning less alpha.  

 

 

 

 

It comes down to a matter of the manager being able to 
apply his or her skill. In the absence of short selling, a 
stock which the manager thinks will under-perform can 
only be down-weighted to zero, no further. In the case of 
stocks which make up only a small part of an index, this 
amounts to a negligible down-weighting. But by employ-
ing a short selling strategy, such a stock could be signifi-
cantly down-weighted. This results in a portfolio which is 
a truer reflection of the manager’s analysis. Assuming a 
good analysis, such a portfolio will out-perform one which 
does not allow shorting. It’s important to emphasize that 
this out-performance is not a return to risk. It is an in-
crease in the Information Ratio, a performance increase 
per unit of risk. 
 
Furthermore, it has been found that a little shorting can go 
a long way toward improving a portfolio’s efficiency, par-
ticularly in low-risk portfolios. Optimization studies by 
Roger Clarke and Steve Sapra have shown that in portfo-
lios with small tracking errors, a 10% allowance for short 
sales can improve the portfolio’s transfer coefficient as 
much as would a 50% allowance.3 

 
This recent work on the relationship between long-only 
constraints and portfolio efficiency appeared at an advan-
tageous time. It found an investment audience still reeling 
from the technology bubble and hungry for alpha in a low 
return environment. It has created awareness and accep-
tance of the idea that a limited amount of short sales can 
be an important factor in improving a portfolio’s effi-
ciency and getting more value from a manager’s research 
and analysis. 

 
The Smith Group 130/30 Portfolio   
In light of the increased interest in equity portfolios with a 
limited amount of short selling, Smith Group has intro-
duced a new investment strategy.  It is constructed based 
on the same investment process behind our long-only flag-
ship Large Cap Core/Growth (LCC/G) strategy, but in-
cludes some short selling of stocks that our process identi-
fies as weak.   

 
Our traditional LCC/G portfolio is selected through a 
combination of qualitative and quantitative analysis (see 
table on the next page for a breakdown of the compo-
nents involved).  Ongoing management and precise selling 
guidelines are applied to the portfolio.  The LCC/G strat-
egy has been active since 1996.  In that time, returns have 
exceeded the S&P 500 (see Figure 3 on the following 
page) while producing a return pattern that is less volatility 
than the benchmark.     
 
The investment process behind the LCC/G produces a 
complete ranking of the universe of stocks under consid-
eration. 

 
 

Figure 1. The Correlation Triangle 

Should all equity portfolios incorporate short selling? 

 

No. Clarke and Sapra’s optimization studies 
showed that the transfer coefficient in extremely 
low-risk portfolios is not improved with any 
amount of short selling. Additionally, short selling 
can be risky for managers who are not experi-
enced with prime brokers and short covering. 
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To control risk, short sales are limited to 30% of the 
portfolio’s value. The proceeds of these sales are used to 
purchase additional shares of the long holdings. Thus the 
portfolio is 130% long and 30% short. This preserves 
100% market exposure. 

 

Validation 
We tested a simulated short portfolio integrated with the 
actual LCC/G portfolio to create a 130/30 portfolio.  
Using a portfolio construction methodology consistent 
with our process and experience managing short portfo-
lios, we created a 10-year performance simulation.   Keep 
in mind that approximately 81% (130% long/160% total) 
of the historical return pattern are actual returns achieved 
in the long-only Smith LCC/G strategy.   

 

 

 
Figure 3.  Annualized pro forma net of fees returns com-
parison through June 30, 2007. 

 

The simulated short portfolio was created using our exist-
ing proprietary ranking models.  Stocks selected exhibited 
poor valuation, earnings quality and growth prospects.  

 

The results of the simulation support the theory that a 
short extension strategy can be employed to increase the 
Information Ratio of a portfolio. Figure 3 shows the av-
erage annual returns to the S&P 500, the LCC/G and the 
pro forma 130/30 returns over various time frames. The 
pro forma 130/30 returns were consistently better than 
both the actual LCC/G and the S&P 500. 

 

 

This makes it an ideal base for the new portfolio, which 
will include a limited amount of short selling. 
 
The ranking process identifies both the wheat and the 
chaff. By allowing short sales, the information gathered 
is more fully applied to the portfolio composition. To 
put it in theoretical terms, the transfer coefficient is in-
creased, allowing for a higher Information Ratio. 

 

The portfolio construction process for the 130/30 Strat-
egy is illustrated below in Figure 2. The ranking process 
is applied to the stocks in the selection universe, result-
ing in approximately 200 long candidates and 200 short 
candidates. Risk management narrows that down to ap-
proximately 100 long positions and 100 short positions. 
The portfolio is then monitored and altered on an ongo-
ing basis, completing a loop. A precise sell/cover disci-
pline is continuously followed. 

 

 

 

 
 

 
 

 

 

 

 

 

 

 
Figure 2. The LCC/G 130/30 Process 
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The process behind both the LCC/G and the 
LCC/G 130/30 encompasses the following fac-
tors: 

 

Earnings Quality & Growth 

We score companies on their strength of earn-
ings and likelihood of growing faster than the 
market expects. 

 

Valuation Quality 

We look at multiple valuation measures to iden-
tify stocks that are bargains and stocks that are 
overpriced. 

 

Corporate Governance 

We utilize a proprietary model with multiple gov-
ernance factors to evaluate each firm’s man-

Quantitative 

Screening 

Fundamental 

Analysis 

Portfolio 

Construction 

Sell / Cover 

Discipline 

Smith 130/30 Smith LCC/G S&P 500 Index 

1 Year 3 Years 5 Years 7 Years 10 Years 

15%

14%

11%

16%

14%

9%

6%

19%

14%
13%

7%

2%

21%

12%
11%



The 130/30 simulation improved on the returns of the 
long-only LCC/G while maintaining a similar beta and 
forecasted tracking error. The Information Ratio of 1.6 
is significantly higher than the LCC/G.  

 
Conclusion 
The 130/30 portfolio is an important addition to the 
Smith Group product line. It allows us to leverage our  
investment process to offer clients additional value while 
maintaining control of risk. The task of a portfolio man-
ager is to deliver value. This is done through research, 
analysis, systems and client service. Theoretical work 
and statistical testing have shown that a careful relaxa-
tion of short selling constraints in an equity portfolio 
can extract more return from a given level of market 
insight. From the standpoint of the client, this means 
more alpha. It is about getting the most value from the 
work a portfolio manager does for you. 
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Founded in 1995, Smith Asset Management Group, L.P. (“Smith Group”) 
is a registered investment advisor that specializes in equity investment 
management services.  Smith Group claims compliance with the  U.S. 
and Canadian version of Global Investment Performance Standards  
(GIPS).  To receive a complete list and description of Smith Group’s com-
posites and/or a presentation that adheres to the GIPS standards, con-
tact John Brim, CFA at (214) 880-4608, or write to Smith Group, 100 
Crescent Court, Suite 1150, Dallas, TX  75201, or john@smithasset.com.  
Smith Group Large Cap Core/Growth Strategy (LCC/G) – It is comprised 
of accounts whose primary objective is growth of principal by investing 
primarily in stock of large capitalization U.S. companies. The LCC/G per-
formance is the total return including cash, cash equivalents, dividends 
and interest gross of fees, of an asset-weighted composite of all discre-
tionary portfolios managed by the chief executive officer of Smith Group, 
Stephen S. Smith. Performance is expressed in U.S. dollars. Net of fee 
performance shown reflects the deduction of the maximum applicable 
fixed rate fee level, 1.0% of managed assets per year. The S&P 500 
Index is an unmanaged index of the shares of large U.S. companies.  It 
includes dividends and is presented gross of fees. Past performance is 
no guarantee of future returns.  Stock market conditions vary from year 
to year, and can result in a decline in market value. Earnings SurpriseEarnings SurpriseEarnings SurpriseEarnings Surprise: 
According to many academic studies, earnings surprise has had a posi-
tive relationship to relative performance in most time periods and for 
most companies. However, this does not mean that this relationship 
exists for all time periods and for all companies. In the recent past, peri-
ods coinciding with an inverse relationship between earnings surprise 
and relative performance have typically been periods in which corporate 
earnings are not the focus of investors’ attention. Additionally, compa-
nies which have had a chronic negative relationship between earnings 
surprise and relative performance are typically those companies whose 
earnings are not product-driven, such as commodity companies. There is 
no assurance that the historic positive relationship between earnings 
surprise and relative performance will exist in the future. Nor is there any 
assurance that the historic ability of Smith Group to forecast a high rate 
of positive earnings surprise companies will exist in the future.   

The pro forma performance results presented in this paper do not repre-
sent the results of actual trading using client or firm assets, but were 
achieved by means of the retroactive application of a computer model 
that was designed with the benefit of hindsight.  Hypothetical perform-
ance results such as those shown in this paper have significant limita-
tions, and should not be relied upon as indicative of future performance.  
During the time periods presented in this paper, Smith Asset Manage-
ment Group, L.P. was not managing money under the 130/30 strategy 
discussed herein. 

 

 

 

 

 

 

 

 

100 Crescent Court, Suite 1150 

Dallas, Texas 75201 

Phone:  214-880-4600 

Our website address is:  www.smithasset.com 

ADVANTAGES of the Smith Group 130/30: 
 

A natural extension of the investment process 
behind our existing flagship portfolio. 

 

Takes fuller advantage of our process’ ability to 
identify unattractive investments. 

 

Active management by the Smith Group portfo-
lio team, with an average of over twenty years 
of investment experience. 

 

Highly diversified portfolio with approximately 
100 total holdings, long and short. 

 

Our experience includes the ongoing manage-
ment of two long/short hedge funds, so the 
skill and prime broker relationships necessary 
for a short component are in place. 
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Past performance is not necessarily an indicator of future returns.  Stock 
market conditions vary from year to year, and can result in a decline in 
market value. Nothing contained in this presentation should be con-
strued as a recommendation to buy or sell a security or economic sector. 
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