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Outside-the-style-box-thinking:

Breaking down barriers to better refurns

Introduction

What’s your style? In the investment world, this has
become the all important question. Style boxes catego-
rize stocks based on size (large, mid and small cap) and
whether the stock is a value or growth holding, or
something in between. Portfolios can then be classified
in the same way, based on the kinds of stocks they
hold.

The Basics...

Many asset allocators place half of their funds with
value managers and half with growth managers

Studies show that such a 50/50 split is not an opti-
mal strategy

The style box is a useful tool for tailoring portfolio
risk, but a rigid approach which constrains man-
agers to stay within one cell hinders performance

By employing a core strategy with a growth filt, the
Smith Group LCC/G portfolio crosses style box
barriers, helping to achieve above-market returns
at below-market risk

Many asset allocators use the style box as a diversifica-
tion tool. A 50/50 split between value and growth
portfolios is often pursued as an overall strategy. Indi-
vidual portfolio managers are constrained to stay inside
their style cell, so to speak, so as not to throw off the
strategy. But is this effective from a risk/return stand-
point?

That is the question we address in this paper. Drawing
on our own research and that of others, we find that a
50/50 value-growth split under-performs alternative
strategies, such as an actively managed core portfolio.
Our own Large Cap Core/Growth (LCC/G) portfolio,
which crosses style boundaries, illustrates this finding.

Background

The theoretical foundations of the style box were laid
with research that related stock returns and risk with
firm size and price-to-earnings (P/E) ratios. The origi-
nal style box was a simple four cell grid. The row of the
style box indicated the market capitalization of the
stock in question, large or small. The column indicated

whether the stock was considered value or growth.

Does a certain stock have a low P/E ratio? If so, it
must be selling at a discount to earnings because the
market perceives some weakness in the firm. Buyers of
the stock believe it is a bargain, and the market has
overreacted to any weakness with the firm. This is a
value stock.

Growth stocks, on the other hand, tend to have higher
P/E ratios. While they do not sell at discount prices,
buyers believe their price will increase as earnings grow
faster than the market is anticipating.

Morningstar, Inc. introduced an updated version of the
style box in 1992. It has become the standard. It added
an extra row and column in between the large/small
and value/growth classifications. The resulting grid has
nine cells, as shown in Figure 1.

Figure 1. The Morningstar Style Box
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The mid cap row provides an additional measure for
capitalization, while the core column is for stocks
which fall somewhere between value and growth, hav-
ing some characteristics of both types.

When the style box is applied to entire portfolios,
rather than individual stocks, the middle column is of-
ten referred to as “blend”. In that case it represents
either a portfolio made up of core stocks, or one made
up of a combination of value and growth stocks.

The style box has gained popularity among investors. It
provides them with an easy way to classify their hold-



Ings. The conventional wisdom is that “bigness” and
value are low tisk characteristics, while “smallness” and
growth are high risk characteristics. This implies the over-
all risk breakdown shown in Figure 1.

Following the conventional wisdom regarding the style
box and risk, investors can use the style box to tailor their
overall risk strategy. One popular strategy with asset allo-
cators is to place half of their money with one or more
value managers, and half with one or more growth man-
agers. Each individual manager is then required to stay
within his or her cell to maintain the strategy’s integrity.

Does the style box work?

Given the importance that the style box has attained in
the investing world, it is worthwhile to ascertain what its
value-add is. Does it do what it claims to do? Is it being
used appropriately by investors?

As a start, we can ask whether the conventional wisdom
regarding risk and the style box is correct. In other
wotds, is it really the case that the risk level of stocks fol-
lows the pattern laid out in Figure 1 above?

Yes, according to a 2001 paper by Frederick Schadler and
Stanley Eakins." Using standard deviation as a measure of
risk in stock returns, they find that the picture shown in
Figure 1 is justified. Value and bigness imply less risk,
while growth and smallness imply more risk.

Prior research has confirmed that the risk profile ex-
pected of the cells in the style box holds true

These findings suggest that there is value in using the
style box to structure an investment strategy. It allows
you to tailor the risk level you are seeking. But is the 50%
value 50% growth approach pursued by many investors
the best strategy?

Craig Israelson took on this question in a 2005 article.?
He compared the returns of a “four-corner” investment
strategy (equally weighted in large value, small value, large
growth and small growth portfolios) to a “middle-of-the-
road” strategy (equally weighted in mid cap value, mid
cap growth, large blend and small blend portfolios). He
found the middle-of-the-road strategy produced superior
returns to the four-corner strategy over five, ten and fif-
teen year periods.

So what was the problem with the four-corner strategy?
“Too restrictive,” was Israelson’s conclusion. In his opin-

ion he is not alone. Richard Grinold’s paper, “The funda-
mental law of active management” made the case that
portfolio returns are an increasing function of the portfo-
lio manager’s skill and a decreasing function of the num-
ber of constraints placed upon the portfolio manager.

Skilled managers of blended funds may have an advantage
over “corner managers” in that they are less constrained.
They can select from a wider universe of stocks. They can
evaluate both value and growth opportunities.

Rob Brown in “At Odds with Style Boxes” echoes this
statement.* He explains that a rigid style box discipline
forces managers to tailor their portfolio to the cell they are
in, rather than to their own research and analytical
strengths, which may well extend beyond the walls of the
cell.

Research has shown that portfolios which *drift” across
style box categories out-perform those which remain
locked in one cell

Quantitative support for this idea is found in a paper by
Charles Howard and Craig Callahan. They find evidence
that funds which “drift” between cells of the style box
outperform those which stay within one cell. They note
that managers who are not constrained to stay within one
cell can take advantage of the fact that returns to value and
growth go through pendulum swings. For a period of time
one approach becomes favored by the market and beats
the other approach. Eventually this situation reverses itself
in an ongoing cycle. Managers stuck in a single cell are
unable to take advantage of these swings by “tilting” their
portfolios one way or the other as market conditions dic-
tate.

A paper by Andrea Au and Tony Foley offers additional
reasoning why style-restricted diversification strategies
may be less than ideal. They find empirical evidence that
core funds which hold both value and growth stocks out-
perform funds split 50/50 between value-only and
growth-only portfolios. In explaining this result, they cite
three things. First are the additional turnover costs in-
curred by rebalancing of style-restricted funds. Second,
they find that scale economies in management can be
achieved when there is one core portfolio rather than a
pair of value and growth portfolios. Finally, they note that
advantageous tax strategies can be employed in a core
portfolio. During a period when one strategy (value or
growth) is outperforming the other, under-performing
securities can be sold and the losses used to offset gains
from the outperforming holdings. They conclude that “a
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well-constructed, genuinely style-neutral core portfolio
will likely be a better use of an investor’s risk budget.”

The Smith Group’s findings

Callan Associates, Incorporated (CAI) classifies profes-
sionally managed equity funds into their appropriate
style box categories. We used this data to test the asser-
tion that a 50/50 split between value and growth funds
is an optimal strategy. We focused on large cap funds
only because we wanted to compare the results to our

own Large Cap Core/Growth (LCC/G) pottfolio.

Figure 2 shows the average return and standard devia-
tion for each portfolio grouping. In the figure, the verti-
cal axis shows average annual excess return versus the
S&P 500 over the ten year period. The horizontal axis
shows standard deviation. We compare six categories
altogether — the CAI database of value, core, and growth
managers as well as a 50/50 split between the CAI value
and growth managers, the S&P 500, and the Smith
Group LCC/G.

Figure 2. Return and risk comparison for the 10 year
period ended 9/30/2006 (source: Callan Associates,
Inc.)
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Note that returns to actively managed core portfolios
beat returns to both the S&P 500 and a 50/50 value-
growth split, while maintaining a similar level of risk.
The data behind Figure 2 is shown in Table 1 below.

Table 1. Return and risk comparison for the 10 year pe-
riod ended 9/30/2006 (source: Callan Associates, Inc.)

Fund Excess Standard

Categories Return Deviation
Smith Group LCC/G 3.15% 16.54%
Value 1.63% 16.22%
Core 1.16% 17.68%
Growth -1.24% 21.99%
50/50 Value-Growth -0.22% 17.47%
S&P 500 0.00% 17.54%

Notice that the 50/50 value-growth returns were below
the returns of even the passive S&P 500. The risk level of
the two categories is virtually identical. What we can take
from this is that, from a risk/return standpoint, the
popularity of the 50/50 value-growth strategy does not
appear to be deserved.

How does the Smith Group LCC/G stack up?
The LCC/G portfolio is a cotre portfolio with a growth
tilt. As such it is managed from a broader horizon than
would be possible in a value-only or growth-only uni-
verse. According to our findings so far, this should mean
that it can achieve returns supetior to a 50/50 split be-
tween value and growth portfolios. Figure 2 and Table 1
support this view.

The LCC/G has an annual excess return of 3.15% over
the ten-year comparison period, higher than that of any
of the other categories. The LCC/G also has a lower
standard deviation than each category except value,
which is slightly lower. While the LCC/G has a growth
tilt, it out-performs the growth average. The analytical
process behind the LCC/G is designed to identify growth
stocks while also tightly controlling risk. This fits with
our overall goal of increasing returns while decreasing

volatility.

The Smith Group LCC/G portfolio:
v Is a core portfolio with a growth filt
v Crosses style barriers

v Incorporates precise risk control

What is the moral of the story?

The lesson that can be learned from the style box re-
search is a well known one — all things in moderation.
The style box is a useful tool for classifying investments
according to general risk level. Like many good things,
however, the style box can be abused. This happens
when investors become too dependent on it, handcuffing
half of their managers into growth cells and the other half
into value cells, constraining those managers’ skills and
ignoring the remaining 1/3 of the style box. The evidence
says that this practice not only limits the universe of
stocks from which managers can select, it limits the re-
turns that managers can achieve. While a 50/50 value-
growth split has the advantage of simplicity, the evidence
says that a more flexible approach offers a reward that
more than compensates — the potential for greater re-
turns.
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Disclosures

Founded in 1995, Smith Asset Management Group, L.P.
(“Smith Group”) is a registered investment advisor that spe-
cializes in equity investment management services. Effective
Jan. 1, 2000, the firm was redefined to exclude wrap SMA
business. To receive a complete list and description of Smith
Group’s composites and/or a presentation that adheres to the
GIPS standards, contact John Brim, CFA at (214) 880-4608,
or write to Smith Group, 100 Crescent Court, Suite 1150,
Dallas, TX 75201, ot john@smithasset.com The Large Cap
Cote/Growth composite is comptised of accounts whose
primary objective is growth of principal by investing primarily
in stock of U.S. companies. Smith Group performance is the
total return including cash and cash equivalents, gross of fees,
of an asset-weighted composite of all discretionary portfolios.
Performance is expressed in U.S. dollars. All index perform-
ance returns include the impact of cash, cash equivalents, divi-
dends and interest. The S&P 500, Russell 1000 Growth, and
Russell 1000 Value are unmanaged indices of the shares of
large and mid-cap U.S. corporations. All index performance
includes capital appreciation and reinvested dividends and is
presented gross of fees.

This material is for your own personal information, and
we are not soliciting any action based upon it. The material is
based upon information we consider reliable, but we do not
represent that it is accurate or complete and it should not be
relied upon as such. Opinions included in this material are as
of September 30, 2006 and atre subject to change without
prior notice.

Past performance is not indicative of future results. As
with any investment vehicle, there is always a potential for
profit as well as the possibility of loss. Actual results may
differ from composite returns, depending on account size,
investment guidelines and/or testrictions, inception date and
other factors. Nothing contained in this presentation should
be construed as a recommendation to buy or sell a security or
economic sector.
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100 Crescent Court, Suite 1150
Dallas, Texas 75201

Phone: 214-880-4600
www.smithasset.com
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