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Directionally long strategies (e.g., 130/30) have burst into the financial marketplace over the 
last three years with such rapidity that we cannot recall another investment strategy in 
recent decades that has grabbed as much attention or assets (estimated to be above $100 
billion) in such a short period of time. While directionally long strategies offer the expanded 
capability to pursue alpha with greater linearity through shorting, there is an unfortunate 
new movement among a handful of academics and financial firms to classify these strate-
gies as hedge funds or market neutral strategies, and develop actively managed indexes to 
benchmark their performance. We believe this approach will not only mis-categorize the 
directionally long approach for investors and fiduciaries, it will also prove to be unreliable 
and specious as a benchmark given the inevitable factor biases and structural inefficiencies 
that accompany an actively managed index. 

Benchmarking investment performance is a critical tool for managers, plan sponsors, 
trustees and consultants to measure both the skill and the risk taken by an active approach. 
Plan sponsors, et al can effectively measure the risk a manager assumes in deviating from 
traditional passive indexes. Yet, the evolution of directionally long strategies has confused 
some in the investment community into perceiving these strategies to be more exotic than 
they are. Specifically, the shorting component of 1X0/X0 strategies has led some to believe 
– incorrectly – that the directionally long approach is akin to an alternative strategy. By this 
flawed reasoning, these managers should be treated and measured differently than 
traditional long-only managers. We wholeheartedly disagree.  

Directionally long: A more ‘linear’ approach to portfolio construction
For years, investment managers have lamented the lack of linearity in their portfolio 
construction because of the long-only constraint of traditional portfolios. The term ‘linear-
ity’ in quant circles refers to the ability to execute upon equal forecasting in choosing both 
long and short candidates. Traditional portfolios are by their nature not linear because of 
the inability to express one’s under-weight convictions to the same extent as over-weight 
convictions. These strategies invest within broad indexes, such as the S&P 500, Russell 
1000 and 3000, and the Wilshire 5000, indexes that are dominated by a handful of the 
largest companies in the index. Active managers have the opportunity and flexibility to 
significantly over-weight their highest rated stocks, but they are prohibited from under-
weighting their lowest rated stocks to the same extent because of the long-only constraint. 
With more freedom to express both long and short views on an index’s constituents, many 
would argue that a directionally long manager should naturally have greater likelihood for 
excess return. We believe that this assertion will be proven accurate, though only time and 
manager skill will determine if we are correct. 
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What is important to understand here is that unlike hedge funds or any other alternative 
product, a 130/30 strategy’s use of shorting is opportunistic and not a hedge, as the beta of 
the portfolio will remain reasonably close to 1. Utilizing shorting in this manner is no 
different than making active under-weight decisions in a long-only portfolio. Thus, direction-
ally long strategies occupy the same space as traditional long-only managers within a 
diversified equity program. We therefore believe that the ability to short securities versus a 
long-only index is no different than building a value or growth, small or large cap, industry 
and sector, or a high beta or low beta bias into a portfolio construction process. Therefore, 
directionally long strategies should be compared to the same passively constructed market 
benchmarks to which long-only managers are compared. 

 
Why use a passive index?
According to Paul Samuelson, Nobel laureate economist and renowned expert in compara-
tive statistics, an index is useful, “if only for the purpose of setting up a naïve model against 
which their in-house gunslingers can measure their prowess.”1 Aside from being a passive 
bogey used for comparative purposes, an index should be transparent, broad and ‘invest-
able’. Importantly, the return / risk assumptions should accurately represent the asset class 
and appeal to a broad investing public. With regard to transparency, the “rules” that 
determine the constituents within the benchmark should be known, with possible future 
changes to the index anticipated. Using an “active” approach to maintaining an index 
inherently corrupts this aspect of an index’s purpose. 

Furthermore, plan sponsors can invest in the R1000, S&P 500, Wilshire 5000, etc. and they 
can do it easily and cheaply. Any departure from a pure index by an investment manager 
creates tracking error (risk) and needs to have a commensurate excess return associated 
with it to justify the exposure. A plan sponsor knows that transaction costs, management 
fees and other execution costs (borrowing costs on short positions), and unintended risks 
create a significant hurdle that is challenging to overcome in an “ordinary” investment 
management process. Do we really need a theoretically tougher, more complicated index to 
compare directionally-long strategies? On the contrary, simplicity and passivity are critical 
elements in an index for evaluating a manager’s performance, particularly when the process 
guidelines are expanded. When a client selects a 130/30 manager to add alpha to, say, the 
S&P 500, the correct index to measure that manager’s success against is the S&P 500, not 
another actively managed strategy which itself may vastly under-perform or out-perform 
the S&P 500 at any given time. 

The inferiority of 130/30 (or any actively managed) indexes
As we explore the use of a specific 130/30 index we begin with a few questions about the 
philosophy behind actively managed fundamental indexes:

First, if the index is not going to be cap-weighted, which factors will be used to determine 
the index holdings and their weightings, especially the short candidates? Do different 
factors get used for long and short candidates? Is a short candidate always a short, or could 
it possibly rotate fairly regularly between being a long position and a short candidate? How 
often will these factors be changed? Re-weighted? What is the appropriate number of 
positions? How about the amount of turnover? What is the appropriate level of borrowing 
costs that an index should assume? Do they take into consideration the supply of available 
stock to be borrowed? Why 130/30 as an index when many plan sponsors look for varying 
levels of risk? Should we have a range of indexes from 110/10 to 150/50? What’s wrong with 

1 �“Challenge to Judgment”, Paul A Samuelson, 
The Journal of Portfolio Management, 1974
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the 134.56%/34.56% index? Are there examples of “active” indexes and how have they 
fared relative to broad market, cap weighted indexes? These questions all illustrate the 
active bias conundrum that would have to exist in a fundamentally constructed benchmark.  

There are many questions that can be asked regarding the use of “strategy indices”, as 
opposed to traditional passive bogeys. We would classify them into three categories:
 1) Security and factor selection 2) Structure 3) Implementation (costs).

Security and factor selection
If the index is not going to represent a broad market segment based on cap weighting, we 
need to understand more completely the criteria that would be used to screen candidates 
for inclusion and, importantly, for consideration as either a long or short. We are aware of 
two attempts to create 130/30 strategy indices, and the two approaches couldn’t be more 
different. In the case of Standard & Poor’s, they claim that they are not building a 
benchmark, but a strategy index that can be implemented at “lower cost”. We’ll see. They 
are proposing to use their S&P 500 universe and will overlay two quantitative factor 
screens and qualitative judgments provided by their analysts. The index will be re-weighted 
quarterly. The two quant factors which they are using are price-to-sales and external 
financing. Does this mean these two factors are universally the most important factors for 
successful investing?

Credit Suisse is using a set of 10 composite factors developed by their quant equity research 
group, with no qualitative overlay. These factors will be applied to the S&P 500 universe, 
too. “Stocks with high exposure to the 10 alpha factors are forecast to provide positive 
alphas; stocks with low exposure should generate negative returns”. Their index will be 
rebalanced monthly. 

Neither index provider is considering dynamically weighting their factors or discussing 
possible changes in the factors over time. However, stock selection factors have 
demonstrated a tendency to lose their forecasting ability over the course of time (value-
added can be arbitraged away) and the opportunity set for factors can change in different 
environments.

Structure
The S&P 130/30 strategy index will have all 500 stocks from the S&P 500 in the index, but 
they will overweight the top 30 by 1% and underweight the bottom 30 by 1%. Here’s the rub: 
if the bottom 30 stocks are all >1% in the S&P 500 index, the 130/30 index won’t be short at 
all, just underweight, as S&P is proposing to use the S&P 500 weight as the initial position. 
Although it is unlikely that each of the 30 short candidates would be >1% within the S&P 
500, the result will definitely be that the “index” never has a 30% short position. Picking 
just 30 names, without consideration of industry and style risk / exposures, means that this 
index is very much sub-optimal.

In the case of Credit Suisse, they are using an optimization process to determine the 
weights of the holdings, both long and short. The monthly rebalance will create much more 
turnover than that which is being proposed from S&P 500. Their published white paper on 
the subject shows results for their index assuming different levels of turnover from 15% to 
completely unconstrained. The unconstrained version, presumed to be optimal had annual 
turnover of 350% - not very index like!
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Implementation
Nowhere in the S&P literature do they discuss fees associated with borrowing the stock 
necessary to establish their short positions, . Equally important is the lack of consideration 
given to the ability to borrow these securities in the first place. As a reminder, a short 
candidate must be borrowed from a prime broker. If the stock is classified as difficult to 
borrow, the cost associated with acquiring this exposure may significantly outweigh the 
alpha potential.

To Credit Suisse’s credit, they have built into their back test reasonable assumptions on 
costs associated with transactions and borrowing costs. The 25 bps one way cost for trades 
and 75bps short-sales costs are reasonable. What was not explained was what happens 
when a stock is difficult to borrow. Is it removed from the investable universe? 

A live example of how “Strategy Indexes” fall short - the ‘RAFI’ strategies
Aside from us predicting the shortcomings of actively managed fundamental indexes, there 
is already a growing body of empirical evidence that these active strategies are failing to 
achieve the stated objectives of an index.

The FTSE RAFI US 1000 index is a broad index of the 1,000 US equities with the highest 
“fundamental” strength, employing a predetermined set of factors that produce a ranking 
score for each stock that determines its index weighting. The scores are determined by 
analyzing four fundamental measures, including 1) book value, 2) income, 3) sales, and 4) 
dividends. The index is re-weighted annually. The weightings for the constituents in this 
index may differ greatly from their representation in the cap-weighted S&P 500. Although 
the index represents the largest 1,000 companies by fundamental strength, the end result is 
an “index” that is heavily weighted to value (about 66% of the weighting), with more than 
20% of the index being in mid to small cap names.

How has this index, or more accurately, how has this strategy performed since inception, 
including the back-test results? The FTSE RAFI index has performed as you would expect, 
showing out-performance in years when value and small cap do well and underperforming 
when large cap and growth performs best. The magnitude of the performance difference is 
what concerns us, as we’ve seen outperformance relative to the S&P 500 of nearly 20% in 
2000, and underperformance of more than 10% in 1999. Given human nature, what was the 
likelihood that most plan sponsors would have held onto their RAFI index following 1999? 

Given the choppy history of the RAFI index, does it make sense to have a “strategy index” in 
place instead of a true “passive” offering from which comparisons can be drawn? If you can 
answer the following questions with affirmative answers than perhaps you are ready for an 
active approach to indexing; if not, then the S&P 500, R1000 or comparable broad index is 
best for you. The questions are: 1) do the small cap and value style categories always 
outperform? Most of the time?, 2) is the tracking error of the RAFI index to that of a broad 
benchmark appropriate given your plan’s risk budget? 3) are the additional costs associated 
with this index justifiable relative to a passive offering? 4) will the index see its performance 
rebound in 2008 or will 2007 be the beginning of a protracted period of 
underperformance?

Our strong belief is that evaluating either a quant manager’s model or qualitative stock 
picker’s insights is best achieved when the benchmark is transparent and passive. Cap-
weighted indexes such as the S&P 500 and Russell 2000 achieve this objective and give 
clients an appropriate way of measuring a manager’s ability to generate alpha. As an 
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example, we employ a core model in our quantitatively driven strategies which generates 
the alpha expectations and stock rankings for both our long-only and directionally long 
strategies. Thus, we do not alter our stock rankings for 130/30, 120/20, etc. strategies. On 
the contrary, we leverage the model’s forecasting for our entire universe for these products, 
taking advantage of the directionally long capability to underweight (via shorting) to the 
same degree that we overweight. It only makes sense, then, to measure us against the index 
we are taking active risk against, regardless of the way we choose to take these risks. 
 

Conclusion: An index must be passive, not just another alpha strategy
Plan sponsors are being offered a choice between using a long-only, investable and trans-
parent index or an active strategy based “index”, such as those being presented to the 
marketplace, to compare the performance of their 130/30 managers. We believe the passive 
index remains clearly superior for plan sponsors to use, while the new-fangled “strategy 
indices” are not easily replicated or transparent. Moreover, how can an index where there is 
an explicit bias towards certain fundamental factors be an objective yard stick for showing 
the absolute value of any given manger’s skill or performance? The RAFI indexes were a 
first step in the wrong direction of actively managed benchmarking. With the introduction 
of more complicated strategy indexes to measure 130/30 products, there appear to be more 
contradictions, more confusion, and less objectivity than the marketplace needs.

Why complicate the process of performance evaluation, when you can use one index to 
which you can compare all of your managers, whether they are making decisions relative to 
small or large capitalization, growth or value, over or underweights in industries and 
sectors, and/or investing long or short positions. Remember, any departure from the index 
creates risk, and hopefully a commensurate return will follow. Creating a more complicated 
mouse trap doesn’t mean it is better.
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