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One of the oldest forms of “alternative” investing involves shorting stocks. Alfred Winslow Jones is widely credited
with creating the first hedge fund back in 1949. Jones’ primary strategy involved not only investing in stocks he
liked but also shorting those he disliked. Long/short investing remains a popular hedge fund strategy, and these
days, it is available in 1940 Act mutual fund format as well. According to Morningstar, there are 119 long/short
mutual funds with an aggregate $26.5bn in assets as of September 30, 2017.
As part of our ongoing series analyzing different alternative strategies, we seek to answer the following questions
regarding long/short funds:
1. What are the drivers of returns in each strategy?
2. What are the risks in each strategy?
3. What role does a given strategy play within a portfolio?
4. How does the given strategy compare to the Defined Risk Strategy?

Drivers of Returns
In most circumstances, the drivers of returns in a long/short strategy will be at the individual stock level. The
whole value proposition of long/short strategies is that a portfolio manager should be unconstrained and profit
not only from investing in stocks he likes but also profit from shorting stocks he dislikes. Whether or not the
portfolio manager is any good at identifying those individual winners and losers will ultimately determine the
success or failure of such a strategy.
That said, it is common for long/short strategies to have certain biases reflected in their portfolio. These biases
might involve valuations, sectors, capitalization, or any other type of quantifiable factors. For example, if a
portfolio manager is fundamentally a value investor, one would likely see value names held long and growth
stocks shorted. This kind of portfolio would be doubly exposed to its factor bets, which is great if the factor is in
favor but potentially disastrous if it is out of favor.

Risks
As any sophisticated analyst knows, return and risk are two sides of the same coin: if the returns of a long/short
fund are driven by the portfolio manager’s stock picks, so will be the risks. The portfolio manager will live or die
on their ability to identify in advance the individual winners and losers.
If the portfolio reflects a certain factor bias, that bias could help or hurt depending whether or not it is in favor.
To return to our previous example, imagine a portfolio manager has a value bias. A long-only value portfolio will
trail the market in a year when growth is in favor, like 2017 or 2015. However, the long/short value manager who
is long value stocks and short growth stocks would be doubly exposed to such a factor bet.
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Because portfolio managers are unconstrained in a long/short strategy and can essentially double their bets, the
performance across long/short funds varies widely. The dispersion between “first and worst” can be quite wide.
It is dangerous to use “the average long/short” fund as a proxy for the asset class when the returns and risks are
so divergent. The table below illustrates this:
3yr Ann Rtn

3yr Beta

3yr R2

Expense Ratio

91.05%

Turnover Ratio
%
7042%

Max

15.69%

1.07

25th

5.76%

0.69

67.41%

314%

1.89%

Median

3.95%

0.51

58.87%

163%

1.60%

75th

1.77%

0.33

30.62%

49%

1.33%

Min

-7.64%

-0.16

0.10%

0%

0.17%

Average

3.43%

0.51

49.71%

340%

2.00%

3.33%

Source: Morningstar Direct, Zephyr StyleADVISOR. Annualized return, beta, and R2 were calculated vs. the S&P 500 and only for those 71
funds with a three-year track record as of 9/30/17.

While the dispersion in performance is wide, long/short managers do tend to share certain tendencies.
Long/short managers tend to have higher than average expense ratios and trade more frequently. According to
Morningstar, the median long/short manager has an annual turnover ratio of 163%, and the most active fund
has an eye-watering turnover ratio of 7,042%. It is fair to say an investor must have a lot of faith in that particular
manager’s process in order to justify a turnover ratio of 7,042%.

Role Within a Portfolio
It is often said that alternatives perform one of two roles within a portfolio: they are either “alpha drivers” or
“beta reducers.” Depending on the individual long/short manager, they can fill either role. In the previous table,
we saw how the sensitivity to the market, as measured by beta and R-squared, varies widely from fund to fund.
These numbers should help the analyst determine which role an individual long/short manager might play within
a portfolio.

How do long/short strategies compare to the Defined Risk Strategy?
Compared to the typical long/short manager, the Defined Risk Strategy (DRS) approaches the market from the
opposite end of the spectrum. While the overall goal is roughly the same—to produce respectable absolute
returns through bull and bear markets—the way they seek to accomplish that goal is completely different. One
of the fundamental precepts of the DRS is that it is difficult, if not impossible, to identify those stocks that will
outperform or underperform on a consistent basis. In contrast, a long/short fund’s entire value proposition is
based upon investing long outperforming stocks and shorting underperforming stocks.
The DRS wants its market exposure to be as broad as possible. It utilizes broad and liquid ETFs to gain robust
coverage of an asset class. Risk is managed utilizing broad-based options on those same asset classes. The DRS’s
Swan Global Investments | 970-382-8901 | swanglobalinvestments.com

4

primary drivers of returns are its buy-and-hold market exposure, its hedging, and its premium collection. All
three of these components are at an asset class level and are designed to provide value in different types of
markets (i.e. rising, falling, or flat, respectively). The DRS can be described as a “top-down” manager whereas a
long/short approach is the epitome of a “bottom-up” style.
Because the value propositions of a typical long/short manager and the DRS are so fundamentally different, a
case could be made for pairing the two together. The two approach investing in such different ways that they
could form a complementary partnership. Specifically, a long/short fund with more upside market capture and
higher beta could be a nice potential candidate for pairing with the DRS, since the DRS has traditionally been
used in a risk-reducing role. This would be an example of combining an “alpha driver” with a “beta reducer.”
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inception, July 1997, and are net of fees and expenses. Swan claims compliance with the Global Investment Performance
Standards (GIPS®).
All Swan products utilize the Defined Risk Strategy ("DRS"), but may vary by asset class, regulatory offering type, etc.
Accordingly, all Swan DRS product offerings will have different performance results due to offering differences and
comparing results among the Swan products and composites may be of limited use. All data used herein; including the
statistical information, verification and performance reports are available upon request. The S&P 500 Index is a market cap
weighted index of 500 widely held stocks often used as a proxy for the overall U.S. equity market. Indexes are unmanaged
and have no fees or expenses. An investment cannot be made directly in an index. Swan’s investments may consist of
securities which vary significantly from those in the benchmark indexes listed above and performance calculation methods
may not be entirely comparable. Accordingly, comparing results shown to those of such indexes may be of limited use. The
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investment losses as well as the potential for investment gains. Prior performance is not a guarantee of future results and
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