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Long/Short Equity 101

Achieving portfolio growth in all market conditions—not 
just in volatile periods—is a job for which long-short equity 
strategies are well suited.
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Investors are struggling like never before to achieve effective 
diversification in their portfolios. Rising correlations between stocks 
and bonds has resulted in the traditional 60/40 portfolio falling short 
of its objective to help investors diversify for safety and consistency. 
The promise that when stocks go down, bonds will soften the blow in 
the form of diversification and downside protection is a thing of the 
past. This new reality has underscored the importance of including 
liquid alternatives like long-short equity strategies into portfolios 
seeking better risk management and long-term positive returns. 

The long & short of long/short equity

Traditional “buy and hold”, or long-only 

strategies remain fully invested at all times, 

regardless of the health of the economy or 

market direction. Long-Short strategies on the 

other hand buy securities they expect to 

appreciate in value and sell short securities they 

expect to decline in value in order to generate 

returns regardless of market direction. The 

opportunity to profit from both rising and/or 

falling price trends provides long-short equity 

strategies greater flexibility to deliver 

performance in a wider variety of market 

environments.   

Centered on absolute returns

Long-short equity strategies focus on delivering 

positive absolute returns, meaning returns that 

aren’t reliant on the direction of the traditional 

stock and bond market. In contrast, traditional 

investments focus on relative return. 

Their measure of effectiveness is compared 

to the performance of a hypothetical 

benchmark. Absolute return strategies seek 

positive returns through nontraditional 

techniques like those found in long-short 

equity strategies. Primarily, the idea is to 

maintain low correlation to traditional 

stocks and bonds, and in so doing, providing 

much needed diversification. 

Manager approach matters

Not all long-short equity strategies are 

created equal, and managers make their 

decisions using all sorts of lenses. For 

example, a trend-following method looks to 

take advantage of sustained trends in either 

direction to help smooth out potential 

overall return. Some managers look at the 

historical price of an individual stock and 

assume it’s going to keep doing what it’s 

been doing. 
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Efficient frontier

Alternative strategies like long-short equity help portfolios meet specific goals. They’re often used to 

manage the amount and type of risk investors are willing to take to pursue those goals.

In the 1950s, an American economist named Harry Markowitz developed modern portfolio theory. Part of 

what he figured out is that when a portfolio is well allocated, there is always an efficient frontier. That is, 

there is a point past which it makes no sense to take on additional risk because doing so doesn’t increase 

potential reward.

This approach is often referred to as “momentum” 

investing. Others look at the big picture and try to 

determine the large economic forces that influence 

the value of an investment. This is sometimes called a 

“macro” approach. Some managers assemble their 

portfolios through single name stock picks. Others use 

ETFs for some or all of their portfolios. ETFs, since they 

are baskets of stocks, help mitigate the risk of being 

exposed to a portion of the market with just one or a 

handful of individual stocks. 

Regardless of approach, a prudent allocation to 

alternatives, when added to a traditional balanced 

portfolio, can potentially enhance returns, improve 

diversification, reduce volatility, and manage downside 

risk at the portfolio level by:

● Generating returns that have a low correlation 

to traditional assets

● Limiting the loss many traditional investments 

experience in a large market downturn

Correlation is key

Correlation is a way to measure and describe the 

relationship between investment holdings in a 

portfolio. A correlation of 1.0 indicates a positive 

correlation. A positive correlation describes two 

investment allocations that move in the same 

direction, at the same time. A correlation of 0.0 

indicates there is no statistical correlation between 

two investments; they behave totally independent 

of one another. A correlation of -1.0 is a negative 

correlation. A negative correlation indicates two 

investments with exactly opposite movements, 

meaning that when one investment goes up, the 

other goes down, and vice versa.

Liquid Alternative strategies, including long-short 

equity, can help offset the correlation risk of 

traditional investments. Including low-correlation 

investments like Long-short equity strategies in a 

portfolio may help to improve diversification, 

reduce portfolio volatility, and help deliver a 

smoother overall return. 
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In this chart, take a look at Portfolios A and B for 

example. The axis along the bottom shows a range of 

volatility, increasing from left to right. And on the 

vertical axis, return potential increases the higher you 

go up that line. For exactly the same amount of 

expected volatility or risk, Portfolio A is expected to 

deliver significantly higher returns than Portfolio B. It 

seems like a no-brainer, right? Why would you not be 

invested in Portfolio A over Portfolio B? Too many 

advisors avoid investing in alts like long-short equity 

because they’ve been misinformed, or they have an 

outdated or incomplete understanding of how to use 

this vast set of investments to manage risk and 

correlation to potentially access total returns.

Democratizing access

Many large institutions, such as pension funds and 

endowments, have invested in alternative strategies 

for decades through hedge funds. But high 

investment minimums and other restrictions 

kept them out of reach for most individuals.

They’ve now become increasingly accessible for 

individuals, and with good reason. Some key 

features of include:

● Low investment minimums

● Daily liquidity

● Transparency into holdings and 

performance

● Regulatory oversight

Risk managed long/short equity strategies 

focused on diversification, daily liquidity and low 

correlation are timeless because they are poised 

to seek opportunity regardless of the direction 

or levels of volatility present in the market at 

any one time.  
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Ready to learn more about how long-short equity 
strategies may help diversify your overall portfolio? 

Let’s connect.

Important Disclosure Information

Please remember that past performance may not be indicative of future results. Different types of investments involve varying 
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or 
product made reference to directly or indirectly in this document will be profitable, equal any corresponding indicated 
historical performance level(s), or be suitable for your portfolio. Due to various factors, including changing market conditions, 
the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion 
or information contained herein serves as the receipt of, or as a substitute for, personalized investment advice from Anchor 
Capital Management (or any of its related entities), or from any other investment professional. To the extent that a reader has 
any questions regarding the applicability of any of the content to his/her individual situation, he/she is encouraged to consult 
with the professional advisor of his/her choosing.

This message (and any associated files) is intended only for the use of the individual or entity to which it is addressed and may 
contain information that is confidential or subject to copyright. If you are not the intended recipient, you are hereby notified 
that any dissemination, copying or distribution of this message, or files associated with this message is strictly prohibited. If 
you have received this message in error, please notify us immediately by replying to the message and deleting it from your 
computer.

A copy of Anchor’s current written disclosure statement discussing our advisory services and fees is available upon request or 
you can access this information on Anchor’s website (http://www.anchor-capital.com). 
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