
There may soon be a new name to 
add to the growing list of  trendy 
investment vehicles designed to in-
vigorate our portfolios. 
The arrival of  130/30 funds in 
the mainstream (U.S.-only, for 
now) is a positive development; 
the structure has merit and inves-
tors benefit from having this op-
tion available to them. Institutions 
and high-net-worth individuals 
have already started using funds 
that employ this structure, and if  
indeed it has real benefits it should 
be open to everyone. 

But it’s important to not be 
taken in by marketing hype; this 
is not the holy grail of  investing. 
There are some real issues bubbling 
below the surface, and investors 
would be wise to consider them. 
Furthermore, not all 130/30 
funds will be created equal. You’ll 
have to do some research to weed 
out the dogs.

First, let’s take a look at how 
these funds work. The numbers in 
the name refer to gross exposure: 
for every $100 you invest in units 
of  the fund, the manager will buy 
$130 worth of  stock and sell short 
$30, for a net market exposure of  
$100, which is what your exposure 

would be in a traditional mutual 
fund. “Shorting” stock is a bet that 
it will fall in price, and the tactic 
for making this bet is to borrow 
the stock and sell it now, then buy 
it back later at a lower price (if  all 
has gone according to plan) and 
return it to the lender. 

The basic idea with these funds 
is that the manager is making 
$160 worth of  decisions with 
your $100 without increasing your 
exposure to general market move-
ments. Sometimes the 100 will be 
a passive index exposure and only 
the 30/30 will be actively man-
aged. Either way, you’re getting a 
leveraged-up dose of  the manager’s 
influence, whether it’s positive or 
negative.

A well-known shortfall of  the 
traditional mutual fund is that you 
don’t quite get the full benefit of  
the portfolio manager’s insight. If  
she likes a stock she will buy it, 
but if  she feels just as strongly that 
another stock is a sell, the most she 
can do is give it a zero weighting. A 
long/short structure like 130/30 
addresses this limitation and allows 
a more complete expression of  a 
manager’s best ideas.

Investors in 130/30s also get 

the benefit of  non-recourse lever-
age. Despite essentially borrow-
ing money to get enhanced gross 
exposure, the investor’s liability is 
limited to the amount originally 
invested in the fund. By contrast, 
do-it-yourself  investors who 
wanted $130 in long positions and 
$30 short would be on the hook 
for at least $160 if  everything went 
wrong.

Moreover, there are structural 
reasons why the short side may 
offer even greater opportunities 
to add value. Because fewer inves-
tors actually short stocks, the ter-
rain is less picked over. As well, 
there are market dynamics that 
artificially inflate stock prices. For 
example, since the management of  
a company gets paid more if  their 
stock rises, aggressive accounting 
practices are more likely to inflate 
value on the upside. And sell-side 
analysts, for a host of  well-docu-
mented reasons, are more prone to 
issue a “buy” than a “sell” rating, 
which further augments prices. 
Should these chronic inefficiencies 
subside over time, the downward 
pressure will benefit short-sellers.

Nevertheless, there are issues 
at play when shorting is added 

to the mix. For one, there is a big 
difference between underweight-
ing a stock and actually selling it 
short. Unlike long positions, which 
diminish in size when they move 
against you, short positions grow 
as they get further offside – short 
a stock and the sky’s the limit on 
what you can lose.

Another problem with short-
ing a stock is the need to borrow 
it in the first place. The amount of  
stock available for borrowing is a 
small fraction of  the outstanding 
float, since not every shareholder 
agrees to lend out their holdings. 
As more long/short funds spring 
into existence, the competition 
– and therefore the cost – to bor-
row stock rises dramatically. This 
effect is exacerbated by the fact 
that smaller stocks are shorted 
more often. After all, large stocks 
have large index weights so manag-
ers can express a certain degree of  
bearishness by simply not owning 
them.

In addition to concerns with 
shorting, there are important issues 
inherent in the 130/30 structure 
itself. The beefed-up dose of  
alpha cuts both ways: if  the man-
ager underperforms, you have an 
enhanced exposure to that negative 
alpha as well.  

When you buy a 130/30 fund 
you’re making a leveraged bet on 
the manager and her ability to 
make successful stock picks, so 
you need to be pretty confident in 

that manager’s abilities before tak-
ing the plunge. Look for managers 
with long track records that show 
evidence of  skill, as well as some 
experience with short-selling.

Also important is the extra layer 
of  costs. In a frictionless world the 
proceeds from short-selling could 
be used to fund the additional long 
position, but in reality collateral 
must be kept at the broker. Since 
fund managers can’t use the short 
proceeds to buy the extra $30 on 
the long side, they need to borrow 
that money, and do so at a price. 
Add in the expense of  having to 
replace any dividends that occur 
during the period you’ve borrowed 
the stock and there is a significant 
cost hurdle for 130/30s to over-
come. Examples from the U.S. 
are telling: UBS U.S. Alpha last 
year had expenses of  0.38% for 
“dividend expense and securities 
loan fees for securities sold short.” 
Mainstay 130/30 Core fund had 
0.53% in similar expenses.

Clearly this is a complex invest-
ment, and there are still many broad 
issues to consider such as deter-
mining appropriate benchmarks 
and deciding whether to charge fees 
on the $160 that is being actively 
managed, or the $100 investors 
have bought in for. It’s important 
that investors know what questions 
to ask.                                   AER

Al Kellett is an analyst at Morningstar 
Canada.

Given that this fund focuses on dividend-paying stocks, 

its struggles over the past few years come as no surprise. 

With significantly less commodity-related exposure than 

its peers in the Canadian Focused Equity category, the 

fund’s performance has been, and will continue to be, 

hampered by market leadership from these stocks. While 

manager Bill Proctor and his team faced stiff head-

winds, we think the high-quality large-cap stocks that 

they’ve stuck with should see better days ahead. 

Over the past few years, the rally in commodity stocks 

has wreaked havoc on management’s strategy, which 

focuses on stable businesses that generate more predict-

able cash flows and pays dividends. Management likes 

such companies because they can grow in most economic 

environments. But, very few names from the energy and 

materials sectors fit these criteria. 

Among the cyclical names the fund does own are Petro-

Canada, EnCana Corp. and Canadian Natural Resources, 

all of which have performed well. But the fund missed 

the big run-ups of Potash Corp. and Suncor; the former 

doesn’t pay a dividend while the latter focuses on capital-

intensive oil sands projects. 

Instead, like many dividend-focused funds, financials 

make up a significant chunk of the portfolio – currently 

about 40% of assets. This sector has been battered by 

a contraction in global credit markets – the deepest cut 

came from Citigroup Inc. Although the fund no longer 

owns this beleaguered bank, this former top 10 holding 

lost more than 50% of its market value by the time man-

agement exited the position. 

We like the flexibility that management has to invest 

abroad since dividend-paying stocks in Canada are highly 

centred on financial names. A couple of U.S.-based names 

that have done well are supplemental health and life 

insurance provider Aflac and pharmacy retailer and ben-

efits manager CVS Caremark Corp.; both sport double-

digit returns over the past 18 months. The foreign holdings 

have kept the fund out of the Canadian Dividend and 

Income category, instead relegating it to the Canadian 

Focused Equity group. However, the latter is not a perfect 

yardstick since most funds in that group don’t focus on 

dividend payers. 

Either way, fund performance has been sub-par over the 

past few years. Its three-year 5.7% annualized return is 

four percentage points short of the median fund and lags 

the median Canadian dividend fund by a slightly wider 

margin. But to the fund’s defence, the top-performing 

dividend funds have exposure to dividend-free high fliers 

such as Potash and Research In Motion. Disappointing 

performance will likely persist if markets advance on nar-

row leadership. However, if the demand for cyclical names 

wanes, the fund should do much better. Until then, divi-

dends should provide it with a bit of a cushion. 

Of NOte
The fund owns all six of Canada’s big banks. Manage-

ment made the right move by making TD Bank, Royal 

Bank and Scotia Bank the largest holdings (roughly 

18% of the portfolio). The fund only had a low single-

digit exposure to CIBC and Bank of Montreal in the 

aggregate. 

The fund has roughly 9% of its assets in income trusts. 

Management believes that the ones it owns are in sustain-

able businesses, despite losing tax advantage in 2011. 

The fund currently has about 30% exposure to for-

eign securities –  this should remain since management 

believes stock valuations are more attractive abroad. 

The managers tactically hedge the portfolio’s foreign 

currency exposure. But the rising Canadian dollar has had 

a negative impact on the fund’s performance over the past 

few years. 

With the exception of a greater foreign equity exposure 

in this fund, it is managed in a highly similar fashion to 

Mackenzie Maxxum Dividend. This fund has a marginally 

greater tilt toward growth. 

The fund’s 2.36% management-expense ratio is three 

basis points below the category median. 

The fund currently pays a monthly distribution of 

$0.05/unit, representing a yield of roughly 3%. If per-

formance continues to suffer, the fund will either have to 

reduce the payout or continue paying distributions in the 

form of a return of capital. If this persists, there would be 

an erosion of the asset base. AER

Philip Lee is a fund analyst with Morningstar Canada. 
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