Chapter 1

For Whom? Why? And
How?

wrote this book for equity fundamental analysts and portfolio
I managers, present and future. I am addressing the reader directly:

I am talking to you, the investor who is deeply in the weeds of the
industry and the companies you cover, investigating possible mispric-
ings or unjustified divergences in valuation between two companies.
You, the reader, are obsessed with your work and want to be better at it.
If you are reading this, and think, that’s me!, rest assured: yes, it’s prob-
ably you. You were the undergraduate in Chemical Engineering from
Toronto who went from a summer job at a liquor store to founding an
$8B hedge fund. The deeply thoughtful Norwegian pension fund man-
ager who kept extending our meeting asking questions. The successful
energy portfolio manager who interviewed me for my first hedge fund
job, and the new college graduate from a large state university in Penn-

sylvania taking a job as an associate in a financials team.
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I imagine that these readers are at different stages in their careers.
Since the companies they cover are fundamentally different, they do
think in different ways. But they all share a feature: they all have valu-
able trading ideas but realize that having good ideas is useless without
the knowledge of how to turn them into money. This is the objective
of portfolio construction and risk management: how to put together a
portfolio of holdings that will be profitable over time and will survive
adversities. This book is a short, incomplete guide toward investment
enlightenment.

There is a second group of readers who will benefit from this book:
the quantitative researchers who are, more and more, essential mem-
bers of fundamental teams. There is not a strict separation between
PMs and quantitative researchers. The quantitive researchers will find
the appendix useful, if they want to implement programmatically the
advanced tools the book describes.

1.1 What You Will Find Here

The book introduces a few themes, and then revisits them by adding
details. You will learn how to:

1. Separate stock-specific return drivers from the investment environ-
ment’s return drivers;

Size your positions;

Understand your performance;

Measure and decompose risk;

Hedge the risk you don’t want;

Use diversification to your advantage;

Manage losses;

Set your leverage.

NN

The approach I follow is to offer recommendations and best prac-
tices that are motivated by theory and confirmed by empirical evi-
dence and successful practice. While I rely heavily on the framework
of factor modeling, I believe that even a reader who does not currently
have access to a risk model can still get a lot out of it. Day-to-day, sev-
eral portfolio managers run very successful books without checking
their factor risk decomposition every minute. The reason is that they
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have converted insights into effective heuristics. Wherever I can, I will
flesh out these rules of thumb, and explain how and when they work.

1.2 Asterisks; Or, How to Read This Book

The mathematical requirements are minimal. Having taken an intro-
ductory course in Statistics should give the tools necessary to follow
the text. Different readers have different objectives. Some want to get
the gist of a book. Time is precious, only the thesis matters, its defense
doesn’t. Gettysburg Address: This new nation was conceived in Liberty,
and dedicated to the proposition that all men are created equal. Ham-
let: revenge is a futile pursuit. Moby Dick: please, don’t hunt whales.
To the CliffsNotes-oriented reader, to the secret agent perusing a book
between Martinis: there is hope. Just read the sections that are not
marked by a “k”. Then there is the detail-oriented reader.

If you always collect all the trophies when playing a video game, or
if you felt compelled to finish War and Peace in high school and didn’t
regret it: please read all the chapters and sections marked by “*”, but
skip the double-starred chapter “ *”. You will learn the “Why” of
things, not only the “How”. These sections contain empirical tests and
more advanced material and their results are not used in the remain-
der of the book. Finally, for the quantitative researcher and the risk
manager, there is the double-starred appendix. Think of this as eleven
on the volume knob of a guitar amplifier, as the “Chuck Norris Guide
to Portfolio Construction.” If you can read it, you should.
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