
 

NIS Avoiding Torpedoes Narrative 
 

How to detect and avoid outlier events in risk controlled portfolios. 
 
Introduction: 
Blow-ups can be prohibitively expensive in risk-controlled portfolios.  Managers who are 
particularly benchmark sensitive can easily see a years worth of work wiped out if two 
bets go the wrong way.  To avoid this problem, sell the stocks that blow-up just before 
they blow-up, or have a process in place that precludes their purchase.   
 
To illustrate this point I constructed a generic risk controlled portfolio through which the 
impact of a few blow-ups will be reviewed.  Implementation can be quantitative, 
fundamental or both, each adding to performance differently.  Finally, I will demonstrate 
that real-time results of the model support the backtesting results.   
 
Section 1: 
Our generic portfolio of 100 stocks with low tracking error, low ‘market’ or ‘common’ 
factor exposures, low sector and industry bets and low active positions has a tracking 
error of 1.5% and is quite diversified according to modern portfolio theory.  To illustrate 
the impact on performance of ‘blow-ups’ I am assuming a high but not unrealistic 
information ratio of 1.   
 
During the third quarter of 2000 when this analysis was completed there were several 
high profile ‘blow-ups’.  This is not a comprehensive sample; it is intended to be 
illustrative only.  Each of the stocks listed, Computer Associates, BMC Software, 
Lexmark, Xerox, Alcoa, Kodak, Polaroid, and The Gap, all were down significantly 
during the quarter.  Each of these stocks if over-weighted at the average active weight of 
0.30% would have cost 79 basis points; half of your expected alpha.   
 
Section 2: 
Predicting these stocks.  We look at several factors: 

1) Valuation, expensive stocks blow up as often as cheap stocks but much 
more violently.   

2) Revisions, companies can hide financial problems as they manipulate 
earnings. 

3) History, stocks that have blown up in the past are more likely to blow-
up in the future. 

4) Balance sheet trends, aggressive accounting policies eventually catch 
up to the companies manipulating earnings.   

 

 



 

 

Section 3: 
 Our backtesting focused on the Russell 3000 index, as it existed historically through the 
testing period of 1994 – 1999.  For inclusion in the sample, a company must have at least 
2 years of continuous financial data.  We use historical data as it became available and 
still allowed for a lag of 30 and 60 days to allow for look-ahead bias.  Finally we 
compound total returns, but add specific returns.  We also tested on individual sectors and 
found that the model showed efficacy across all sectors with no statistically significant 
bias to one particular sector.  The correlations of the model to ‘market’ factors are also 
quite low.   
 
The model tests quite well on all the metrics we used.  Perhaps most importantly, the 
average correlation to the Barra ‘Common’ Factors is 4.69% and to the Northfield factors 
is 6.55%.  The average correlation of a valuation model is 33.15% and of a revision 
model 20.04%.  This implies that the model can be introduced in stock specific space 
with little impact to the risk-controlled portfolio.   
 
Section 4: 
Finally, the model performs well in real time.  It’s one thing to see a model test well, it’s 
quite another to see it work well.  Of the sample mentioned at the beginning of the 
presentation, the model correctly specified 6 of the 8 blow-ups and performed well on a 
quintile and decile spread basis.  
 
The model can be implemented in any of a number of ways:   
 Quantitative, N(0,1) as a supplement to your alpha forecast. 

 
 Fundamental, interaction with analysts and company managements 

 
Both quantitative and fundamental, N(0,1) as a supplement to your alpha forecast 
and through interaction with analysts and company managements 

 
In conclusion, stocks that ‘blow-up’ can be extremely costly to performance in risk 
controlled portfolios.  They can be predicted and avoided using quantitative techniques 
and enhanced adding fundamental research to the discipline.  Once the portfolio is 
adjusted to account for these events expected performance improves dramatically. 
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