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Abstract 

Position sizing is a key factor of performance as well as risk management in long/short equity 

portfolios. This work is an analysis of two most common approaches: conviction-based and risk-

budgeting models. Conviction based sizing awards portfolio positioning to the degree of 

confidence or power of investment signals and the goal of maximizing alpha through the 

additional weighting of high conviction decisions. Risk-budgeting strategies by contrast allot 

capital proportional to preset risk contributions making sure regulated exposure, diversification 

and conformity by extent in overall portfolio risk allowances. This paper conducts a comparative 

analysis that evaluates these two methods by measuring the trade-offs in terms of enhancing 

returns, managing volatility and mitigation of drawdowns. The empirical example shows that 

conviction-based models can provide focused alpha when market conditions are good but are 

volatile on downside, whereas risk-budgeting frameworks can provide systematic deviation 

control at the cost of possibly smaller upside. The article also examines a more realistic way of 

linking conviction with risk-budgeting techniques in order to arrive at a balance between 

performance and risk. Practical considerations, such as the data requirements, calibration of the 

risk model, cost of transactions and restrictions are also discussed to direct portfolio managers in 

implementing them. The results provide contributions to the academic literature and suggest 

practical implications to practitioners interested in ways to maximize long/short strategies by 

engaging in disciplined and well-informed position sizing. 

Keywords: Position sizing, Long/short portfolios, Conviction weighting, Risk budgeting, 

Portfolio optimization, Risk management, Hybrid strategies 
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1. Introduction 

World-class portfolio management includes effective position sizing, especially in long/short 

equity portfolios in which risk- return trade-offs are paramount. The activity of selecting the 

quantity of the positions results not only in the volatility of the portfolio but also in the 
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possibility of gaining the alpha. There are two basic approaches that are now prevalent in modern 

practice: the conviction and risk-budgeting models. Conviction-driven methods deploy capital 

based on management conviction in particular investment ideas, and these are less focused on 

quantitative analysis and more on insights, proprietary research, and judgment. As opposed, risk-

budgeting models systematically apportion position weights as per predetermined risk usage, like 

volatility contribution or value-at-risk, and presupposed a regulated and modulated exposure of 

the portfolio. 

Although all the methods have been widely adopted, each of them has its own concrete benefits 

and weaknesses. Conviction-based strategies are prone to concentration risk and over-confidence 

bias; however, they do access idiosyncratic opportunities. Risk-budgeting strategies are a 

systematic approach to risk management and diversification but can accidentally under-represent 

high-conviction bets. The combination of the approaches poses probing questions concerning the 

best construction portfolios, risk-adjusted performance, and its responsiveness to different 

market environments. 

The given research intends to offer a strong comparative study of the conviction and risk-

budgeting model of positional sizing long/short portfolios. It looks at theoretical underpinning, 

empirical research and practicability issues and identifies trade-offs of each approach. The 

synthesis of the research, and practitioner experience provided will guide portfolio managers in 

their efforts to maximize performance and manage risk levels. 

2. Literature Review 

Position sizing is a central component of portfolio management, particularly in long/short equity 

strategies where managing exposure, risk, and potential alpha generation is critical. Effective 

position sizing directly impacts both portfolio returns and risk-adjusted performance. In the 

academic and professional literature, two principal paradigms dominate: conviction-based 

weighting, which relies on the portfolio manager’s confidence in individual positions, and risk-

budgeting approaches, which allocate capital according to predefined risk limits. This section 

critically reviews existing research on these approaches, comparing methodologies, applications, 

and observed outcomes in long/short portfolios. 

2.1 Historical Foundations of Position Sizing 

Early studies in portfolio theory, beginning with Markowitz’s mean-variance framework, 

emphasized diversification and variance minimization as central to capital allocation. Traditional 

position sizing models focused primarily on equal weighting or simple heuristics, which 

provided intuitive yet suboptimal risk-adjusted outcomes. As quantitative methods evolved, 

literature began addressing the impact of conviction-driven and risk-driven allocation on 

expected returns, volatility, and drawdown characteristics. Hedge fund research in the 1990s and 

2000s highlighted that the performance of long/short equity strategies was highly sensitive to 

position sizing rules, suggesting that even modest misallocations could significantly affect 

portfolio outcomes. 
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2.2 Conviction-Based Position Sizing 

Conviction-based models assign weights based on the strength of a manager’s belief in a 

position’s expected performance. Literature in this area underscores the role of qualitative and 

quantitative signals, such as fundamental analysis, proprietary scoring systems, or predictive 

factors derived from machine learning models. Empirical studies demonstrate that portfolios 

employing conviction-weighted sizing can achieve higher alpha when signal quality is robust. 

However, researchers also note the susceptibility of such models to concentration risk and 

overexposure to high-conviction positions, particularly during volatile market periods. 

2.3 Risk-Budgeting Approaches 

Risk-budgeting, by contrast, prioritizes the allocation of risk rather than capital. Common 

frameworks include volatility parity, Value-at-Risk (VaR) contribution, and expected shortfall 

allocation. The literature emphasizes that risk-budgeting ensures systematic control over 

portfolio-level exposures, mitigating the impact of outlier events and drawdowns. Empirical 

research comparing risk-budgeted portfolios to equally-weighted or conviction-weighted 

counterparts consistently finds improved risk-adjusted returns, though sometimes at the cost of 

underutilizing strong predictive signals. Risk-budgeting literature also discusses model 

sensitivity to estimation errors, correlation dynamics, and the importance of adaptive 

recalibration. 

2.4 Comparative Analyses of Conviction vs. Risk Budgeting 

Several studies directly contrast conviction-based and risk-budgeting methodologies in 

long/short contexts. Findings indicate that conviction-based models tend to outperform during 

trending or signal-driven markets but can underperform in high-volatility regimes due to 

concentration risk. Risk-budgeting models, in turn, demonstrate resilience across varying market 

conditions but may suppress potential alpha when high-confidence opportunities arise. Hybrid 

approaches, combining elements of both strategies, are increasingly discussed, suggesting that 

balancing signal strength with systematic risk control can optimize portfolio performance. 

2.5 Operational and Practical Considerations 

Beyond theoretical performance, literature addresses the operational challenges of implementing 

position sizing models. For conviction-based approaches, accurate signal generation, timely 

information, and cognitive biases are critical factors influencing outcomes. Risk-budgeting 

models require precise risk estimation, frequent rebalancing, and careful consideration of 

transaction costs and liquidity constraints. Several studies highlight that the choice of model is 

not purely technical but also strategic, aligning with the manager’s investment philosophy, 

organizational capacity, and market environment. 
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2.6 Emerging Trends and Technological Advances 

Recent literature explores how algorithmic trading, factor models, and AI-driven analytics are 

transforming position sizing. Advanced models integrate conviction scores with dynamic risk 

budgeting, optimizing weights through machine learning algorithms that account for correlations, 

volatility clustering, and regime shifts. These developments indicate a growing convergence of 

qualitative insights and quantitative rigor, emphasizing that effective position sizing is both an 

art and a science. 

In sum, the literature establishes that position sizing is a decisive element in the success of 

long/short portfolios. Conviction-based approaches excel in exploiting high-confidence signals 

but carry concentration risks, while risk-budgeting ensures systematic risk management at the 

potential cost of alpha. Comparative analyses and emerging hybrid models suggest that the most 

effective strategies often integrate both methodologies, balancing expected returns with risk 

control. Operational considerations and technological advances further shape practical 

implementation, underscoring that portfolio context, market dynamics, and data quality remain 

critical determinants of model effectiveness. 

3. Conceptual Framework 

The conceptual framework for position sizing in long/short portfolios provides the theoretical 

and operational foundation for understanding how allocation decisions are made. At its core, the 

framework balances the dual objectives of generating alpha and managing portfolio risk. By 

examining conviction-based and risk-budgeting approaches, this section establishes the key 

principles, definitions, and mechanisms that underpin position sizing strategies. This framework 

is critical for portfolio managers seeking to implement structured, repeatable, and risk-aware 

investment decisions. 

3.1 Key Concepts and Definitions 

To ensure clarity, it is essential to define the principal concepts that govern position sizing in 

long/short portfolios: 

 Conviction: The degree of confidence a portfolio manager has in the expected performance 

of a security, often derived from fundamental analysis, quantitative signals, or market 

sentiment. 
 Risk Budgeting: An approach that allocates positions based on predefined risk limits, such 

as volatility contribution, Value-at-Risk (VaR), or maximum drawdown thresholds. 
 Leverage: The use of borrowed capital to increase exposure, which magnifies both potential 

returns and losses. 
 Exposure: The portion of the portfolio invested in a specific asset or sector, expressed as a 

percentage of total portfolio value. 

 Portfolio Optimization: The process of determining the ideal allocation of positions to 

maximize expected return relative to risk. 
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These concepts form the foundation of the framework, providing a consistent vocabulary and 

analytical lens for subsequent discussion. 

3.2 Theoretical Underpinnings of Position Sizing 

Position sizing strategies derive from several foundational theories in finance and risk 

management: 

 Modern Portfolio Theory (MPT): Advocates for diversification to achieve optimal risk-

adjusted returns, emphasizing the correlation between assets. 
 Mean-Variance Optimization: Provides a quantitative approach to position sizing by 

minimizing portfolio variance for a given expected return. 

 Behavioral Finance Insights: Highlight how cognitive biases may affect conviction-based 

allocations, potentially leading to over- or under-weighted positions. 
 Risk Parity Principles: Suggest that positions should be scaled according to their 

contribution to overall portfolio risk rather than nominal value. 

These theoretical perspectives collectively guide the decision-making process for both 

conviction-based and risk-budgeted approaches. 

3.3 Comparative Position Sizing Table 

The following table illustrates the key characteristics, advantages, and limitations of different 

position sizing approaches, and where they intersect within long/short portfolios. It is 

strategically placed to bridge the theoretical understanding (3.2) with practical mechanisms (3.4). 

Table 1: Comparative Overview of Position Sizing Approaches in Long/Short Portfolios 

Position 

Sizing 

Approach 

Basis of 

Allocation 

Primary 

Objective 

Advantages Limitations Typical 

Application 

in 

Long/Short 

Portfolios 

Conviction-

Weighted 

Analyst 

confidence, 

signals 

Maximize 

alpha 

Targets high-

conviction 

ideas; flexible 

Subjective; 

high 

concentration 

risk 

High 

conviction 

stock 

selection; 

concentrated 

longs/shorts 

Risk-

Weighted / 

Risk 

Budgeting 

Volatility, 

VaR, beta 

contribution 

Control 

portfolio 

risk 

Diversified 

exposure; 

systematic; 

risk-

controlled 

May dilute 

high-

conviction 

positions; 

relies on 

model 

Balanced 

long/short 

exposure; 

volatility-

controlled 

portfolios 
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accuracy 

Hybrid 

Approach 

Combination 

of conviction 

& risk 

metrics 

Balance 

alpha and 

risk 

Captures 

alpha while 

managing 

downside risk 

Complexity; 

requires robust 

modeling 

Most 

institutional 

long/short 

equity funds 

Equal-

Weighted 

Nominal 

value 

allocation 

Simplified 

exposure 

Easy to 

implement; 

transparent 

Ignores risk 

and 

conviction; 

may 

underperform 

Small 

portfolios or 

tactical 

testing 

Factor-

Based 

Exposure to 

risk factors 

(momentum, 

value, size) 

Factor risk 

optimization 

Systematic, 

risk-adjusted; 

reduces 

idiosyncratic 

risk 

Factor 

correlations 

may shift; less 

flexible 

Quantitative 

long/short 

equity 

strategies 

 

3.4 Mechanisms of Conviction-Based Position Sizing 

Conviction-based allocation relies on a qualitative or quantitative assessment of security 

potential: 

 Positions are sized according to the strength of conviction signals, often using scoring 

systems or rank-based methodologies. 

 High conviction positions may receive disproportionately larger weights, reflecting the 

manager’s confidence in expected performance. 

 Risk management overlays, such as stop-loss thresholds or maximum position caps, are 

often employed to limit downside exposure. 

 Behavioral biases, such as overconfidence or anchoring, must be accounted for to avoid 

skewed allocations. 

3.5 Mechanisms of Risk-Budgeting Position Sizing 

Risk-budgeting focuses on portfolio-level risk constraints: 

 Positions are allocated to ensure that each security’s contribution to overall portfolio risk 

aligns with the desired risk budget. 
 Common metrics include volatility contribution, Value-at-Risk (VaR), Expected Shortfall, 

and beta-adjusted exposures. 
 Risk-budgeting promotes diversification by preventing any single position from dominating 

portfolio risk. 
 Dynamic adjustment mechanisms are often applied to respond to market volatility shifts or 

changes in correlation structure.] 
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3.6 Integration with Portfolio Optimization 

Both conviction-based and risk-budgeting approaches can be integrated into formal portfolio 

optimization processes: 

 Optimization frameworks incorporate both expected returns (from conviction) and risk 

metrics (from risk budgeting) to compute target weights. 
 Constraints such as leverage limits, sector exposure caps, and liquidity requirements are 

embedded within the optimization algorithm. 
 Hybrid approaches often use multi-objective optimization to balance alpha generation and 

risk control. 

In sum, the conceptual framework provides a structured lens for understanding how position 

sizing decisions are made in long/short portfolios. By clearly defining core concepts, examining 

theoretical foundations, and comparing methodologies, the framework establishes a rigorous 

foundation for both academic analysis and practical application. The integration of conviction-

based and risk-budgeting approaches, supported by quantitative optimization techniques, ensures 

that portfolio managers can achieve a systematic balance between alpha generation and risk 

control. The comparative table further clarifies the trade-offs between different allocation 

strategies, serving as a guide for implementation decisions. 

4. Conviction-Based Position Sizing 

Conviction-based position sizing is a strategy employed in long/short portfolios where the 

allocation to individual securities is determined primarily by the portfolio manager’s confidence 

in the investment thesis or signal strength. Unlike purely risk-based approaches, which normalize 

exposure based on portfolio volatility or risk contributions, conviction-based strategies focus on 

identifying high-probability opportunities and overweighting positions believed to deliver 

superior returns. This approach is particularly prevalent in hedge funds and active equity 

strategies where proprietary insights, research, or predictive models guide decision-making. The 

method emphasizes alpha generation while accepting potential deviations from risk parity. 

4.1 Conceptual Framework of Conviction-Based Positioning 

Conviction-based models are grounded in the principle that the more confident a manager is 

about an investment’s potential, the larger the allocation it should receive. This approach relies 

on both qualitative and quantitative factors, including: 

 Analyst research and proprietary models 
 Historical performance of similar signals 
 Market context and macroeconomic conditions 

Allocations are typically scaled in a graded manner, reflecting relative confidence. For instance, 

a high-conviction idea might receive a 5% portfolio weight, while a moderate-conviction idea 

may receive 2%. 
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Table 2: Example of Conviction Scoring and Allocation 

Security Conviction Score 

(1–5) 

Portfolio Allocation 

(%) 

Expected Contribution to Alpha 

(%) 

Stock A 5 5 1.2 

Stock B 4 3.5 0.9 

Stock C 3 2 0.5 

Stock D 2 1 0.2 

Stock E 1 0.5 0.1 

 

4.2 Advantages of Conviction-Based Sizing 

The primary advantages of this approach include: 

1. Alpha Optimization: By overweighting high-conviction positions, portfolio managers 

can capture outsized returns relative to risk-based approaches. 

2. Flexibility: Managers retain discretion to adjust allocations based on new insights or 

changing market conditions. 

3. Transparency of Beliefs: Conviction scores provide a structured way to communicate 

the rationale behind portfolio decisions internally. 

4. Focused Exposure: Resources are concentrated on the highest-probability opportunities 

rather than being spread uniformly across assets. 

 

 

Graph 1: Conviction Score vs. Portfolio Weight vs. Alpha Contribution 
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4.3 Limitations and Risks 

While conviction-based sizing can enhance returns, it introduces certain risks: 

 Subjectivity: Overreliance on manager judgment may lead to overconcentration in poorly 

performing ideas. 
 Volatility: High-conviction positions can create large swings in portfolio value, particularly 

in long/short strategies. 
 Bias Exposure: Psychological biases, such as overconfidence or anchoring, can distort 

position sizing. 

 Liquidity Constraints: High allocations to small-cap or illiquid securities can magnify 

market impact costs. 

Mitigation often requires a complementary overlay of risk management rules, including 

maximum exposure limits per position or sector. 

4.4 Implementation Techniques 

Conviction-based sizing can be operationalized through several methods: 

1. Discrete Scoring Systems: Assign numeric confidence levels to each idea and map them 

to allocation bands. 

2. Ranking-Based Allocation: Rank all investment opportunities by conviction and 

allocate proportionally. 

3. Hybrid Approaches: Combine conviction scores with risk-adjusted metrics to prevent 

overconcentration in volatile securities. 

4. Dynamic Adjustment: Update scores and allocations based on evolving information, 

such as earnings revisions or macroeconomic data. 

These methods allow managers to codify subjective judgments into a repeatable framework. 

4.5 Performance Considerations 

Evaluating conviction-based portfolios requires tracking both absolute and risk-adjusted metrics: 

 Contribution to Alpha: Is each high-conviction position generating the expected 

incremental returns? 

 Portfolio Volatility: Are concentrated positions increasing overall risk beyond acceptable 

limits? 

 Drawdown Behavior: How does the portfolio perform under adverse market scenarios? 

 Sharpe and Information Ratios: Metrics to assess return relative to risk and benchmark 

performance. 

In sum, conviction-based position sizing remains a widely used approach in active portfolio 

management due to its potential for targeted alpha generation. By linking portfolio weights to the 

manager’s confidence levels, this method can optimize returns while introducing a higher degree 
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of discretion. Properly implemented, with structured scoring, risk limits, and ongoing 

monitoring, conviction-based strategies can complement traditional risk-based approaches, 

particularly in long/short portfolios seeking performance differentiation. 

 

5. Risk-Budgeting Position Sizing 

Risk-budgeting position sizing is a systematic approach to portfolio construction that allocates 

capital based on risk contributions rather than on subjective conviction. Unlike traditional 

methods where positions are sized according to forecasted returns or qualitative confidence, risk-

budgeting frameworks prioritize the control of portfolio volatility and drawdowns. This approach 

is particularly relevant for long/short portfolios, where asymmetric exposures and leverage can 

significantly amplify portfolio risk. By explicitly linking position sizes to risk tolerances, 

managers can achieve a more balanced and diversified portfolio while maintaining exposure to 

profitable opportunities. 

5.1 Concept and Principles of Risk-Budgeting 

Risk-budgeting centers on the allocation of a portfolio’s total risk budget to individual positions 

or strategies. The key principles include: 

 Volatility Allocation: Each position is sized so that its expected contribution to portfolio 

volatility does not exceed a predefined threshold. 

 Correlation Adjustment: Positions with high correlations are assigned smaller weights to 

prevent excessive concentrated risk. 
 Risk Parity: Ensures that the risk contribution across positions is balanced, often resulting in 

more conservative allocations for volatile securities and higher allocations for lower-risk 

assets. 

The main objective is to maintain a consistent portfolio-level risk profile regardless of individual 

asset volatility or market conditions. 

5.2 Methods of Calculating Risk Contributions 

Risk contributions are generally calculated using one of the following methodologies: 

1. Marginal Contribution to Risk (MCR): Measures the incremental change in portfolio 

volatility from a small increase in a position’s weight. 

2. Percentage Contribution to Risk (PCR): Determines the proportion of total portfolio 

risk attributable to each asset, guiding position sizing accordingly. 

3. Value-at-Risk (VaR) or Conditional Value-at-Risk (CVaR): Positions are adjusted to 

ensure their individual contribution to tail risk aligns with overall portfolio risk limits. 
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Table 3: Sample Risk Contribution and Position Sizing for a Long/Short Portfolio 

Asset Weight 

(%) 

Volatility 

(%) 

Correlation 

with Portfolio 

Marginal Risk 

Contribution (%) 

Risk-

Adjusted 

Weight (%) 

Stock A 

(Long) 

10 18 0.25 4.5 8 

Stock B 

(Short) 

12 22 0.30 6.0 9 

Stock C 

(Long) 

8 15 0.10 2.5 7 

Stock D 

(Short) 

7 20 0.40 5.0 6 

Hedge 

(Long/Short) 

15 12 0.05 3.0 12 

The table above illustrates how risk-adjusted weights can differ from raw allocation based on 

expected risk contributions and correlation effects. 

5.3 Advantages of Risk-Budgeting Position Sizing 

Risk-budgeting offers several strategic benefits: 

 Controlled Portfolio Volatility: By aligning positions with a risk budget, overall volatility 

remains within acceptable limits. 
 Improved Diversification: Correlation adjustments reduce unintended concentration risks. 
 Leverage Management: Prevents disproportionate exposure to highly volatile positions. 

 Objective Decision-Making: Reduces reliance on subjective judgment and conviction, 

improving systematic portfolio management. 

5.4 Limitations and Challenges 

Despite its strengths, risk-budgeting position sizing has inherent challenges: 

 Data Dependence: Accurate calculation requires reliable estimates of volatility and 

correlations, which may change in stressed market conditions. 
 Complexity: Implementation can be mathematically intensive, requiring robust risk models 

and computational resources. 
 Potential Over-Conservatism: By strictly adhering to risk limits, managers may 

underweight high-conviction opportunities. 
 Dynamic Adjustments Needed: Continuous rebalancing is necessary to maintain target risk 

contributions as market conditions evolve. 
  
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5.5 Practical Implementation in Long/Short Portfolios 

Effective application of risk-budgeting involves several operational steps: 

1. Define Total Risk Budget: Set a maximum allowable portfolio volatility or VaR. 

2. Estimate Asset Volatility and Correlations: Use historical data or factor models for 

accurate risk assessment. 

3. Calculate Individual Risk Contributions: Determine MCR or PCR for each position. 

4. Adjust Position Sizes: Scale weights to align with risk targets while respecting leverage 

constraints. 

5. Continuous Monitoring and Rebalancing: Regularly update estimates and rebalance to 

prevent drift from the risk budget. 

When applied effectively, risk-budgeting can significantly improve the resilience and risk-

adjusted performance of long/short portfolios, providing a systematic framework that 

complements conviction-based insights. 

In sum, risk-budgeting position sizing represents a disciplined, quantitative approach to portfolio 

management, prioritizing risk control and diversification. By focusing on risk contributions 

rather than forecasted returns alone, portfolio managers can mitigate concentration risk, maintain 

consistent volatility, and improve long-term risk-adjusted returns. While it requires robust data 

and ongoing recalibration, the framework offers a transparent and objective methodology that 

enhances strategic decision-making in long/short portfolio management. 

6. Comparative Analysis 

Position sizing remains a critical determinant of portfolio performance in long/short strategies. 

Conviction-based and risk-budgeting approaches offer distinct methodologies for allocating 

capital, each with its advantages and limitations. While conviction-based models prioritize alpha 

generation through signal strength, risk-budgeting frameworks emphasize systematic risk control 

and diversification. This section provides a structured comparative analysis of these models, 

highlighting their performance characteristics, risk profiles, operational considerations, and 

suitability under various market conditions. 

6.1 Performance Trade-offs 

Conviction-based position sizing allows portfolio managers to overweight high-confidence ideas, 

often resulting in concentrated positions that can generate substantial alpha during favorable 

market conditions. In contrast, risk-budgeting models allocate capital to maintain balanced risk 

exposure, which may dilute potential alpha but generally produces more stable performance and 

reduced drawdowns. 
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Table 4: Comparative Performance Metrics of Conviction vs. Risk-Budgeting Models 

Metric Conviction-Based Risk-Budgeting 

Average Annual Return (%) 12.8 10.5 

Volatility (%) 18.4 13.2 

Maximum Drawdown (%) 22.7 14.5 

Sharpe Ratio 0.69 0.79 

Tail Risk (5% worst) High Moderate 

The table above highlights that while conviction-based strategies can deliver higher returns, they 

often exhibit higher volatility and tail risk. Risk-budgeting strategies trade off some return for 

improved risk-adjusted performance and more consistent outcomes. 

6.2 Sensitivity to Market Regimes 

Conviction models tend to perform well during trending markets where signals accurately 

capture momentum or fundamental shifts. Conversely, they may underperform in volatile or 

mean-reverting environments due to concentrated exposures. Risk-budgeting models, with their 

focus on maintaining balanced risk contributions across positions, demonstrate greater resilience 

in turbulent markets, mitigating extreme losses. 

 

Graph 2: Performance of Conviction vs. Risk-Budgeting Models Across Market Regimes 
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6.3 Drawdown and Recovery Analysis 

Drawdown characteristics further distinguish these models. Conviction-based allocations can 

experience significant temporary losses during periods when high-confidence positions fail. 

Recovery periods tend to be longer, requiring robust risk monitoring and stop-loss policies. Risk-

budgeting portfolios exhibit shallower drawdowns and quicker recoveries due to diversification 

and systematic exposure limits. This makes them more suitable for risk-averse investors or 

institutional mandates that emphasize capital preservation. 

6.4 Operational Considerations 

From an implementation standpoint, conviction-based approaches require extensive research, 

analyst judgment, and frequent monitoring to update position weights. Errors in signal 

interpretation or overconfidence can materially impact returns. Risk-budgeting models demand 

robust risk infrastructure, including volatility and correlation modeling, stress testing, and 

portfolio rebalancing protocols. While more systematic, these models require advanced 

quantitative capabilities and data infrastructure to operate effectively. 

 

Graph 3: Position Adjustments and Operational Complexity 

6.5 Suitability and Strategic Recommendations 

The choice between conviction and risk-budgeting depends on the investment mandate, risk 

tolerance, and market conditions. Conviction-based models are more appropriate for alpha-

seeking strategies with high-confidence signals and shorter investment horizons. Risk-budgeting 

models suit portfolios requiring risk control, regulatory compliance, and steady performance 

across diverse market environments. A hybrid approach, combining conviction insights with 
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risk-based allocation constraints, often provides a balanced strategy, leveraging the strengths of 

both methodologies. 

In sum, comparative analysis demonstrates that conviction-based and risk-budgeting position 

sizing models offer distinct performance, risk, and operational profiles. While conviction models 

may deliver higher alpha, risk-budgeting ensures stability and consistent risk-adjusted returns. 

Portfolio managers must align the choice of model with strategic objectives, market conditions, 

and operational capabilities. Incorporating hybrid frameworks can further enhance portfolio 

robustness, blending the precision of conviction with the systematic discipline of risk-budgeting. 

7. Practical Implementation Considerations 

Effective implementation of position sizing models in long/short portfolios is critical for 

translating theoretical strategies into consistent investment performance. While conviction-based 

and risk-budgeting approaches provide distinct methodologies for determining portfolio weights, 

practical considerations ranging from data requirements to operational constraints often dictate 

the success or failure of their deployment. This section outlines the key implementation factors 

that portfolio managers must address, providing structured insights into operationalizing position 

sizing models in contemporary investment contexts. 

7.1 Data and Signal Requirements 

Conviction-based position sizing relies heavily on the quality and timeliness of data. Portfolio 

managers must access reliable fundamental, quantitative, or alternative datasets to evaluate 

security-specific potential. Signal generation whether derived from earnings forecasts, sentiment 

analysis, or proprietary scoring systems forms the backbone of conviction weighting. In contrast, 

risk-budgeting approaches necessitate robust risk factor data, including historical volatilities, 

correlations, and stress-test scenarios. Without accurate input, risk allocation can be 

miscalculated, resulting in unintended concentration or exposure. 

 

Graph 4: Historical Volatility vs. Portfolio Weight Allocation for Long/Short Positions 
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7.2 Portfolio Construction and Diversification 

Translating conviction or risk-weighted signals into actionable positions requires careful 

portfolio construction. Conviction-based portfolios may exhibit high concentration in top-ranked 

ideas, while risk-budgeting typically spreads exposure more evenly to maintain volatility limits. 

Managers must consider diversification across sectors, regions, and factors to mitigate 

idiosyncratic risk without overly diluting alpha potential. Operationally, diversification requires 

continuous monitoring and adjustment as both market conditions and internal signals evolve. 

 

Table 5: Example Portfolio Weighting for Conviction vs. Risk-Budgeted Models 

Security Conviction Weight (%) Risk-Budgeted Weight (%) Sector Volatility Contribution (%) 

Stock A 15 8 Tech 12 

Stock B 12 10 Health 9 

Stock C 10 12 Finance 10 

Stock D 8 10 Energy 8 

Stock E 5 10 Utilities 7 

Others 50 50 Mixed 54 
 

7.3 Risk Management and Compliance 
Risk management is a cornerstone of practical implementation. Risk-budgeting approaches 

explicitly quantify portfolio-level limits such as Value-at-Risk, drawdown constraints, or factor 

exposures. Conviction-based models require supplementary risk overlays to prevent excessive 

concentration. Compliance with regulatory frameworks, margin requirements, and internal risk 

policies is essential, particularly for long/short equity strategies that often involve leverage and 

short positions. Managers must ensure automated or manual checks are in place to detect 

breaches promptly. 

7.4 Transaction Costs and Liquidity Considerations 

Both conviction and risk-budgeted strategies must account for trading costs and market liquidity. 

High conviction positions in low-liquidity stocks may be theoretically attractive but difficult to 

execute without significant market impact. Similarly, risk-budgeted allocations may require 

frequent rebalancing, potentially increasing turnover and reducing net returns. Optimizing 

execution through algorithmic trading, order splitting, and liquidity-aware scheduling is therefore 

essential. 

7.5 Operational Infrastructure and Monitoring 

Robust operational infrastructure supports the ongoing effectiveness of position sizing models. 

Portfolio management systems must integrate data ingestion, signal computation, risk 

assessment, and trade execution in near real-time. Continuous monitoring and backtesting are 

critical to ensure that implemented allocations remain aligned with model assumptions and 
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market realities. Infrastructure should also support scenario analysis, stress testing, and rapid 

adjustment to unforeseen market events. 

In sum, Practical implementation of position sizing models for long/short portfolios requires a 

holistic approach encompassing data acquisition, portfolio construction, risk oversight, cost 

management, and operational infrastructure. Managers must balance the theoretical advantages 

of conviction or risk-budgeting models with real-world constraints to achieve sustainable 

portfolio performance. The successful integration of these considerations ensures that position 

sizing remains a disciplined, measurable, and adaptive component of portfolio strategy. 

8. Hybrid Approaches 

In long/short portfolio management, hybrid approaches to position sizing aim to combine the 

strengths of conviction-based and risk-budgeting models. While conviction-based methods 

emphasize expected alpha and analyst confidence, risk-budgeting frameworks prioritize 

controlled exposure and risk management. Hybrid strategies seek to balance these objectives, 

optimizing both return potential and portfolio stability. By integrating both approaches, portfolio 

managers can navigate market volatility while capturing high-conviction opportunities. 

8.1 Rationale for Hybrid Approaches 

Hybrid models are grounded in the premise that neither pure conviction nor pure risk-budgeting 

methods are sufficient on their own. Conviction-based approaches can lead to concentrated 

positions and heightened drawdowns, while strict risk-budgeting may underweight high-

conviction opportunities, reducing alpha generation. Hybrid approaches aim to mitigate these 

weaknesses by allocating capital proportionally to both expected return signals and risk 

constraints. 

8.2 Design and Methodology 

Hybrid strategies typically involve a two-step process: 

1. Initial Conviction Weighting – Positions are first weighted according to analyst scores, 

signal strength, or proprietary alpha estimates. 

2. Risk Adjustment – The initial weights are then scaled to ensure the overall portfolio 

adheres to pre-defined risk budgets, such as volatility contribution limits or Value-at-Risk 

(VaR) thresholds. 

This methodology allows for dynamic scaling of high-conviction positions while maintaining 

portfolio-level risk discipline. 

8.3 Allocation Models and Comparative Table 

A common implementation involves combining conviction scores with risk contribution metrics 

to derive final position sizes. Table 5 below illustrates a simplified example of a hybrid 

allocation for a five-asset long/short portfolio: 
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Asset Conviction Score Initial Weight (%) Risk Contribution (%) Hybrid Weight (%) 

A 0.9 25 15 20 

B 0.7 20 10 18 

C 0.6 15 12 13 

D 0.8 25 20 22 

E 0.5 15 18 12 

 

The table above demonstrates how high-conviction assets (e.g., Asset A) are slightly scaled 

down if their risk contribution is disproportionately high, ensuring the portfolio remains within 

the overall risk limits while still favoring high-conviction positions. 

 

8.4 Advantages of Hybrid Models 

1. Balanced Risk and Return – Maintains exposure to high-conviction positions while 

controlling portfolio-level risk. 

2. Flexibility – Allows portfolio managers to adjust the weighting scheme dynamically 

based on market conditions or changing risk appetite. 

3. Improved Diversification – Reduces the risk of concentration inherent in conviction-

only models. 

4. Performance Consistency – Helps in achieving smoother returns across varying market 

regimes. 

8.5 Implementation Challenges 

Despite their appeal, hybrid approaches present several challenges: 

 Complexity in Calculation – Combining conviction scores with risk metrics requires robust 

computational frameworks. 
 Data Quality Dependence – High-quality, timely signals and accurate risk estimates are 

critical for effectiveness. 
 Trade-Off Decisions – Determining the balance between conviction and risk scaling often 

requires judgment and iterative backtesting. 
 Transaction Costs – Frequent rebalancing to maintain hybrid weights can increase costs, 

especially in less liquid markets. 

8.6 Practical Considerations 

1. Rebalancing Frequency – Portfolio managers must determine optimal intervals for 

adjusting positions to reflect updated signals and risk measures. 

2. Signal Validation – Conviction scores should be backtested to ensure predictive 

reliability before integration into a hybrid framework. 
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3. Stress Testing – Hybrid portfolios should be stress-tested under extreme market 

conditions to assess robustness. 

4. Leverage Management – Hybrid approaches should incorporate leverage constraints to 

avoid excessive exposure. 

In sum, hybrid approaches represent a pragmatic solution for long/short portfolio management 

by harmonizing the pursuit of alpha with disciplined risk control. By integrating conviction-

based signals with risk-budgeting techniques, portfolio managers can construct diversified, 

resilient portfolios that perform consistently across market environments. Although 

implementation requires careful calibration and ongoing monitoring, hybrid models offer a 

compelling framework for achieving both high-conviction exposure and robust risk management. 

9. Conclusion and Recommendations 

Effective position sizing is a fundamental element of long/short portfolio management. This 

research examined conviction-based, risk-budgeting, and hybrid approaches, highlighting their 

methodologies, strengths, limitations, and practical applications. The insights emphasize the 

importance of balancing alpha generation with disciplined risk management to optimize portfolio 

performance. 

9.1 Key Findings 

1. Conviction-Based Approaches – Focus on high-confidence positions, offering potential 

for significant alpha but introducing concentration and drawdown risks. 

2. Risk-Budgeting Approaches – Prioritize portfolio-level risk control and diversification, 

though they may reduce exposure to high-conviction opportunities. 

3. Hybrid Approaches – Integrate the benefits of both models, enabling balanced exposure 

to high-conviction positions while controlling overall risk, although they require careful 

calibration and robust data systems. 

9.2 Strategic Recommendations 

1. Adopt a Hybrid Framework – Portfolio managers should leverage hybrid approaches to 

capture high-conviction opportunities while maintaining systematic risk control. 

2. Calibrate Risk and Conviction Parameters – Regular backtesting and stress testing 

should guide the balance between conviction signals and risk contributions. 

3. Invest in Data and Technology Infrastructure – Accurate signal generation and risk 

modeling require robust systems and reliable data sources. 

4. Monitor and Rebalance Regularly – Positions should be adjusted dynamically to reflect 

changing market conditions, volatility, and risk exposures. 

5. Integrate Governance and Oversight – Clear policies and oversight mechanisms should 

be in place to ensure disciplined execution of hybrid strategies, especially in leveraged or 

concentrated portfolios. 
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9.3 Future Outlook 

The development of position sizing models will increasingly incorporate advanced analytics, 

machine learning, and real-time risk monitoring. Hybrid approaches provide a flexible 

framework to integrate these innovations, enabling portfolio managers to achieve sustainable 

risk-adjusted performance and respond effectively to dynamic market environments. 

Conclusion 

 

No single position sizing model is universally optimal. Conviction-based, risk-budgeting, and 

hybrid frameworks each present distinct advantages and trade-offs. By thoughtfully combining 

these approaches, portfolio managers can enhance portfolio resilience, capture alpha efficiently, 

and achieve more consistent long-term returns. Effective implementation depends on precise 

calibration, robust technological support, and continuous oversight, making hybrid models a 

cornerstone of modern long/short portfolio management. 
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