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Abstract

We describe the evolution of equity portfolio capacity analysis, and extend existing work to include the joint determination of turnover, return net of transaction costs, and capacity. Two new lessons emerge. First, previous focus on turnover as a choice variable is misplaced. Considering stock-specific transaction costs at the portfolio construction stage enables higher turnover levels, which themselves are determined through the interaction of alpha predictions and expected cost estimates. Second, excluding trading strategy from portfolio construction negatively impacts returns and reduces the potential capacity of the fund. The effective range of a fund’s capacity in terms of assets under management is enlarged through explicit consideration of the implementation costs of an investment decision.

