Investment strategies

Golng quantitative

Quantitative managers have some advantages over fundamentalists. Understanding

their techniques will help plan sponsors better evaluate all managers.

By Paul Carter

TECHNOLOGY ADVANCEMENTS HAVE ALLOWED MONEY
managers to increase the number of quantitative strate-
gies available to institutional investors. Canadian and
foreign managers alike are recognizing that less efficient
equity markets such as Canada’s can be
profitably exploited through the use of
these systematic tools.

While there are superior and infe-
rior managers in both the fundamen-
tal and quantitative camps, quantita-
tive managers do have several
advantages. They include:

* Objectivity. Intelligent funda-
mental investment managers often
throw away their competitive advan-
tage through a lack of objectivity
about their holdings, and a resistance
to sell stocks that are deteriorating.
On the other hand, quantitative processes harbour
no emotional attachment towards stocks, and are
able to position portfolios towards the best opportu-
nities at all times.

* Depth of evaluation. Even the largest funda-
mental firms cannot evaluate all the stocks in large
universes such as EAFE equities. Quantitative
models can evaluate thousands of stocks in min-
utes. Searching through a greater volume of stocks
allows managers to find more and better invest-
ment opportunities.

* Cognitive errors. Fundamental managers often
succumb to irrational investment behaviour such as
‘anchoring,” where they pay excessive attention to old
information and not enough to new information.
Quantitative managers avoid these errors through the
consistent application of investment rules.
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Quantitative strategies aren't perfect, though. One
disadvantage is the absence of qualitative judgment
at the stock level. The human brain is still (for now)
better than computers at processing unquantifiable
information, allowing fundamental managers to
discern things about a company that computer
models cannot. Still, clients with an affinity for
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fundamental investment managers can benefit from
exposure to quantitative strategies. The differences
between the two camps are slowly eroding as more
and more investment managers adopt tools and
practices that, up until now, have been exclusive to
quantitative managers.

As well, since quantitative managers can evalu-
ate the bulk of stocks in a universe and use port-
folio construction techniques to limit risk, they
work well as either stand-alone managers or core
managers in a multiple-manager structure. This
way, they free up more of a plan sponsor’s risk
budget, allowing it to invest in some higher-risk
style-offset managers.

The complex mathematical algorithms that often
underlie quantitative models should not hinder plan
sponsors from developing opinions on these man-
agers. Sponsors should place the same burden of
proof on these individuals as they do on fundamen-
tal managers to explain what inefficiencies exist in
the market and why their models should be able to
consistently exploit them.

Sponsors do need to beware of ‘data miners,’
who construct models that explain the historical
relationships between stock prices and financial
ratios, without much heed as to why these rela-
tionships may or may not continue to exist. These
relationships are sometimes purely coincidental
and there is little economic reason to believe they
will continue.

Overall, the same basic questions need to be asked
of both quantitative and fundamental managers,
notably: how will the firm’s people and processes
allow it to outperform the passive benchmark and its
peers? Sponsors should insist that quantitative man-
agers respond in terms, and at a mathematical level,
that they are comfortable with.

Developing a better understanding of how quanti-
tative professionals invest money helps plan sponsors
understand all managers better. In turn, they can
make more effective decisions. BC
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