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Buffett vs. Bots

How Star Investors' Returns Compare to Smart Beta ETF Portfolios
By Dani Burger
What do George Soros, Warren Buffett 
and a computer have in common? Turns 
out, a lot.

At least that’s the view of AQR Capital 
, the program-driven Management

investment firm whose founders made 
their names finding the math behind 
investment success. A new paper, which 
isn’t publicly available, posits that a lot of 
the gains reaped by the legendary 
managers over time were, in theory, 
available to anyone using a handful of 
buy-and-sell signals known to 
quantitative analysts.

Take Buffett and his Berkshire 
, with its average annual Hathaway Inc.

return of 17.6 percent since 1977, twice 
as much as the S&P 500. AQR analysts 
claim that had you been able to take 
Buffett’s investment pronouncements 
and let computers build quantitative 
portfolios around them, you could’ve 
generated about two-thirds of that 
outperformance on your own.

It’s the latest entry in a Wall Street 
discussion about how skill combines with 
luck to explain how active managers 
perform, a debate that has taken added 
urgency amid the ascent of passive 
funds. AQR has a dog in the fight. Factor 
investing has helped fuel its growth, 
along with spurring a crush of cheaper 
mutual funds and smart-beta ETFs tied 
to things like value and momentum.

AQR compared Buffett’s and Soros’s 
returns with portfolios automatically 
tuned to investment styles deemed 
consistent with their philosophies, and 
found the computers did a fair job of 
replicating the humans. The paper can 
be seen as part of a larger effort to 
promote a version of money 
management that sometimes seems to 
defy explanation: How rejiggering stock 
indexes to emphasize characteristics like 
low volatility and price momentum is 
similar to what star investors do.

“If investors want to be more Buffett-like, 
they don’t have to pick the exact same 
stocks that Buffett is picking, they just 
have to pick the same type of stocks,” 
said , co-head of AQR’s U.S. Dan Villalon
portfolio solutions group. “That’s where a

      

    

  

 lot of the interest behind factors and 
styles is coming from.”

To be sure, the research doesn’t imply 
these aren’t gifted managers. Everyone 
knows Buffett buys cheap stocks, so the 
fact that the “value” factor could get you 
closer to his results does nothing to dim 
his achievement in choosing the strategy 
and staying with it. AQR’s point is that 
smart investors often succeed by doing a 
few things well over time, hinting that 
passive strategies that share their logic 
have a chance of keeping up.

“Though our results may seem 
compelling, we have the clear benefit of 
hindsight,” the authors said. “These great 
investors ‘figured it out’ first, had the 
ability to stick to their philosophies, and 
rightly deserve their reputations.”

In scanning the market for systems that 
operate like Buffett, AQR proposed 
tracking a computer-generated portfolio 
chosen by the value factor, the quality 
factor (or stocks with the strongest 
balance sheets) and the low-volatility 
factor, meaning those with with the 
smallest price swings. Combined with the 
market itself, owning stocks with those 
traits over the last four decades got you

 

within 4 percentage points of Buffett’s 
results. Even that gap is statistically 
insignificant, wrote AQR, and may reflect 
the benefit of leverage Buffett gets from 
investing his insurance companies’ cash.

Buffett and Soros didn’t return 
messages left with assistants seeking 
comment.

AQR decided the factors that best 
capture Soros’s theory on boom-and-bust 
cycles are trend and momentum. The 
analysts also included a value factor for 
currency, a nod to his success in short-
selling sterling in the 1992 U.K. pound 
crisis. Together, those factors, along with 
simple U.S. equity market returns, come 
close to replicating the 20 percent annual 
gain in his Quantum Fund from 1985 to 
2004, almost triple the U.S. stock market.

The analysis comes with caveats. AQR 
started with the premise that it could 
determine which factors were consistent 
with the star managers’ methodology, 
somewhat of a judgment call. It’s long 
been established that a handful of factors 
have a record of beating the market over 
time, suggesting that any tried-and-true 
quant strategy AQR chose would’ve 
helped an investor get closer to his 
hero's record.

    

 

Buffett Meets Robot

Source: AQR Capital Management

What Buffett's returns look like as a factor 
investment portfolio. Categories add up to 
Berkshire Hathaway's 17.6 percent return 
from Jan. 1977 to May 2016.
*Not statistically significant.

Soros Follows the Trend

Source: AQR Capital Management

Quantum Fund factor replication from March 
1985 to May 2014.
*Fund also contained -2.7 percent of 
regression alpha, which was not statistically 
significant.  
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As Value ETFs Keep Growing Investors Should Expect a Bumpy Ride
By Dani Burger
Exchange-traded funds that target value 
stocks are raking in cash. But the people 
buying those portfolios should buckle 
their seatbelts, because there could be 
some turbulence ahead.

Investors poured more money into 
smart beta value funds than any other 
category for at least 11 straight weeks 
ended Jan. 6, data compiled by 
Bloomberg show. In the first week of the 
year's holiday-shortened four trading 
sessions, value ETFs, which track stocks 
priced at discounts to things like earnings 
or assets, absorbed $1.1 billion, nearly 
triple the prior week.

But everyone rejoicing the return of 
value also is facing a frightening reality: 
Lately the results haven’t been keeping 
up with the enthusiasm. On Jan. 5 and 6, 
the market-neutral, or long-short, version 
of the value category, also known as a 
factor, posted its worst two-day return in 
more than five years, according to 
Bloomberg portfolio analytics.

“We’re focused on continuing to see 
value outperform, but you’re not going to 
have a clear-cut outperformance and 
theme like you did last year,” said Abhra 

, director of quantitative research Banerji
at . “Last week value Evercore ISI
struggled. It may have gone out too 
much and people may be asking if it’s 
time to take chips off the table. ”

Value’s revival began in mid-2016, and 
in October it posted its best monthly

return in more than two years. The 
inflection point came at the expense of 
the momentum factor and its close 
cousin, growth, with value indexes 
topping growth in nearly every market.

Hedge fund positioning this year has 
helped juice recent value factor returns, 
according to Evercore ISI. Hedge funds 
became increasingly reliant on 
momentum stocks last year. Indeed, by 
November the gap in exposure between 
momentum and value was the widest it 
had been in six years, according to 
quarterly filing data compiled by Evercore. 
They’ve since unwound those positions 
as returns lagged, in part spearheading 
value’s dramatic outperformance.

   

    

Still, it’s difficult for value to sustain a 
long uninterrupted run. As a factor, it’s 
highly cyclical, so the returns are typically 
choppy with periods of 
underperformance mixed in with times of 
strength. In the four days ending Jan. 6, 
the market-neutral growth factor topped 
value by remaining relatively unchanged 
as value sunk 0.8 percent, data compiled 
by Bloomberg portfolio analytics show.

So investors should expect more such 
periods, Banerji warned.

“If you look at pockets of value right now 
it’s very difficult to see these themes 
continuing year after year,” he said. “But is 
the increase of ETF flow going to be a sign 
of outperformance? I’m skeptical of that.”

       

       

         

 

Biggest Value ETFs Eke Out Gains Year to Date

FUND TICKER INDEX ASSETS ($B)* YTD FLOW ($M)* YTD RETURN (%)*

iShares Russell 1000 Value ETF IWD Russell 1000 Value Index TR 35.36 -83.21 +1.49

Vanguard Value ETF VTV CRSP US Large Cap Value TR 27.13 496.5 +1.34

iShares S&P 500 Value ETF IVE S&P 500 Value TR 13.25 241.4 +1.49

Vanguard Small-Cap Value ETF VBR CRSP US Small Cap Value TR 10.04 432.1 +2.06

iShares Russell Mid-Cap Value ETF IWS Russell Midcap Value Index TR 9.42 54.1 +2.82
Source: Bloomberg. *As of 1/26/17.

Competition

Value Index Suffers Two-Day Drop in First Week of 2017
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Wells Fargo Jumps Into MultiFactor Funds for Its First Ever ETFs
By Dani Burger
First . Then JPMorgan Chase & Co

. Now, Goldman Sachs Group Wells 
wants to charge into the Fargo & Co. 

biggest asset management battleground, 
exchange-traded funds.

The San Francisco-based bank’s fund 
unit is considering launching its first ETF 
within three to six months, company 
executives said. Following the success of 
giants that went before, Wells is beefing 
up its quant credentials as it prepares to 
compete for a chunk of the $4.1 trillion 
ETF pie.

Under consideration is a breed of ETF 
that’s all the rage among the math 
whizzes who now dominate passive 
investing. It’s a souped-up version of 
smart beta known as multifactor, which 
stuffs two or more investment themes into 
a single security, for instance value and 
momentum. Proponents say they’re a way 
of replicating active managers without 
their emotions or fees.

“We believe it’s a good time to take a 
look at things like low volatility, investing 
factor-based ETFs that are not so 
dependent on market-weighted stocks,” 
said , global chief Kirk Hartman
investment officer of Wells Fargo Asset 
Management. “Multifactors, to me, that’s 
the key to success.”

More multifactor smart beta ETFs were 
created in 2016 than any other strategy, 
data compiled by Bloomberg show.

Wells Fargo fired its first shots in the 
robots’ direction with a deal to buy Los 
Angeles-based quant shop Analytic 

. Established in 1970, the Investors LLC
firm gave Wells Fargo an array of both 
passive and active multifactor offerings 
and is now converting those mutual funds 
into smart beta ETFs.

The bank has some catching up to do. 
It’s one of the last big fund providers to 
add a quant arm to its investing force. 
Goldman Sachs Asset Management, for 
example, established its quantitative 
investment strategies team in 1989, 
getting leg up when it came to products 
with quant tilts. Wells Fargo will also be 
up against fund titans like  BlackRock Inc.
and , which have already Invesco Ltd.
amassed billions of dollars in assets by 
selling their clients on smart-beta.

     

     

   

     

  “It’s still early, but this multifactor stuff, 
especially if it’s packaged to be 
competitive with commercial indexing, will 
be really, really big,” said , Harin De Silva
president of Analytic Investors. “The thing 
we’re wrestling with is if it’s sufficiently 
differentiated because the last thing the 
world needs now is another ETF.”

To get that differentiation, Wells Fargo 
wants to bring a new concept to ETFs: 
factor risk parity. In its usual conception, 
risk parity is a strategy for partitioning a 
portfolio’s asset classes according to the 
size of their price swings. In a typical 
hedge fund portfolio, for instance, stocks 
would have a smaller chunk, bonds a 
bigger one, to balance their impact.

De Silva and other quants think pockets 
of every investor’s portfolio should be 
volatility-weighted.

“The biggest thing you can do is give 
someone this risk parity approach, 
because then it’s true diversification,” said 
De Silva. “If you can design a product so 
it has lower beta and there’s reasonable 
risk control, you’ll spend less time 
worrying about what the market is doing.”

Analytic Investors already uses the 
structure in its passive strategies. The 
quants look at the volatility of four or five 
factors in a portfolio, and once one starts 
to swing more, its influence is reduced. 
Combined with its active factor strategies,

   

   

   

    

     

     

 
 

Analytic oversees about $16.5 billion.
So far, Wells Fargo has launched one 

factor mutual fund with the help of 
Analytic. Since its inception at the end of 
October, about $26 million has flowed to 
the product.

Wells Fargo has also toyed with the 
idea of launching an active ETF. Such 
securities have been around for over a 
decade, and, mostly due to high fees, 
only have about 1 percent of total assets,
data compiled by Bloomberg show. The 
bank is also looking at offering fixed 
income funds based on factors.

Q&A

Goldman Sach's 'ActiveBeta' Suite Leads Competition

Source: Bloomberg

Click on chart for live version or run  on the terminal.G #ETF.Brief 48

ETF Assets by Category

Source: Bloomberg Intelligence

http://bloom.bg/2jon2z2
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Many Multi-Factor ETFs Are Forbiddingly Complex: Alpha Architect's Gray

Investors can have difficulty understanding what's inside even a traditional value ETF, says Gray

Growth in the "alt" space will come from more focused and nuanced single-factor funds

Interviewed by Catherine Cowdery on Bloomberg Radio on Dec.1. Comments have been condensed and edited. 

Wesley Gray, Chief Executive Officer, Alpha Architect LLC

 
Q: These multi-factors ETFs and 
factor ETFs, when you actually dig in 
deep, [it can be difficult to understand 
what they do]. Can you talk to me a 
little bit about that?
A: Know what you're buying and 
understand the process. Because 
everyone can call their fund a value fund. 
Here's a perfect example: one value fund 
can buy the cheapest 300 stocks. Another 
value fund could have the 50 cheapest 
stocks. Well, it turns out that the 
performance, if you're trying to capture 
the value effect, is going to be way more 
intense with a 50-stock value fund versus 
a 300-stock value fund. And just that 
simple differentiation on number of 
holdings can have vast differences on 
expected performance and how that's 
going to operate in your portfolio. Most 
people say, "it's cheap, called value, buy 
it," and they don't understand, well, what's 
in it? How's it built?

Q: Where do you think growth is 
going to come from in the ETF 
industry next year?
A: In the alt space, where there's 
opportunities to compete. Vanguard's 
cornered the passive, large-scale index 
things. But, I think in the more niche, 
boutique areas like alternatives, there's 
competition we can take money from, the 
hedge funds or the mutual funds that still 
control a lot of that. I also think you're 
going to see a lot of growth in more 
focused, process-driven, nuanced factor 
ETFs. So, instead of the 100 value ETFs, 
there's going to be value ETFs that come 
out that are much more focused. They

     

   

     

may be the 50-stock value ETF, not like 
every other value ETF, which has 300 
cheap stocks in it. I think those are the 
two areas you'll probably see 
differentiation in the marketplace.

Q: Multi-factor ETFs — how 
complicated are these, and how does 
one go about doing due diligence on 
the multi-factor ETFs that have started 
to come out?
A: I've got a strong opinion on multi-factor. 
I think it's currently just a great sales pitch 
that everyone's out there selling. I think, 
in the end, go back to understanding 
what you're buying and what is the 
process — it's hard enough to 
understand just a value ETF and what 
am I buying. Now, when you have an 
ETF that has value, momentum, quality 
or whatever they're trying to sell you, and 
they're all wrapped in one basket — how 
the heck does someone actually 
understand what they're buying? I've got 
a PhD in finance, and I can't even 
understand half the multi-factor ETFs out 
there.

Q: In terms of investors, where are we 
going to be seeing more growth in 
ETFs? Who's going to be showing 
more interest?
A: In my little segment of the world — 
who are individual taxpayers and family 
offices, a lot of them, if they're taxable
investors — ETFs are so tax-efficient
relative to a lot of the other alternatives, 
that's always going to be a large growth 
segment. The issue with them is that it's 
hard to corral all those cats. Typically, a 
lot of the assets are controlled by

      

     

    

  

  

    

   

intermediaries in the form of advisers or 
some sort of consultant. There are a lot 
of individuals out there who have just 
punted on the whole advisory scene, but 
the more they learn, the more they 
understand the differences between 
ETFs, mutual funds, managed accounts. 
If they're a taxpayer and they've got 
some wealth, I think you'll see a lot of 
growth and a lot of movement for 
individuals being basically empowered to 
buy a really cool product in their Schwab 
account. And they don't necessarily need 
an adviser perhaps.

Q: Is there anything you'd like to add?
A: The more complex you can make 
things sound, and the more new, you put 
it in different wrappers — it's the same 
stuff that people have been doing for a 
hundred years. In the end, it boils down 
to what we call the 'FACTS.' Fees — 
what are you paying for this thing? 'A' is 
for access — what's the liquidity? 'C' — 
what's the complexity? If it's complex, it's 
probably a sales pitch and it's not 
actually doing something for me. The 'T' 
is taxes — what's the tax efficiency? And 
the 'S' is what we call search — it's 
basically what are the due diligence 
costs that have to go out each year to 
find the next greatest theme out there. 
And so in any investment, it boils down to 
the FACTS. And this will never change, 
but there will always be a hundred new 
products and a hundred new schemes 
that come out every year. It's just the 
nature of financial services.

Institutions

Source: 
Bloomberg/Lori 
Hoffman
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Institutions Following Calpers's Lead Could Turn to Smart Beta ETFs
By Eric Balchunas, Bloomberg Intelligence Analyst
The $301 billion California Public 

 Employees' Retirement System
(Calpers) is one of the biggest institutional 
users of smart-beta investing.

Calpers allocated $28 billion to smart-
beta strategies in 2014 while shedding 
hedge funds to simplify assets, reduce 
fees and increase returns. Calpers 
implements its smart-beta approach 
internally, since it has the resources. In 
the past two years, other large 
institutions, such as ,  and MetLife AIG
the New York City Employee Retirement 
System ( , have made similar NYCERS)
moves.

Most institutions aren't even close to 
Calpers's size, so they lack internal 
management and good pricing for a 
separately managed account. If they 
want to follow Calpers's lead and pursue 
smart-beta exposure, those institutions 
are more likely to use an ETF to do so.

One hurdle to ETFs penetrating the 
institutional-investor market is 
consultants. They tend to avoid

      

 
recommending ETFs to clients because 
one of the services they're paid to 
perform is picking active managers. Yet, 
smart-beta ETFs are active and complex 
enough to add value. They also could be

an arguably better benchmark to use in 
comparisons with active managers, 
helping to weed out closet indexers and 
determine who's adding value rather than 
just being exposed to a factor.
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