Alpha in Alternative Data
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Teza Capital Management is a global quantitative asset management firm. We pride ourselves on attract-
ing and retaining top talent, developing strategies with a data-driven and science-backed methodology,
and continuously innovating in pursuit of alpha for our clients. Our Manager Insights pieces delve into our
“quant’s eye view” on markets, investment strategies, and industry developments.

Over the past decade, the boom in ETFs and oth-
er passive investment products has significantly
increased herding and overcrowding in financial
markets. Many active managers looking to avoid
crowded trades and identify new sources of alpha
have flocked to alternative data. A combination of
demand from the buy side and advances in artificial
intelligence grew the number of alternative data pro-
viders more than threefold from 2010 to 2018." In
turn, money managers looking to maintain an edge
over peers have increased their spend on alternative
data significantly in recent years (Figure 1).
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Alternative data can provide predictive insights
on publicly traded companies that traditional data
sources (e.g. earnings statements, press releases,
SEC filings) might miss. For instance, analysts of-
ten gather information on companies’ future plans
and financial forecasts from public earnings calls.
However, executives can feel pressure from inves-
tors and other stakeholders to deliver forecasts in
which they may not be fully confident, rendering this
information less useful for managers. Advances in
artificial intelligence have allowed for the develop-
ment of “tonal analysis” technology. When applied
to earnings calls, tonal analysis can get to the heart
of not only what an executive says, but their level

of confidence in these statements. If an executive
were to deliver a strong forecast for the upcoming
quarter but tonal analysis revealed a level of decep-
tion, a manager using only information from the
earnings call might receive a strong “buy” signal,
whereas a manager who also incorporated tonal
analysis data would likely end up with a weaker buy
signal or a sell signal.

While the global datasphere is expanding rapidly,
presenting meaningful opportunity and a plethora
of choices for managers, incorporating alternative
data in investment strategies presents certain chal-
lenges. First, data surveillance requires significant
resources and brainpower. The paradox of choice
comes into play, as the more data that is available,
the more difficult it becomes to evaluate the land-
scape and determine which datasets are worth
spending on. Second, alternative data is typically
sold in an unstructured format, requiring sophisti-
cated data cleaning and analysis to derive predic-
tive insights. Many compelling alternative datasets
are underutilized because of their size and complex-
ity. Another challenge lies in the newness of a large
percentage of alternative datasets. These datasets
exist over relatively short time spans, which makes
it difficult to develop signals in a statistically signifi-
cant way. Lastly, the use of alternative data requires
the constant monitoring of alpha decay, i.e. the de-
crease in efficacy of a dataset over time. As more
and more managers develop signals based on any
particular alternative dataset, the alpha opportunity
diminishes.

Although developing, implementing and monitor-
ing an alternative data strategy can be resource-in-
tensive, the alpha opportunity for managers with
robust data and quantitative analysis capabilities
outweighs the obstacles. Increased spend on al-
ternative data shows that managers are finding
significant value in the space. In a 2019 Greenwich
Associates report, 72% of the investment manag-
ers surveyed stated that alternative data enhanced
their signal quality and helped filter out noise.
Over one-fifth of respondents claimed to have gener-
ated 20% or more of their alpha from alternative data.?

T"What is Alternative Data.” alternativedata.org. Accessed 19 July 2022.
2“Demystifying Alternative Data.” Greenwich Associates / Coalition Greenwich. May 2019
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Teza believes that in order to generate persistent
alpha, quant managers must identify unique inputs,
and many of them. As discussed in our December
2020 Manager Insights piece, the COVID-19 pan-
demic presented a painful wake-up call for many
quant managers who had developed signals based
on traditional inputs (especially value-based in-
puts). Had they leveraged differentiated inputs
such as alternative data, they may have been able
to better adapt to the unique risks presented by the
pandemic. For the well-resourced quant manager
with the ability to manage the size, cost and com-
plexity, alternative data presents a compelling long-
term alpha opportunity.

DISCLOSURES

This document does not constitute an offer to sell
or the solicitation of an offer to purchase any secu-
rity or investment product (each, a “Product”) and
should not be relied on in making any investment
decision. Any such solicitation or offering may only
be made by means of delivery of an approved offer-
ing document and relevant subscription documents,
all of which must be read in their entirety. No of-
fer to purchase shares in a Product will be made
or accepted prior to receipt by the offeree of these
documents and the completion of all appropriate
documentation. No offer to sell (or solicitation of
an offer to buy) will be made in any jurisdiction in
which such offer or solicitation would be unlawful.

Norepresentationis giventhatany statements made
in this document are correct or that Teza's objec-
tives will be achieved. This document may contain
opinions of Teza, and such opinions are subject to
change without notice. Information provided about
positions, if any, and attributable performance is
intended to provide a balanced commentary, with
examples of both profitable and loss-making posi-
tions; however, this cannot be guaranteed.

It should not be assumed that investments de-
scribed herein will be profitable. Nothing described
herein is intended to imply that an investment with
Teza is safe, conservative, risk free or risk averse.
An investment with Teza entails substantial risks,
and a prospective investor should carefully consider
the summary of risk factors included in Teza's Form
ADV Brochure (and the relevant offering document)
in determining whether an investment with Teza is
suitable. The risk of loss in trading futures is sub-
stantial. This document does not consider the spe-
cific investment objective, financial situation or par-
ticular needs of any investor and an investment with
Teza is not suitable for all investors. Prospective
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Teza's Edge

Teza has built an institutional-strength organization
consisting of a highly talented group of world-class
researchers and investment professionals driven by
success.

* HERITAGE: Our endeavors in institutional asset
management are based on our 10+ year tenure as
a proprietary, algorithmic low-latency trading firm,
as we strive to leverage the extensive synergies
we've identified between the two models.

* TEAM: We have world-class talent with over 60
employees in 4 locations. Our 30+ accomplished
researchers and investment professionals hold ad-
vanced degrees from renowned universities in sci-
ence, technology, engineering, and mathematics.

* APPROACH: We follow a rigorous, scientific pro-
cess and have deployed state-of-the-art portfolio
construction and optimization.

« EXECUTION: We have highly developed futures
execution capabilities given our quantitative trad-
ing roots.

* RISKPHILOSOPHY: We ensure controls and checks
and every key step of research and operations.

* INFRASTRUCTURE: As a result of significant in-
vestments into our operational infrastructure, we
have created a scalable, robust platform.
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investors should not rely upon this document for
tax, accounting or legal advice. Prospective inves-
tors should consult their own tax, legal, accounting
or other advisors about the issues discussed herein.
Investors are also reminded that past performance
should not be seen as indication of future perfor-
mance and that they may lose the entirety of their
investment. No recommendation is made positive
or otherwise regarding individual securities, futures
or other investment products mentioned herein.
There can be no assurance that any Product ad-
vised by Teza will implement the strategies or trad-
ing signals referred to herein, or that if implemented
any such strategies or signals achieve their invest-
ment objectives.

Certain information contained in this document
constitutes “forward-looking statements,” which
can be identified by use of forward-looking ter-
minology such as “may,” “ should,” “expect,”
“anticipate,” “project,” “target,” “estimate,” “intend,”
“continue,” or “believe” or the negatives thereof

or other variations thereon or other comparable
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will,
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terminology. Such statements are based on the
current expectations and certain assumptions of
Teza, and are, therefore, subject to certain risks
and uncertainties. A variety of factors, many of
which are beyond Teza’s control, affect the opera-
tions, performance, business strategy and results
of the accounts that Teza manages and could
cause the actual results, performance or achieve-
ments of such accounts to be materially different
from any future results, performance or achieve-
ments that may be expressed or implied by such
forward-looking statements or anticipated on the
basis of historical trends.

Tables, charts and commentary contained in this
document have been prepared on a best efforts
basis by Teza using sources it believes to be reli-
able, although it does not guarantee the accuracy
of the information on account of possible errors or
omissions in the constituent data or calculations.
No part of this document may be divulged to any
other person, distributed, resold and/or reproduced
without the prior written permission of Teza.
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