Is “Quant” Broken?

Teza

Teza Capital Management is an innovative institutional asset management firm with a heritage in algorith-
mic trading. Teza seeks out simple, general principles that are easy to understand but difficult to put into
practice. The firm views the world through a quant’s eyes, meaning that nothing is a one-off, and if one
looks closely enough, there is a system for everything. Each month the team will share discoveries learned
through the previous month’s trading, research, and analysis of current investment strategies, as well as
those under construction. These discoveries may or may not make it into our algorithms, but in the world
of research, failures are often more valuable than successes.

Earlier this quarter, Ted Aronson shocked Wall
Street with the announcement that he will shut
down AJO, his renowned value investing firm, and
return over $10 billion to investors. The Wall Street
Journal, Institutional Investor, and Reuters chroni-
cled the fall of this well-regarded quantitative firm,
whose returns were among the best in institution-
al asset management for over 30 years. AJO has
been named as an example of a quant firm that
has struggled to navigate the current environment.
However, we would caution investors not to look at
the firm’s closure as a failure of quant itself.

First, let's look more specifically at the circum-
stances around AJO’s closure. Aronson articulat-
ed his motive quite bluntly in the Wall Street Jour-
nal — “our recent returns suck.” It's no secret that
value investors have underperformed their more
growth-oriented peers over the past decade, miss-
ing out on booms in the technology and healthcare

sectors. While AJO’s focus is value-investing, their
quantitative investment style means that instead
of analyzing qualitative metrics such as custom-
er loyalty or product quality, their investment pro-
cess relies strictly on quantitative inputs such as
net income, asset values, and earnings estimates.
This is a form of factor investing, as the manager
looks for and acts on quantitative factors to make
trades.

In 2020, with many factor investors like AJO strug-
gling, the question of whether quant is “broken” has
dominated discussions about systematic investing.
In a widely circulated Bloomberg article, Inigo Fras-
er-Jenkins, Bernstein's top quantitative researcher,
declares that he no longer identifies as a quant and
rebukes quantitative investing at large. He cites the
inability of quantitative strategies, many of which
rely heavily on backtests and mean reversion, to
navigate regime switches.
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With the onset of a global pandemic and a new
volatility regime, certain quantitative models have
failed to adapt. It's tempting to conclude from these
specific adaptation failures that quant itself has, in
full, failed. We vehemently disagree. We do not
believe that quant can “break” any more than real
estate can “break.” The opportunities will change
and evolve, and strategies themselves may fail as
markets change. However, the existence of alpha in
quant is as much a basic principle as the existence
of investment opportunity in real estate.

The more relevant question to ask is, “which types
of quant strategies are broken?” or, even better,
“which quant strategies did successfully navigate
the unpredictable regime switches of 2020?" We
believe that many of the “quants” who rely solely on
well-known fundamental factors (e.g., value) failed
to generate alpha partially because their trades
were often crowded (and therefore even when they
work, they yield low margins) or periodically just
plain wrong. On the other hand, a few quants who
trade on much less popularized “structural factors”-
-in our case, the impact of capital flows identified
through the study of market microstructure data--
were able to capitalize on volatility and uncertainty
and achieve solid returns in 2020.

As illustrated above, there has been significant dis-
persion in quant performance in recent history. It
is rather reductive to declare the “death of quant,’
as there are numerous, uncorrelated approaches
to quant. In evaluating quantitative strategies, it
is crucial to consider not only their categorization,
but also the nature of their inputs. Those strategies
that rely on fundamental inputs are likely to contin-
ue to struggle as dislocations between prices and
fundamentals grow, whereas strategies that trade
on more granular, microstructure-level data may be
better positioned for success in volatile, unpredict-
able markets.
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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.

Founder Biography

Misha Malyshev has led Teza Group as the CEO
since the company’s founding in 2009. He earned
his Ph.D. in Astrophysics from Princeton University
in 1998. He also holds an M.S. in Theoretical Phys-
ics and a B.S. degree summa cum laude in Physics
and Mathematics from Moscow Institute of Physics
and Technology. Dr. Malyshev worked for Bell Labs
conducting scientific research until 2000. From
2000 through early 2003, he worked as a consultant
with McKinsey & Company, where he developed sub-
stantial experience working for asset management
and investment banking clients. Dr. Malyshev joined
Citadel Investment Group, L.L.C. in April 2003 as a
member of its strategy group. In 2004, he moved
to Citadel's Quantitative Analytics group, where he
developed a quantitative trading business. Dr. Maly-
shev was rapidly promoted to the position of Man-
aging Director and Global Head of High Frequency
Trading at Citadel, which he held until he resigned in
the winter of 2009. Dr. Malyshev is an avid support-
er of education initiatives, and has partnered with
organizations that inspire young people, particularly
women and minorities, to pursue careers in science,
technology, engineering and math. He is currently
on the global leadership council of buildOn, an in-
ternational nonprofit organization that runs youth
service after-school programs in United States high
schools and builds schools in developing countries.
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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 giventhat any 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 consid-
er the summary of risk factors included in Teza's
Form ADV Brochure (and the relevant offering doc-
ument) in determining whether an investment with
Teza is suitable. The risk of loss in trading futures
is substantial. This document does not consider
the specific investment objective, financial situa-
tion or particular needs of any investor and an in-
vestment with Teza is not suitable for all investors.
Prospective investors should not rely upon this
document for tax, accounting or legal advice. Pro-
spective investors should consult their own tax, le-

Teza

gal, accounting or other advisors about the issues
discussed herein. Investors are also reminded that
past performance should not be seen as indication
of future performance 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 advised by Teza will implement the
strategies or trading signals referred to herein, or
that if implemented any such strategies or signals
achieve their investment objectives.

Certain information contained in this document
constitutes “forward-looking statements,” which
can be identified by use of forward-looking ter-

will,” “should,” “expect,’

minology such as “may,” “
“anticipate,” “project,” “target,” "estimate,” “intend,’
“continue,” or “believe” or the negatives thereof or
other variations thereon or other comparable termi-
nology. Such statements are based on the current
expectations and certain assumptions of Teza, and
are, therefore, subject to certain risks and uncertain-
ties. A variety of factors, many of which are beyond
Teza's control, affect the operations, performance,
business strategy and results of the accounts that
Teza manages and could cause the actual results,
performance or achievements of such accounts to
be materially different from any future results, per-
formance or achievements 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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Teza® is a registered trademark of Teza Technologies LLC.
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