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Disciplined To Seek Alpha

Oddly enough, investors repeat mistakes again and again. Through financial models, a
quantitative approach makes behavior patterns of investors evident to these models whether it
is in a sector or in a stock. James Johnson exploits arbitrage opportunities through disciplined,

quantitative fund management.

Q: What is your investment philoso-
phy?

A: We believe that stock prices are driv-
en by investor behavior. There are per-
sistent mispricings in the marketplace
that can be exploited through quantita-
tive techniques. We believe that aca-
demic and internal research supports
our view.

Q: What are the key elements of
your investment process?

A: Stock and market research is a criti-
cal component of our investment pro-
cess and it is purely quantitative in na-
ture as you might tell by the name of
the fund. We are looking for companies
with attractive relative valuations and
the ability to support future growth with
high quality earnings and a solid outlook
for growth. We believe that if we iden-
tify those types of companies and over-
weight them relative to our benchmark,
we are going to add value relative to that
benchmark over time. This approach in-
volves bottom-up stock selection based
on multiple perspectives or core quanti-
tative models.

We break our core quantitative model
into three components - a valuation
component, a quality component and a
sentiment component. We look for com-
panies with attractive valuations and
that is the valuation component. The
quality component addresses the quality
of earnings. The sentiment component
addresses the ability of that company to
support solid growth in the future.
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Q: How do you arrive at the opinion
for each stock using these models?
A: Since our process is quantitative in
nature, we rely on our financial models.
Every day the models are run and we get
our financial data from publicly available
sources including financial statements,
earnings estimates, stock prices and
other technical and fundamental data.
Each stock in our universe is given a
ranking for each of these models, and
we have a weight that we apply to each
of the models that sums up to a single
opinion for each stock. We sort that uni-
verse from top to bottom and we select
our stocks from that list.

Q: How many stocks have you got in
your universe?

A: Our investable universe encompass-
es all large cap US stocks. It equates to
roughly 1,100 stocks, and that number
changes over time, but it includes the
S&P500, the Russell 1000 and a few
other stocks with large market caps.

Q: What is the rationale behind these
financial models?

A: The rationale behind quantitative
models is that we are able to take an
enormous amount of data that the tra-
ditional fundamental investor won’t be
able to digest and form opinions on
without the assistance of the models
we have.

The other advantage of quantitative
models is that they are not driven by
what is going on in the market at a given
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moment or the emotion or the portfolio
manager or the analyst.

The third advantage is that these mod-
els are very disciplined. We never waver
from our process. We learn from what
is going on in the market, and we may
apply newly acquired knowledge to a
model, but typically, it does not pay for
any portfolio manager to react to what’s
going on in the market that day or that
month.

The market is driven by people and
people have behaviors they exhibit over
and over again and they repeat the
same mistakes over and over again. Us-
ing quantitative models, we are able to
identify and exploit these opportunities.

Q: Can you give an example of such
behavior?

A: For example, investors typically have
two types of well identified behaviors
related to growth. First, they overreact
or underreact with new information in
the marketplace. Second, they tend to
ignore information that disagrees with

“The market is driven by
people and people have
behaviors they exhibit
over and over again and
they repeat the same
mistakes over and over
again. Using quantitative
models, we are able to
identify and exploit these
behaviors. ”

their prior beliefs. Those are the two
trends of Wall Street analysts’ earn-
ings estimates in a number of different
ways. We'll also look at the longerterm
trend of provision analysts’ estimates to
exploit both of those behavioral anoma-
lies.

Q: How do you go about portfolio
construction?

A: Our portfolio construction is also
formed as risk control. We have created
a portfolio construction process that is
specifically designed to work with our
stock selection process so that we can
maximize the potential of that stock se-
lection process and at the same time,
measure the primary sources of volatil-
ity that we don’t want in the portfolio.

Once we have our ranking of stocks,
using our valuation, quality and senti-
ment models, our job is to maximize
the expected return of the portfolio, but
we’ll do that within the risk parameters
that we have defined. We are concerned
about managing our risk parameters
around the S&P500 benchmark. First
parameter is the market risk, which is
similar to traditional measure of volatil-
ity. Then, style risk or size risk as de-
fined by market capitalization. We are
also concerned with industry and sector
exposure.

We have found through our research
and in managing portfolios in the last
couple of decades that if we stay within
the defined boundaries, we will keep our
excess returns and our excess risk in
line with our clients’ expectations.

We have other risk models that are more
predictive in nature where we look at
tracking error and total risk at the indi-
vidual stock level to make sure that our
risk expectations are in line with what
our clients expect.

Q: How many holdings do you have
at any time and what is your turn-
over?

A: Our holdings are generally about 70
to 100 long and 20 to 50 short, with net
market exposure equal to 100 percent.
Turnover ranges between 150% -250%
annually.

Q: How is your research process or-
ganized?

A: We have a research staff that we
call the advanced research center.
In our Boston location there are around
30 research analysts. These analysts
conduct quantitative research. We have
three research analysts within that ad-
vance research center who work exclu-
sively with our U.S. active group and I'm
a member of that team. This portfolio is
managed through this team.

It is very collaborative in nature. The
portfolio managers on the active team
may have research ideas on how to im-
prove the models based on observation
in the marketplace and oftentimes we
are able to discuss these ideas through
this research team. Often, the research
folks will have research ideas based
on academic research or models from
other parts of the company or other
teams, and they are shared by the team
as well.

We meet every morning to discuss news
and corporate events of the day. We also
have scheduled staff meetings every two
weeks to go over research projects that
everybody is currently working on. Then
we have a higher level meeting every
couple of months which defines our re-
search agenda where everybody brings
their best ideas for future research, and
we talk about priorities and which ideas
we are going to work on.

Q: What are the things that make
you unique with that research capa-
bility?

A: Unlike a lot of quantitative managers,
we are able to do things that are much
more difficult, intensive and mathemati-
cally rigorous because we have quantita-
tive focus and designated research peo-
ple. That gives the distinct advantage,
particularly in the U.S. market where
there are large number of companies
and heavy flow of news and informa-
tion.

Q: How do you implement your re-
search ideas?

A: We use our researchers’ and portfo-
lio managers’ ideas to screen out ideas.
We test them thoroughly across a hum-
ber of time frames and metrics. We ex-



amine them in a real world setting and
the portfolio managers put their person-
al check on the idea - should this work,
does it fit with our philosophy, are these
things driven by investor behaviors and
are they likely to persist going forward.

Once the research idea meets those
criteria, we will go through a rigorous
process in finding a way to incorporate
that idea, which takes a form of a quan-
titative model. We find a way to incor-
porate that new model into our existing
model - we back test it to understand
the stock behavior during different eco-
nomic cycles and investor behaviors, we
simulate it in a portfolio setting and we
make sure the risk adjusted returns are
in our favor.

There is one further step. Our in-house
committees have to approve any signifi-
cant changes to our models. We have an
investment committee and we also have
a technical committee which is staffed
by senior people. We don’t change these
models on a daily or a monthly basis.
Any change that we undertake is driv-
en by intensive research over months
and these changes are reviewed by the
committee. This keeps models and the
investment process stable, but at the
same time, we are adding value through
incremental changes that have under-
gone rigorous testing and approval.

Q: How does an idea turn into a hold-
ing?

A: We are always looking at how our
model is performing and how we can im-
prove it. For example, we noticed that at
industry level we were not doing a good
job in the semiconductors industry so
we decided to see if there is a better
way to do this. We undertook a signifi-
cant research project for two reasons.
First, there are a lot of semiconductor
stocks out there. Second, there is a lot
of volatility in these stocks. If we can
get them right, we’ll add a significant
amount of value for our clients.

So we undertook the project and we
used an advanced mathematical tech-
nique involving quadratic programming
and some other evolutionary tech-
niques. Out of that came a number of
factors which drive these stocks that we
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would not normally expect in semicon-
ductor industry. These techniques allow
us to not only identify new factors, but
identify ways that factors interact with
each other. Thus we established a semi-
conductor model that ranks only semi-
conductor stocks. We ran it by techni-
cal and investment committees. It was
approved, we implemented it in our fi-
nancial models and it now is part of our
model. So every day, this model picks
all the semiconductor stocks in our uni-
verse and ranks them from top to bot-
tom in terms of expected return based
on the factors we identified, and we use
this model in picking stocks. After this
model was implemented, we did some
trading and bought stocks that looked
attractive on the basis of this model,
and we sold stocks we owned that were
not attractive in this model.

Q: How do you harvest gains and
losses?

A: Our trading is driven exclusively by
the risk reward criteria in the portfolio.
Every day we are looking at the portfolio
level and if we were to trade, what would
be the expected return of the portfolio.
We do not trade explicitly due to a
gain or a loss, more typically we will
trade because the outlook for the
stock based on our models has changed
significantly.

In the case of the semiconductors ex-
ample, some of the trades that we may
have done are based on the risk-reward
relationship we see in the future, and
sometimes they are based on a gain or
a loss in the stock.

Q: What is the goal of the fund and
do you measure returns against any
benchmark?

A: The goal of the fund is to achieve
long term growth of capital over time.
The benchmark we use to identify our
risk and construct the portfolio is the
S&P500. One of the measures of suc-
cess is how we do relative to that pas-
sive benchmark. That is the best way
we know how to manage our risks and
achieve the goal of the fund. il
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Tel. No. 781-676-5950
Inception 5/6/1985
PORTFOLIO
Total Net Assets* $2,631
Avg Mkt Cap ($ Weighted)* $44,473
Average Price/Earnings Ratio 13.8
Average Price/Book Ratio 2.6
Turnover Ratio 105%
INVESTMENT INFORMATION
New Investment Open
Min Initial Investment $2,500
Min Subsequent Investment $100
Min Initial IRA Investment $1,000
RISK (AGAINST S&P 500 - 3 YEARS)
Alpha 0.78
Beta 1.00
R-Squared 84.7
Ann Std Deviation 8.10
Sharpe Ratio 1.14
RETURNS VS. S&P 500

USBOX Index
1 Year (Ann.) 10.37% 10.79%
3 Year (Ann.) 12.56% 12.30%
5 Year (Ann.) 5.88% 6.97%
FEES AND EXPENSES
Max Sales Charge - Front 0.00%
Max Sales Charge - Deferred 1.00%
Max Redemption Fee 0.00%
Total Expense Ratio 1.47%
PORTFOLIO MANAGER
James Johnson, CFA 2005

*millions
Data through: 9/30/06
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Ticker staff searches for mutual funds
for their consistency in performance
and durability of investment style.

Our interview covers investment phi-
losophy and strategy, research pro-
cess, portfolio construction and risk
control for funds. Through an inter-
view we uncover long-term strategies
and processes that help to generate
long-term returns.

You can read more on this and other
funds at Ticker.com




