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By Stewart Brentnall  Head of BT Investment Solutions, BT Financial Group

International equities: man or machine?
An analysis of quantitative and qualitative investment management

introduction 
After more than three years of exceptional returns from Australian 
equities, financial advisers and the research houses and fund managers 
that serve them are asking – ‘is it time to switch more capital back to  
international equities?’ 

Anecdotal evidence suggests this switch is already occurring in the institutional 
market. Advisers who have seen their bottom line and their client lists boosted by 
their weighting to Australian shares may be reluctant to embrace this shift. But 
some are already rebalancing towards international equities, if only because history 
says Australian equity performance must revert to the mean at some point. 

Van Eyk’s Sector Overview, International Equity Review, March 2006 highlighted the 
case for this switch. “Now is a good time to be overweight internationally. The 
main drivers of Australian equity market return – commodity prices and interest 
rate expectations – leave homebiased Australian investors overly exposed to the 
risk of disappointing global growth and falling commodity prices.” 

However, Deirdre Keown, an analyst with PortfolioConstruction Forum, has 
emphasised the difficulty of decisions on international equity. “For an adviser 
to get it right in picking an Australian equity fund, or investing directly into 
Aussie equities, isn’t anything like the same challenge as putting together the 
international equity component of a portfolio,” she said. 

International exposure: what method? 
Over the past few decades, the market for international equity management has 
been dominated by managers using largely qualitative analysis. 

However, as advisers re-examine their international equity weightings, they are 
now being offered a greater choice of managers using quantitative approaches. 

Proponents of quantitative management say it offers advisers and their clients 
better diversification, superior risk control, more consistent returns and a more 
repeatable process. They contend that the quantitative approach can protect 
advisers and their clients from damaging behavioural biases such as ‘herd-
following’ and ‘anchoring’. 

Are the proponents of a quantitative approach correct? In this paper we examine 
the claims of both schools and ask the question – which approach is best for 
Australian investors? 

An example of anchoring is when investors pay too much attention to recent data, 
or to data that has emotional resonance but no informational value.    
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quantitative management:  
for and against
What is quantitative management? 
Typically, a quantitative approach is built around a broad 
universe of opportunities and incorporates a sophisticated 
process for gathering and exploiting investment ideas. These 
ideas are gathered from analysing multiple data points and 
establishing which variables or factors have influenced share 
prices over time and which have predictive power. Essentially, 
quantitative managers use a computer model, instead of 
human analysts, in deciding what securities to buy, sell and 
hold and when to trade. Of course it is still humans who built 
the model. 

The key to the success of a quantitative strategy lies in the 
quality of the underlying investment philosophy and rigour 
of the model. As a result, the model builders at quantitative 
shops must combine exceptional mathematical, technological 
and investment skills. 

This technological power allows quantitative managers to 
seek returns from entire (and very large) markets where every 
security is analysed daily – or even more frequently – and 
risk is therefore reduced by broad inherent diversification. In 
practice this means holding many positions to generate active 
returns from a large selection of small underweightings and 
overweightings against a benchmark. 

The arguments for: 

More picks, more profit 
Richard Grinold, former head of research at BARRA and 
currently head of the advanced strategies and research group 
at Barclays Global Investors, (BGI) coined the term ‘the 
fundamental law of active management’. He suggests that value 
is created by increasing the number of investment decisions 
you make and understanding and exploiting the level of 
information inherent in each of those decisions. The message 
is ‘if you can play the game well, you should want to play it 
often’. In other words, the ability to deliver active returns to 
investors is a combination of the skill of the manager and the 
breadth of their process. 

By its very nature, quantitative management gives investors 
access to potentially thousands of investment decisions each day 
– particularly in international equities where the universe is so 
large (the MSCI World index contains roughly 1,800 stocks). 
This breadth contrasts markedly with qualitative managers 
where even the most well-resourced firm can allocate only a 
limited amount of stocks to each analyst (though each stock 
may be researched to a greater depth). 

The breadth of quantitative portfolios can be seen by reference 
to selected managers in the van Eyk International Equity Review 
mentioned earlier. 

According to van Eyk’s figures, BT’s new international equities 
manager, Connecticut based AQR Capital Management 
(AQR), had an average of 60 stocks in its portfolio in the three 
years to end 200. Fellow quantitative manager BGI had 961 
and GMO spread its money across 397 companies. 

By contrast, qualitative managers such as Walter Scott (9) 
and Bernstein (140) had much more concentrated portfolios. 
MFS Investment Management (MFS), a BT regional equities 
manager, had 88 in its global portfolio. 

Quantitative managers also emphasise that a quantitative 
approach applies largely the same tests to each and every 
security consistently and frequently. Security selection, 
rankings and weightings are therefore based on data that is 
comparable to the maximum possible degree. 

Fewer behavioural problems 
One of the principles underlying quantitative management is 
the belief that human behavioural biases create inefficiencies 
in the market and offer the quantitative manager opportunities 
to exploit these inefficiencies and take profits. Some of these 
behaviours include investors’ tendencies to overreact to both 
good and bad news and to act too slowly in response to new 
information. 

Quantitative management relies on computer modelling to 
select a stock and so removes the human element from the stock 
picking decision. There is no human relationship to consider, 
a model cannot ‘fall in love’ with its stock picks. Fund returns 
can’t be put at risk by these biases, or by the desire to make up 
previous losses with riskier trades. 

In a recent BT report, Portrait of an Investor, we presented 
evidence that the systemised nature of the fund management 
process helps reduce the effect of these behavioural biases on 
individual fund managers. However, qualitative managers 
are human and there is more than enough historical and 
anecdotal evidence to suggest that these biases can have an 
effect on qualitative managers’ returns. This tendency can 
be magnified in international equities due to the size of the 
investment universe. If analysts are covering a huge number of  
companies, there may be a greater propensity to lean towards 
those they know best. 

The inhuman factor 
Quantitative management offers the adviser benefits of 
repeatability and accountability that may be harder to achieve 
at a qualitative house. Because investment decisions are driven 
by data, not individuals, there is less short-term ‘key man’ risk 
and as portfolios are built to a benchmark, portfolio integrity 
is easier to achieve. 

The wealth of statistical information inherent in the 
quantitative process also makes attribution analysis more 
robust and facilitates continuous objective assessment (and 
improvement) of process and performance. 

Portable alpha 
Another argument for quantitative managers is their ability to 
use sophisticated modelling and trading systems to seek ‘portable 
alpha’. Quantitative managers can find and ‘port’ independent 
sources of return by capturing currency and country selection 
returns that are independent of returns generated from security 
selection decisions. The high-technology nature of quantitative 
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investing suggests they may exploit these opportunities more 
efficiently than qualitative managers. Quantitative theorists 
would also argue that this technological capacity explains 
why many quantitative managers view currency decisions as 
a source of alpha, while currency management is a defensive 
strategy for many qualitative managers.     

Performance 
While quantitative management is newer than its qualitative 
cousin, its proponents argue that it has delivered performance 
numbers that back its risk and return promises. This has 
countered some critics who contend that quantitative 
management is less effective in bull markets.

According to BT, several factors account for this. Most 
quantitative managers include a valuation component in their 
process and the strength of the value cycle over the last five 
years has seen quantitative managers delivering abnormally 
high active returns from their valuation factors. Secondly, since 
the end of the tech bubble in mid-2000, out-of-favour cyclical 
value stocks have experienced substantial positive earnings 
revisions and have created an abnormally strong momentum 
signal towards the value segment of the market. 

AQR Capital Management is a case in point. Its longest 
running strategy, a global ex US mandate, has outperformed 
its benchmark by a cumulative 28 per cent between February 
2000 and December 200. BGI is another example. Its 
International Share Fund has performed an average 2.44 per 
cent better than the MSCI World ex Australia accumulation 
index over each of the past years (to 31 May 2006). 

The arguments against 
Many quantitative shops apply human review to ensure 
anomalous information doesn’t adversely affect decisions. Some 
base their forecasts, at least in part, on aggregated analysis from 
semi-qualitative sources such as broker reports, which may 
even re-introduce some of the biases that quantitative models 
attempt to eliminate. 

In a recent white paper on equity management capacity 
issues, GMO Product Manager, Marco Vangelisti, wrote, 
“Regardless of how realistic a transaction costs assumption 
one uses in a simulation may be, or how carefully one avoids 
survivorship biases, look-back biases, excessive data mining, 
and other backtesting foibles, real-life investment strategies 
always seem to fall short of the expectations created by the 
historical simulations that led to their development.”   

Because they rely on mispricing caused by irrational trading 
behaviours, quantitative managers can have their performance 
edge traded away by competing quantitative managers seeking 
to exploit the same anomalies. Qualitative managers may 
also be able to recognise and trade against the quantitative 
managers’ program. 

Quantitative managers rely on historical data to build the 
models that drive their decision-making processes. While 
modern computing power provides exceptional data storage 
and analysis capacity, computer models may be unable to cope 
with inflexion points in trends they haven’t seen before, or with 

events that disturb normal trading and pricing parameters. 

A quote from a recent GMO quarterly newsletter highlights 
this point. “People ask us, ‘When do quant models not work?’ 
Our answer is when there is a paradigm shift wherein reversion 
to the mean does not occur.” In light of India’s booming 
economy, GMO refers to the Indian sharemarket’s recent two 
year, 100 per cent rise as one example of a possible paradigm 
shift. Another example mentioned by GMO is the higher  
re-basing of the oil price in recent years. 

While the statistical basis of quantitative management aids 
performance tracking, attribution analysis and process 
transparency, the calculations built into models are often highly 
confidential – as the benefits of the proprietary intellectual 
property can be easily traded away or replicated by others. 
As a result, manager comparison and selection can sometimes  
be difficult. 

Quantitative strategies typically require high turnover, as they 
rely on exploiting small mispricings many times before the 
market corrects them. Select examples from van Eyk’s analysis 
of international equity fund turnover for the three years to end 
200 may confirm this view – and the implications for higher 
trading costs. Turnover at Acadian was 210 per cent, at BGI 
60 per cent and at AQR 50 per cent. By contrast qualitative 
managers like Bernstein and Walter Scott had turnover levels 
of under 20 per cent. 

Because of the number of stocks in the portfolio, the 
administration of the portfolio can be more expensive. Some 
quantitative managers have, however, spent considerable time 
developing superior trading strategies to reduce the cost of 
trading. In addition, brokerage costs may be lower because 
quantitative managers may not seek the same level of research 
and non-execution services from brokers.    

qualitative management: 
for and against
Qualitative management
What is qualitative management? A qualitative approach relies 
on human analysis of the health and prospects of companies 
and industries. Like quantitative management, qualitative 
analysis takes many forms, but decisions on security selection, 
asset allocation and trading strategies are the responsibility of 
analysts and fund managers and ultimate accountability rests 
with clearly defined individuals or teams. 

The arguments for: 

A rewarding past 
Qualitative management has a track record lasting many decades 
and its advocates can point to many examples of qualitative 
managers with consistent market-beating performance over 
the long term. Under the stewardship of Peter Lynch, Fidelity’s 
huge Magellan Fund delivered a 29.2 per cent average annual 
return between 1977 and 1990. During that 13 year period it 
underperformed the S&P500 just twice. The US Legg Mason 
Value Trust has also beaten its benchmark for every one of the 
past one years (to 31 December 200 ). 
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Depth of analysis 
While quantitative managers boast of the breadth of their 
analysis, investors in funds managed by qualitative managers 
benefit from deeper analysis of companies and securities. 
Qualitative managers research a company’s franchise and 
market and seek to identify companies whose management 
may generate superior long-term investment returns by 
isolating better sources of growth such as new technology 
or products (for example Microsoft Office or Apple’s iPod). 
These successful long-term picks can become what Peter 
Lynch called ‘ten-baggers’. 

As a result, qualitative managers may be better suited to 
investors seeking a growth rather than value style, or to 
periods where the growth style outperforms. Quantitative 
managers, by contrast, typically have a value bias by virtue of 
their processes. 

Qualitative managers may also be more effective in new or 
emerging industries, where historical data is missing and 
meaningful research into share price drivers’ relationships is 
harder to find.    

A lack of hard numbers 
The intense company research typical of qualitative investing 
makes it more suitable for smaller or specialist markets, where 
the lack of market breadth or the lower quality of data may not 
reach the levels required for successful quantitative analysis. 

Dimitris Melas, global head of quantitative research at HSBC, 
suggests that the ideal environment for quantitative managers 
is one where there is clean data, high liquidity, low transaction 
costs and a diverse and volatile market. 

As a result, qualitative managers may outperform in specialist 
funds that focus on industries or sectors, rather than whole 
markets. They could also be expected to outperform 
quantitative competitors in emerging markets where published 
data on earnings, cash flow, balance sheets and other vital 
ratios are less available. 

Seeing the new paradigm 
Qualitative management relies on human judgment and 
insights and may therefore offer some advantages when 
markets are driven by unexpected events or previously unseen 
trends – such as a technology boom or the emergence of a new 
economic giant like China (or India). Even the advocates of 
quantitative management acknowledge that the effectiveness 
of quantitative models relies so heavily on historical data that 
new events or trends can reduce their performance – at least 

until new data can be incorporated into their models. 

the arguments against 
As discussed earlier, qualitative managers can be prone to 
cognitive biases that affect individuals’ investment decisions. 
As Shelli Edgar, a product engineering analyst at US Active 
Equity, pointed out, at the height of the technology boom, 
nearly 25 per cent of the stocks in the Russell 1000® Index 
had negative or extremely high (greater than 50x) P/E ratios. 
Many of these companies had no earnings at all – and, in some 
cases, no revenue. Yet qualitative managers stuck to these 
stocks, driven either by fear of relative underperformance or 
an irrational faith in the new technology paradigm. 

Qualitative analysis is time consuming and limits the 
amounts of stocks an investment firm’s analysts can research 
– and therefore limits the breadth or quantity of potentially 
profitable insights it can exploit. Qualitative managers may 
tend to populate their portfolio with stocks they know in most 
detail, rather than those most likely to deliver the best possible 
result. 

Qualitative managers are also subject to ‘key man risk’. The 
loss of key portfolio managers or analysts can have significant 
effects on performance and the loss of fund management staff 
can subtly – or suddenly – change investment processes.    

complementary, not competing
The debate about quantitative versus qualitative is not a pure 
one. Qualitative managers use many quantitative processes to 
screen investment universes, drive trading systems and manage 
portfolio risk. As we have seen, many quantitative managers 
employ human effort in one way or another to ensure data 
integrity. And it is humans who build the basic operating 
parameters of their investment models, such as the choice of 
factors to incorporate in models and how to combine these. 

Quantitative approaches are significantly affected by improving 
investment technology, so it is likely the discipline still has 
a great deal of evolving to do. Qualitative managers’ ability 
(and desire) to exploit quantitative processes is also likely to 
increase. 

In the international funds sector, Australian advisers and their 
clients are now being offered a greater choice of quantitative 
and qualitative managers. They can choose quantitative 
managers who use qualitative review and qualitative managers 
who use quantitative screens. There are also managers whose 
investment process is based on an engineered mix of both 
approaches. The head of MIR Investment Management, 
Michael Triguboff, wrote recently, “Both the ‘quant’ and ‘qual’ 
processes can be alpha additive. Neither is mutually exclusive 
of the other.” AXA Bernstein’s Global Equity process is a good 
example of this combination. 
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Having examined the arguments for quantitative and qualitative 
investing, it is clear that there are benefits and drawbacks from 
both methods. There is no one single best process. In the end, 
an investment process is only as good as the people behind it. 
Whether those people drive a model or pick stocks, may not 
be as important as how well they formulate their investment 
philosophy and build this into a clearly articulated process. 
Efficient execution is also key.

implications for advisers
The low current penetration of international funds into 
Australian investor portfolios may represent an opportunity 
(and a diversification imperative) for investment advisers. 

Advisers may seek to blend quantitative and qualitative 
managers just as they blend different style managers. However, 
this process goes beyond simply mixing a qualitative fund with 
a quantitative fund. Advisers may want to use quantitative 
managers for core international equity portfolios focused on 
the major markets where quantitative managers can benefit 
from exploiting insights gathered from broad investment 
universes with clean data. 

By contrast, advisers may prefer to use highly rated qualitative 
managers for international funds that focus on specific markets 
(or emerging markets) where deep fundamental research may 
be more valuable. 

Notwithstanding the differences between the quantitative 
and qualitative methods, investment advisers need not feel 
compelled to prefer one to the other. At BT Investment 
Solutions we are not expecting quantitative or qualitative 
managers to outperform each other in a systematic way, and 
neither do we have a bias to one or the other. They provide 
different methods of delivering active returns to investors and 
one often suits a particular type of fund or mandate better than 

the other. 
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