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1. Concept
There is, to the best of my knowledge, currently no specialist quantitative funds management business in Australia (although several organisations offer some kind of quant product). 

This fact alone should be enough to generate interest and publicity in a newly-formed business designed to fill this void.
This business concept involves setting up a boutique quantitative funds management business.

With assets of half a trillion dollars in super funds and also equity market capitalisation on this scale, there would seem to be plenty of scope for a business of this type.

It should be noted that Australia is probably oversupplied with fund management organisations and products. Any attempt to launch a general-purpose, medium-risk equity fund would face an uphill battle, whether quant or non-quant.

However, a successful business could potentially be built by establishing a niche market presence as a specialist quant house and offering products with unique features and strategies.

2. Proposed name

“Quantitative Funds Management”

3. Financial Backing

There are several possible options for funding the start-up phase of this business, all with significant potential problems unfortunately

Self-funded by the principals
Advantages

· No dilution of equity

· No dilution of control

· Simple to set up

Disadvantages

· Lack of the credibility advantage of having a strong business partner
· Possibly additional difficulty in obtaining licenses (i.e. due to lack of financial strength)
· It may simply not be possible to fund the costs of office space, legal and auditing fees, significant travel etc. from the resources of the principals

Private investors
One possibility is to attempt to source direct equity contributions from friends, relatives, business contacts etc.

Although this approach is commonly used, this venture would be a very high-risk scenario. Unlike a retail startup, for example, there is a distinct possibility of ending up with zero sales.

Also, virtually all expenditure would be lost rather than being used to purchase assets and there is a significant chance than working capital funds would eventually be used up and the business would simply fail to get off the ground.

Considering this I really feel that this is too high-risk an option for direct personal investment and I wouldn’t personally feel comfortable being in this position.

Venture capital funds

This is an option but unfortunately these funds usually target established businesses seeking expansion rather than pure startups (as I understand it).

Backing from a corporate
Along with the self-funded option this may be an attractive option. 
It would involve presenting a well-researched business plan to a corporate that was interested in getting a foothold in the funds management industry. One of the smaller commercial banks is probably a good example of a suitable partner. Success in sourcing a willing partner is by no means certain but this option could potentially be attractive.

4. Some product possibilities

(a)  Buy-and-write index fund

The ASX has produced a ‘buy-and-write’ investment strategy index with back-filled data back to 1991.

Returns over the past five years were 11.8% p.a. vs. the market of 9.5% p.a. with also lower absolute risk of 5.78 vs. market of 6.15. 
Also this process has the benefit that it outperforms in falling markets.

Target market

Large super funds, as a replacement for part of an indexed core portfolio.
Investment process

Mechanically replicate the process used by the ASX in creation of their index

Fees

Proposed 20 basis points, higher than index funds (which are down to a few b.p.) but lower than active equity fees of 30-50 b.p.

Minimum investment

Something like $20M, which equates to 40K in fees p.a.

(b)  20 Leaders Fund
Target market

Retail investors - particularly ones uncomfortable with stockmark investments, concerned about ‘unknown companies’ as opposed to large household names, etc. and looking for an easily-understood equity fund.

Investment process
The top 20 stocks, equally weighted

Advantages of the equally-weighted construction

· (rather than simply a 20-leaders index fund)

· Transparent and easy for investors to understand

· Prevents excessive stock-specific risk from a few large companies

· Simple to implement, although requires periodic rebalancing

· Includes a ‘dollar-cost-averaging’ effect which may boost returns (not yet tested)

(c)  Low-tracking-error active fund
While at NAM I had some success setting up and running an ‘index plus’ fund which was a low-tracking-error fund using a quant-driven process.

Target market

Large wholesale super funds, as competition against index funds for the core of a portfolio.

Investment Process

Low-tracking-error portfolio contruction with quant-driven active signals. 
A fund of this type is ideally suited to quant due to the requirement for a large number of small bets.
Tracking error 
Around 1.5%

Fees

20 basis points suggested

History

While at NAM I managed $10M for an external wholesale client for 18 months using a fund of this type.

(d)  Global leaders fund
An equally weighted portfolio of the largest, say, 200 companies globally.

Target market

Retail investors seeking broad international equity exposure without excessive cost or complexity.

It should be noted that I believe that there are other ‘global leaders’ funds already in the market.
5. Future growth

Although surviving the start-up phase is the most difficult part of establishing this business, possibilities for future growth deserve some thought.

Quant is highly portable to foreign markets (although each market has its idiosyncrasies), and to a lesser extent portable to other asset classes besides equities.

If a business was successfully established based on one of two successful products then the possibilities for further expansion would be almost endless, including but not limited to

· Managing overseas equities for Australian investors in a range of different products.
· Managing foreign equities for foreign investors

· Expansion into other asset classes, particularly fixed interest, FX and commodities (probably not property)
6. Costs

A few of the costs that would have to be budgeted for

Office space and associated utilities – phone system, data links etc

Travel


Legal fees


Accounting/auditing fees


Market data feeds


Software (BARRA etc) – could probably be avoided intially

The issue of salaries for the principals, especially during the start-up phase would need to be considered.

7. Licensing
I’m not clear of the licensing requirements for a wholesale funds manager (securities dealer’s licence, Australian financial services licence etc) however this could be a potential difficultly, especially if a certain level of capitalisation within the business is required (although I am aware of boutique funds management companies that have been licensed with comparatively few assets held within the business)
8. Preferences
Although it may be unwise to limit the scope of possibilities at an early stage there are two points worth mentioning.

First, my own preference is for a target client base of

(a) The wholesale market for super funds assets
(b) retail funds sold through master trusts

rather than targeting the mythical private ‘high net worth individual’. A large part of the industry targets these people, and although the fees are higher, there are also substantial costs with administration of a large number of accounts and the cost/complexity of providing customer service. Personally I view this business as a pure funds management business rather and a combination funds management business and retail marketing/servicing business.

Secondly, there is probably little need to compete with investment banks. Specifically, a quant house could offer services such as option replication, hedging etc. However these services are already well offered by investment banks and they have more resources backing them than we are ever likely to have, so I do not see any value in competing in this market, although of course if a profitable product possibility came along there’s no reason why this couldn’t happen.

