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Overview

Over 35 years of state-of-the-art research

Jacobs Levy Equity Management has conducted over 35 years of state-of-the-art research in security pricing, portfolio construction, and sophisticated trading techniques. Our groundbreaking work on disentangling return regularities, engineering portfolios to performance benchmarks, and long-short investing, including integrated long-short optimization and portfolio optimization with leverage aversion, has been featured at professional forums such as the CFA Institute and Q-Group, Wall Street conferences such as Morgan Stanley and Goldman Sachs, academic conferences such as University of California, Berkeley and the Wharton School, University of Pennsylvania, and in the pages of Institutional Investor and the Wall Street Journal. Our research helped to change the course of modern investment management by demonstrating that the supposedly efficient equity market offered potential profit opportunities that could be identified and exploited.

In the 1980s, Jacobs and Levy began to publish a series of articles articulating the investment philosophy that had emerged from their research. These articles appeared in the peer-reviewed Financial Analysts Journal, Journal of Portfolio Management, Journal of Investing, Operations Research, Journal of Financial Perspectives, and Journal of Impact and ESG Investing.

Our seminal insight is that equity market returns are driven by complex combinations of company fundamentals, macroeconomic conditions, and behavioral factors, and that these effects can be detected with the use of extensive modeling grounded in intuitive and theoretically plausible relationships. Exploiting these relationships requires simultaneous analysis of numerous variables across a broad and diverse range of stocks; portfolio optimization and performance attribution systems that are customized to the security selection process; sophisticated trading techniques; and creative research.


Articles



	Security Selection


The articles abstracted here address Jacobs Levy Equity Management’s view of the market as a complex system and some of the methods that can best be used to “disentangle” this complexity.

U.S. equity market returns are driven by complex combinations of company fundamentals, such as earnings and growth rates; macroeconomic conditions, such as interest rates and inflation; and behavioral factors, such as investors’ tendency to overreact to news and events. As a result, the market is permeated by a complex web of interrelated return regularities. Disentangling this web allows potentially profitable investment opportunities to emerge.

“The Complexity of the Stock Market” first appeared in the 15th anniversary issue of the Journal of Portfolio Management and was selected for inclusion in Streetwise: The Best of the Journal of Portfolio Management. This article demonstrates that active quantitative investing (despite the assertions of the efficient market theorists and random walk advocates) is not a futile task; at the same time, it explains why simple investment techniques, such as buying low-P/E stocks, cannot provide consistent outperformance. Identifying the complex web of interrelationships that underlie stock price movements, and exploiting them for profitable investing, requires extensive computer-based statistical modeling.
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Disentangling Equity Return Regularities: New Insights and Investment Opportunities

by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, May/June 1988

 



Robust insights into stock price behavior emerge only from an analysis that carefully considers numerous factors simultaneously. Naïve attempts to relate returns and potential return predictors do not take correlation into account. Quintiling or univariate analysis, for instance, naively assumes that prices are responding only to the variable under consideration. By contrast, simultaneous analysis of all relevant variables takes into account and adjusts for any correlations; the results of such analysis provide a truer picture of real return-predictor relationships.

“Disentangling Equity Return Regularities: New Insights and Investment Opportunities” describes Jacobs Levy’s pioneering methodology for “disentangling” and “purifying” return effects via multivariate analysis. Disentangling distinguishes real effects from mere proxies (and real investment opportunities from spurious ones). Disentangling is of the utmost importance because it results in the “pure” returns to a given predictor, uncontaminated by the possible effects of other related variables. These pure returns are less volatile, and more predictable, than the naïve return estimates produced by less rigorous methodologies. “Disentangling” won a Graham & Dodd Award from the Financial Analysts Journal and was subsequently translated into Japanese for the Security Analysts Journal of Japan.

In disentangling the relationships between firm characteristics and stock returns, Jacobs and Levy applied a cross-sectional approach. Some years later, Fama and French examined returns using a time-series model based on portfolio sorts. In “Factor Modeling: The Benefits of Disentangling Cross-Sectionally for Explaining Stock Returns,” which appeared in the May 2021 issue of the Journal of Portfolio Management, Jacobs and Levy compare factor models using cross-sectional factors across firm characteristics with those using time-series factors based on portfolio sorts, and discuss the benefits of cross-sectional models. Although a time-series approach using portfolio sorts has dominated the asset pricing literature, cross-sectional analysis using firm characteristics has greater explanatory power for stock returns and helps practitioners address one of the most fundamental issues in investment management—understanding and predicting the returns of individual stocks.
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      Factor Modeling: The Benefits of Disentangling Cross-Sectionally for Explaining Stock Returns

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, May 2021.Over thirty years ago, Jacobs and Levy introduced the idea of disentangling stock returns across numerous factors. They identified the relationships between individual stock returns and firm characteristics using a cross-sectional analysis, and examined the benefits of using the time-series of returns to disentangled factors for return forecasting... Some years later, an alternative factor model proposed by Fama and French made use of time-series factors based on portfolio sorts. “Factor Modeling” compares models that use cross-sectional factors across firm characteristics with models that use time-series factors based on portfolio sorts and discusses the benefits of the cross-sectional approach for investment management. Although a time-series approach using portfolio sorts has dominated the asset pricing literature, cross-sectional analysis using firm characteristics has greater explanatory power for stock returns and helps practitioners address one of the most fundamental issues in investment management—understanding and predicting the returns of individual stocks.

          read more +download PDF
      
      


      
      
      Ten Investment Insights that Matter

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Special 40th Anniversary Issue, September 2014.This article discusses the key insights that inform our investment process, developed over 30 years of research and portfolio management. These insights and the resulting rewards to active management stem from the realization that the market is a complex system. Paradoxically, if the market were simpler, and investing... easier, the rewards would be smaller, because many would have the skills to succeed. It is the market’s very complexity that offers the opportunity to outperform—to those investors willing and able to grapple with that complexity.

          read more +download PDF
      
      


      
      
      Investing in a Multidimensional Market

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, November/December 2014.Many years ago, Bruce Jacobs and Ken Levy demonstrated that there is much greater dimensionality to the stock market than is suggested by the one-factor capital asset pricing model. Investors today continue to underestimate the marketâ€™s dimensionality through their recent embrace of â€œsmart betaâ€� strategies... Such strategies assume a market in which a few chosen factors produce persistent returns. In reality, there are numerous factors that produce returns, which vary over time. Those returns can best be captured by a multidimensional approach that emphasizes diversification across many proprietary factors and continuous adjustment of exposures to those factors.

          read more +download PDF
      
      


      
      
      The Complexity of the Stock Market

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Portfolio Management, Fall 1989; and abstracted in The CFA Digest, Spring 1990. Also in Peter L. Bernstein and Frank J. Fabozzi, Eds. Streetwise: The Best of The Journal of Portfolio Management. Princeton, NJ: Princeton University Press, 1998.1The stock market is a complex system, somewhere between the domains of order and randomness. Ordered systems are simple and predictable, and random systems are inherently unpredictable. Simple theories do not adequately describe security pricing, nor is pricing random. Rather, the market is permeated by a web of... interrelated return effects. Substantial computational power is needed to disentangle, model, and exploit these return regularities.

1The Journal of Portfolio Management 15th Anniversary Issue.
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      Disentangling Equity Return Regularities: New Insights and Investment Opportunities

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, May/June 1988; abstracted in The CFA Digest, Fall 1988; also translated in The Security Analysts Journal of Japan, March and April 1990.2Stock market phenomena such as the January and low-P/E effects entice investors with prospects of extraordinary returns. Most previous stock market anomaly research has focused on one or two return regularities at a time. This seminal article demonstrates that multivariate regression can provide a unified... framework for “disentangling” and analyzing numerous return effects simultaneously. Disentangling purifies the effect of each anomaly, affording a clearer picture of which anomalies are “real” and which are merely proxies for other effects.

While pure payoffs may be smaller than the naïve payoffs of univariate analyses (given the independent nature of the pure effects and the proxying behavior of the naïve effects), their statistical significance is often greater. The residual reversal effect is an exception, emerging stronger in magnitude in its pure form than its naïve form, primarily because the pure measure separates out related effects such as earnings surprise. Some effects, including cash flow/price, disappear completely in their pure form. And both naïve and pure returns to beta prove inconsequential in explaining cumulative returns.

The strength and persistence of returns to such anomaly measures as trends in analysts’ earnings estimates represent evidence against semi-strong market efficiency. The significant payoffs to measures such as residual reversal suggest that past prices alone do matter—that is, the market is not even weak—form efficient.

 Controlling for tax-loss selling and other attributes in a multivariate framework mitigates the January seasonals exhibited by many of the naïve anomaly measures. For instance, the small size effect’s January seasonal vanishes. The yield effect’s January seasonal remains strong, however. Also, because long-term tax-loss selling is more powerful than short-term, investor behavior appears suboptimal. A negative January seasonal in pure returns to the relative-strength measure appears to arise from profit-taking associated with tax-gain deferral.

Returns to many attributes appear to have market-related components. For example, naïve returns to low P/E behave defensively, while pure returns to low P/E are not market-related at all. Apparently naïve returns to low P/E are proxies for related defensive effects such as the yield effect. Returns to beta, however, are strongly procyclical in both their naïve and pure forms.

21988 Financial Analysts Journal Graham & Dodd Award winner.
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      Earnings Estimates, Predictor Specification, and Measurement Error

      	by Bruce I. Jacobs, Kenneth N. Levy, and Mitchell C. Krask, The Journal of Investing, Summer 1997.3Increased use of expectational data for modeling stock returns places a spotlight on the specification of predictor variables. Choices between alternative specifications of a given predictor such as E/P or earnings trend, or between different treatments of missing variables, can have wide-ranging effects on portfolio... selection and quantitative modeling. The importance of predictor specification may vary depending upon the predictor, the investment strategy, and the estimation procedure used. The relationship between predictors and returns may also vary across types of stocks; for instance, the relationship may be distributed differentially across stocks by the degree of analyst coverage.

3Presented at Corporate Earnings Analysis Seminar, April 1996.
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      High-Definition Style Rotation

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Investing, Fall 1996; and abstracted in The CFA Digest, Spring 1997.4Price behavior varies across different types of stock. This suggests a strategy of rotating a portfolio's allocations across stylesâ€”growth, value, large-cap, and smallâ€”to take advantage of differential performance across different economic environments. The issue then is how to define style. A â€œhigh-definitionâ€� approach looks at... many stock attributes and disentangles the effects of each. This results in a detailed map of returns to stock attributes, with the potential to provide better returns than rotation strategies based on more naïve definitions of style.

4Presented at Rutgers University Colloquium, April 1995.
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      Forecasting the Size Effect

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, May/June 1989.Small-capitalization stocks have provided higher average returns than large-capitalization stocks, and the outperformance has been strongest in the month of January. A multifactor analysis â€œdisentanglesâ€� the effect of firm size from related factors that may influence return, including analyst neglect, low P/E, and tax-loss... selling. Disentangling reveals the January small-firm seasonal to be a mere surrogate for the rebound that follows the abatement of tax-loss selling. An analysis of the pure returns to size shows that small stocks outperform the market at some times and lag at others. The payoffs to the size effect are predictable in a broader empirical framework that incorporates macroeconomic drivers such as interest rates and industrial production.

          read more +download PDF
      
      


      
      
      Calendar Anomalies: Abnormal Returns at Calendar Turning Points

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, November/December 1988; and abstracted in The CFA Digest, Summer 1989.Abnormal equity returns are associated with the turn of the year, the week and the month, as well as with holidays and the time of day. Tax-loss selling at year-end, cash flows at month-end, and negative news releases over the weekend may explain some of these return abnormalities, but human psychology offers a more... promising explanation. Calendar anomalies are difficult to exploit on a stand-alone basis, because of the transactions costs that would be involved. However, an investor can schedule planned trades to take advantage of calendar-based return patterns.

          read more +download PDF
      
      


      
      
      On the Value of â€˜Valueâ€™

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, July/August 1988; and abstracted in The CFA Digest, Spring 1989.Psychological factors, â€œnoiseâ€� trading, and fads in investment styles can cause stock prices to deviate from â€œfairâ€� value, and such departures can be significant and long-lasting. In a market that is not strictly price-efficient, value as measured by a dividend discount model (DDM) is but a small part of the security pricing... story. An examination of security returns over the 1982-87 period shows that a DDM strategy would have produced positive but insignificant returns. When pitted against low P/E, a DDM strategy provided a lower payoff and was significant in fewer quarters. And in a multivariate regression considering DDM simultaneously with 25 equity attributes, DDM was insignificant, while many equity attributes, including sales/price, neglect, relative strength, residual-return reversal, trends in analysts' estimates and earnings surprise, provided positive, statistically significant returns.

          read more +download PDF
      
      


      

      
      Equity Analysis in a Complex Market

      	by Bruce I. Jacobs and Kenneth N. Levy, in Frank J. Fabozzi, Ed. Encyclopedia of Financial Models,Volume II. John Wiley & Sons, Hoboken, NJ, November 2012, and Frank J. Fabozzi and Harry M. Markowitz, Eds. Equity Valuation and Portfolio Management. John Wiley & Sons, Hoboken, NJ, September 2011. Earlier versions appeared as â€œInvestment Analysis: Profiting from a Complex Equity Marketâ€� in Frank J. Fabozzi, Ed. Handbook of Finance, Volume II: Investment Management and Financial Management. John Wiley & Sons, Hoboken, NJ, 2008; in Frank J. Fabozzi, Ed. Active Equity Portfolio Management. Frank J. Fabozzi Associates, New Hope, PA, 1998; and in Frank J. Fabozzi, Ed. Handbook of Portfolio Management. Frank J. Fabozzi Associates, New Hope, PA, 1998.An investment approach that begins with a broad equity universe provides a coherent evaluation framework that benefits from all the insights to be garnered from a wide and diverse range of securities, including variations in price behavior across different types of stocks, and is poised to take advantage of more profit... opportunities than a more segmented approach can offer. Because the effects of different sources of stock return can overlap, it is also important to disentangle the connections by examining all variables of interest simultaneously. Disentangling reduces the noise in return estimates, reveals opportunities that might otherwise remain hidden, and improves predictability.
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      Security Valuation in a Complex Market

      	by Bruce I. Jacobs and Kenneth N. Levy, Chapter 1 in T. Daniel Coggin and Frank J. Fabozzi, Eds. Applied Equity Valuation. Frank J. Fabozzi Associates, New Hope, PA, 1999.The stock market is characterized by a complex web of interrelated return effects that form predictable patterns of mispricing across stocks and over time. Detecting these patterns requires breadth of analysis and depth of inquiry; disentangling the patterns, separating each from the effects of the others, results in more... robust and predictable return-predictor relationships.
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      Stock Market Complexity and Investment Opportunity

      	by Bruce I. Jacobs and Kenneth N. Levy, in Frank J. Fabozzi, Ed. Managing Institutional Assets. Harper Row, New York, NY, 1990.5The Efficient Market Hypothesis and the Capital Asset Pricing Model cannot represent the true complexity of security pricing. The market is not totally efficient; it is permeated by numerous price patterns that can be exploited to offer excess returns to active managers. However, these patterns are not detectable or... exploitable by the CAPM, low P/E, high B/P or other simple tools. Rather, a complex market calls for the judicious application of computer power to disentangle the market's cross-currents of returns.

5Presented at the Institute for Quantitative Research in Finance (Q Group) Seminar on “New Perspectives on Equity Valuation,” Spring 1990.
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      Trading Tactics in an Inefficient Market

      	by Bruce I. Jacobs and Kenneth N. Levy, in Wayne H. Wagner, Ed. The Complete Guide to Securities Transactions: Enhancing Investment Performance and Controlling Costs. John Wiley & Sons, New York, NY, 1989.Multivariate analyses of stock price behavior detect numerous patterns that may be exploitable by investment portfolios. Among these are so-called â€œcalendar effectsâ€�â€”the tendency of stock prices in general to vary in systematic ways according to the time of day, day of week, month of year, etc. These calendar anomalies are... difficult to exploit because of the transaction costs involved. However, investors may be able to benefit by using calendar effects to time preconceived trades.
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      How Dividend Discount Models Can Be Used to Add Value

      	by Bruce I. Jacobs and Kenneth N. Levy, in H. Russell Fogler and Darwin M. Bayston, Eds. ICFA Continuing Education: Improving Portfolio Performance With Quantitative Models. Association for Investment Management and Research (today the CFA Institute), Charlottesville, VA, 1989.The dividend discount model (DDM) appeals to investors because it is a forward-looking model grounded in fundamental analysis. The DDM, however, tends to pick up effects from related factors, such as low P/E, yield, beta, and risk. Multivariate regression including all these factors reveals that DDMâ€™s predictive power is often... dwarfed by other value attributes.
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      Disentangling Equity Return Regularities

      	by Bruce I. Jacobs and Kenneth N. Levy, in Katrina F. Sherrerd, Ed. ICFA Continuing Education: Equity Markets and Valuation Methods. Association for Investment Management and Research (today the CFA Institute), Charlottesville, VA, 1988.6Research reveals a web of cross-sectional and time-dependent return regularities. Some are related to value attributes, some to earnings, some to stock price, and some to time. These regularities tend to be interrelated; it is important to unravel them to determine the real effect of each, independent of the â€œnoiseâ€� created by... the other effects. The resulting “pure” effects can be exploited by active management. For example, a multidimensional approach places “bets” on several anomalies simultaneously, with the strength of each bet a function of the historical strength and consistency of the anomaly. This approach can be refined by considering variations over time and/or macroeconomic drivers.

6Required CFA reading.
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      The Case for Quantitative Equity Management

      	by Bruce I. Jacobs and Kenneth N. Levy, European Pension News, September 20, 1999.Quantitative equity management allows for the breadth, discipline and portfolio integrity needed to detect potential profit opportunities and to exploit them in portfolios that can offer superior returns at controlled levels of risk.
download PDF
      
      


      
      
      Web of â€˜Regularitiesâ€™ Leads to Opportunity

      	by Bruce I. Jacobs and Kenneth N. Levy, Pensions & Investments, March 7, 1988.Some return regularities are linked to macroeconomic drivers such as inflation or exchange rates, others to the institutional structure of the market, including the tax code. Still others have psychological underpinnings. For example, the return reversal effect may be attributable to the human tendency to overreact to unexpected... events. Even the dividend discount model is hostage to market psychology, with the model's effectiveness differing between up and down markets. Understanding the sources of these regularities can open the door to opportunities for investors.

          read more +download PDF
      
      


      
      
      Investment Management: Opportunities in Anomalies?

      	by Bruce I. Jacobs and Kenneth N. Levy, Pension World, February 1987.7The small-stock effect, the low-P/E effect, the day-of-the-week effect and other systematic patterns of stock price behavior seem anomalous in the context of the Efficient Market Hypothesis. Many seem to offer opportunities for profitable active investment. It is important to realize, however, that many of these effects... are interrelated; almost all of the excess return to small firms, for example, comes in the month of January. It is necessary to control for these interrelationships in order to understand and exploit the true sources of excess expected return.

7Presented at the Berkeley Program in Finance Seminar on “The Behavior of Security Prices: Market Efficiency, Anomalies and Trading Strategies,” September 1986.
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	Portfolio Engineering

The articles listed here focus on Jacobs Levy Equity Management’s philosophy of portfolio management, including the scope of the security selection/portfolio engineering problem, the goal of portfolio management, and the place of an individual portfolio within the investor's overall investment scheme.

Our process considers a wide range of return predictors designed to capture economic and behavioral effects, as well as company-specific information and events. But the power of these predictors can differ across different types of stock. The selection process must thus include breadth in terms of coverage of stocks, as well as return predictors. This does not mean that one should ignore the very real differences in price behavior that distinguish particular market subsets, or that one cannot choose to focus on a particular subset, such as value, growth, or small-capitalization stocks. It simply means that the model used for analyzing individual stocks should incorporate all information available from a broad universe of stocks.

“Engineering Portfolios: A Unified Approach,” which appeared as the lead article in a Special Technology Issue of the Journal of Investing, discusses the many benefits of taking a broad, unified approach to the investment problem. Such an approach offers a coherent framework for analysis, one in which each stock in the universe has one and only one alpha, and in which each can be related to every other stock in the universe. A unified approach can also take advantage of more information than a narrower view of the market can provide. Of practical importance is the fact that a broad, unified approach allows the investment manager to “engineer” portfolios designed to outperform various client-specified mandates. 

A broad, unified approach, combined with the power of a security selection system based on an appropriate multivariate analysis of a large number of return predictors, allows for numerous insights into profit opportunities and improves the goodness of those insights; this in turn can lead to more consistent portfolio performance. The process of translating the insights into the performance is the process of portfolio engineering.  A portfolio optimization process that is customized to include exactly the same dimensions found relevant by the stock selection process helps to ensure that all the opportunities detected by the modeling process are exploited, while all the risks detected are accounted for and controlled. The aim of portfolio engineering should be to provide the maximum possible expected return for the desired level of risk. “Residual Risk: How Much Is Too Much?” considers the portfolio engineering problem within the broader context of the investor's risk policy. In particular, it demonstrates that the investor must factor into the portfolio selection decision the level of manager skill—the manager's ability to deliver incremental return for each unit of incremental risk taken. Taking too little risk may end up costing as much as taking too much!
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      Is Smart Beta State of the Art?

      	by Bruce I. Jacobs, Journal of Portfolio Management, Summer 2015.In this editorial, based on his remarks at the Jacobs Levy Centerâ€™s 2015 spring forum, Bruce notes â€œItâ€™s obvious we live in a factor world. Ken Levy and I established that in 1988. The question is this: How should we use factors to benefit portfolios? ... Smart beta is not a good alternative to active, dynamic, multifactor portfolio management.â€�
download PDF
      
      


      
      
      Smart Beta: Too Good to be True?

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Financial Perspectives, July 2015.Smart beta strategies promise to deliver market-beating returns with simplicity and low cost, but the reality is more complicated. Contrary to popular perception, smart beta strategies are neither passive nor well diversified. Nor can they be expected to perform consistently in all market environments. And because they... focus only on a limited number of factors, they fail to exploit numerous potential profit opportunities.

          read more +download PDF
      
      


      
      
      Smart Beta versus Smart Alpha

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Summer 2014.Smart beta strategies aim to outperform the capitalization-weighted market through relatively simple alternative weighting methods that emphasize a handful of factors such as size, value, momentum, or low volatility. Though similar in some respects to passive index investing, smart beta strategies are the product of... active choices and should be compared with proprietary active multifactor investment strategies (“smart alpha”). Smart beta strategies exploit fewer return opportunities, tend to be more static, and have less control of risk exposures. Furthermore, because of their reliance on a small number of factors, smart beta strategies can run into liquidity and overcrowding problems that can adversely impact their performance. Smart alpha may be the smarter choice.

          read more +download PDF
      
      


      
      
      Residual Risk: How Much is Too Much?

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Portfolio Management, Spring 1996; and abstracted in The CFA Digest, Winter 1997.The optimal level of residual risk for a portfolio is the level that allows the portfolio to provide the highest expected return the manager can generate within the limits of the investor's risk tolerance parameters. As it is not always easy to determine investor risk tolerance or manager ability to add value, portfolios are often... "pigeonholed" according to residual risk levels alone. “Enhanced passive” or “index-plus” portfolios, for example, are expected to offer excess returns of up to 1% at residual risk levels not to exceed 2%. But such artificial constraints as a 2% bound on residual risk can lead to selection of suboptimal portfolios. In particular, they can lead investors to assume too little risk, hence allow too little expected return, for their actual risk tolerances, or to accept less skillful managers when more highly skilled managers are available. They may also encourage suboptimal manager behavior.
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      Engineering Portfolios: A Unified Approach

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Investing, Winter 1995; and abstracted in The CFA Digest, Summer 1996.1Many traditional equity managers focus on particular subsets of the investment universeâ€”value or growth stocks, for exampleâ€”and structure their portfolios from preselected groups. By contrast, a â€œunifiedâ€� approach starts with a blank slate, having no built-in biases regarding any particular type of stock, and searches the... widest possible stock universe and the largest number of investment variables. At the same time, it recognizes differences in stock price behavior across different types of stocks and over time, as well as possible nonlinearities in stock price response to gradations in exposure to a given variable. A unified approach to stock valuation is poised to take advantage of more information and to discover a greater number of potentially profitable investment opportunities. These opportunities are maximized by a portfolio optimization process that is customized along the same dimensions as the valuation process. This ensures a portfolio whose risks and return opportunities are balanced in accordance with the insights garnered from the unified valuation approach. Given its range and depth of coverage, a unified approach provides a firm with substantial flexibility to engineer portfolios to meet a variety of client risk/return requirements.

1The Journal of Portfolio Management Special 25th Anniversary Issue.
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      Alpha Transport With Derivatives

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Portfolio Management, May 1999; and abstracted in The CFA Digest, Fall 1999.2Investors can use derivatives to transport the excess returns available from the selection of securities within a given asset class or subclass to virtually any other asset class. For example, an investor can pursue the return possibilities in small-cap stocks, while using futures or a swap to neutralize exposure to the small-cap asset... subclass and establish exposure to the large-cap segment. The investor can thus benefit from both the security selection opportunities in small-cap stocks and the asset class performance of large-cap stocks. Using derivatives in conjunction with market-neutral long-short portfolios can offer further performance enhancement.

2The Journal of Investing Special Technology Issue, lead article.
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      The Law of One Alpha

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Portfolio Management, Summer 1995.Firms that use one valuation model for their core portfolio and different models for subsets of that core may end up with multiple estimates of alpha. But as every asset has only one price, doesn't it follow that the asset should have only one mispricing? It is argued here that it hardly makes sense for a single firm to begin the... investment selection process with an approach that allows for the possibility of multiple mispricings for a given stock over a given horizon.
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      An Architecture for Equity Portfolio Management

      	by Bruce I. Jacobs and Kenneth N. Levy, in Frank J. Fabozzi and Harry M. Markowitz, Eds. Equity Valuation and Portfolio Management. John Wiley & Sons, Hoboken, NJ, September 2011. Earlier versions appeared as â€œInvestment Management: An Architecture for the Equity Market,â€� in Frank J. Fabozzi, Ed. Handbook of Finance, Volume II: Investment Management and Financial Management. John Wiley & Sons, Hoboken, NJ, 2008; Chapter 1 in Frank J. Fabozzi, Ed. Active Equity Portfolio Management. Frank J. Fabozzi Associates, New Hope, PA, 1998; and in Frank J. Fabozzi, Ed.	Handbook of Portfolio Management. Frank J. Fabozzi Associates, New Hope, PA, 1998.A blueprint of the U.S. equity market reveals three basic building blocksâ€”a comprehensive core representing all U.S. equity issues; static style subsets, comprising large-cap growth stocks, large-cap value stocks, and small-cap stocks; and a dynamic entity reflecting differing relative performance in different market... environments. Investment approaches, too, can be categorized into three groups—passive, traditional active, and engineered active. Engineered active management has the potential to provide the best match between client risk/return goals and investment returns, because it can offer consistent performance relative to the equity market core or its various subsets.

          read more +
      
      


      

      
      How to Build a Better Equity Portfolio

      	by Bruce I. Jacobs and Kenneth N. Levy, Pension Management, June 1996.Investors in U.S. equity can choose among a variety of selection universes, from the broad core including all stocks to various style subsets. They can also choose from a variety of investment approaches, from passive to traditional active to engineered active. Investors may be able to make more informed decisions if they... understand the “architecture” of investing that links selection universes and investment approaches to their potential risks and returns.
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      Broader Indexes Widen Horizons

      	by Kenneth N. Levy and Bruce I. Jacobs, Pensions & Investments, August 20, 1984.The S&P 500 is not truly representative of the broader U.S. equity market. It is biased toward large-cap stocks, for example, and exhibits less earnings variability, growth and market variability than the broader universe. This has implications for passive investors in search of a proxy for the U.S. equity market return.

      
      


      

      
      
      Bruce Jacobs â€“ Smart Beta Panel â€“ 2015 Jacobs Levy Center Spring Forum

      Bruce Jacobs Panelist â€“ Is Smart Beta State of the Art?, May 1, 2015

      https://www.youtube.com/embed/EwQyNRuLEnU
Bruce Jacobs Panelist – Is Smart Beta State of the Art?
Bruce Jacobs, Jacobs Levy Equity Management
 Vitali Kalesnik, Research Affiliates
 Jeremy Schwartz, WisdomTree Investments
 Moderator: Thomas Mitchell, Marco Consulting
Jacobs Levy Equity Management Center for Quantitative Financial Research
Spring Forum
New York, NY
May 1, 2015
view video
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	ESG

Investors are increasingly considering non-financial factors in their analysis of investment risks and growth opportunities. Prominent among these factors are those labeled ESG—environment, social, and governance. Investors may wish to add ESG principles to traditional investing metrics for a variety of reasons: to seek sustainable investing, produce new insights into value creation, and broaden the consideration of business risks.

The movement to incorporate social responsibility considerations into investing principles dates back decades. It gained new traction with the 2005 creation of the United Nations-backed Principles for Responsible Investment, which established a global network of signatories committed to sustainable investing, and the 2011 founding of the Sustainable Accountability Standards Board to guide the disclosure of financially material sustainability information by companies to investors.

“The Challenge of Disparities in ESG Ratings,” which appeared in the Journal of Impact and ESG Investing, noted that while ESG principles are easy to describe in words, they are harder to measure than traditional metrics such as market capitalization and price-to-earnings ratios. In fact, there is no common framework for determining ESG ratings among data vendors, resulting in substantial disparities in their ratings for the same company. These disparities make it difficult to assess whether ESG ratings are aligned with companies’ ESG performance and how ESG investing affects investment performance. 

These disparities have real consequences for asset owners, policymakers, academics, and asset managers. This article highlights the nature and sources of the ESG rating disparities and advises investors to understand these aspects of noisy ESG ratings and to exercise caution when implementing ESG integration. It also notes that quantitative managers can disentangle firms’ ESG ratings or their individual ESG components from other firm characteristics included in their investment process using the disentangling methodology introduced by Jacobs and Levy in “Disentangling Equity Return Regularities: New Insights and Investment Opportunities” (Financial Analysts Journal, May/June 1988) and expanded upon in “Factor Modeling: The Benefits of Disentangling Cross-Sectionally for Explaining Stock Returns” (Journal of Portfolio Management, May 2021).


      
      The Challenge of Disparities in ESG Ratings

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Impact & ESG Investing, Spring 2022Data vendors lack a common framework for creating ESG ratings, and there are substantial disparities in their ratings for the same company. These disparities make it difficult to assess whether ESG ratings are aligned with companiesâ€™... ESG performance and how ESG investing affects investment performance. This presents challenges to asset owners, policymakers, academics, and asset managers. This article highlights the nature and sources of ESG rating disparities. Investors are advised to understand these aspects of noisy ESG ratings and to exercise caution when implementing ESG integration. Despite noisy ESG ratings, disentangling may be suitable for assessing the efficacy of multidimensional ESG data in the presence of other characteristics impacting stock returns.
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	Long-Short Investing

Hedge funds and a limited number of other investors have long recognized the potential benefits of shorting selected issues in certain market environments. Jacobs Levy Equity Management was among the first money managers to explore the potential of short selling within the framework of quantitative equity management. Such long-short portfolios offer the benefits of shorting within the risk-controlled environment of quantitative portfolio construction.

The articles in this section discuss the construction of portfolios that take advantage of short selling to expand investment opportunities and enhance performance. Short selling can be used to enhance the implementation of insights from the stock selection process. It expands the list of implementable ideas from “winning” securities to “winning” and “losing” securities.

Short selling can also expand the profile of risk-return tradeoffs available from the portfolio construction process. Through the use of short sales, for example, one can construct portfolios that balance equal dollar amounts and equal market-relative risks long and short. The balanced long and short positions neutralize the portfolio’s exposure to the underlying market. The long-short portfolio earns the returns on the individual securities held long and sold short. “20 Myths About Long-Short” discusses some of the misperceptions that arise when one views long-short investing through a long-only lens.

“Enhanced Active Equity Strategies: Relaxing the Long-Only Constraint in the Pursuit of Active Return” discusses long-short strategies that use the full cash proceeds from short sales to purchase equal amounts of securities to hold long. The article describes these strategies, including 120-20 portfolios, and gives concrete examples of their benefits over long-only strategies. Enhanced active equity strategies permit meaningful security underweight positions while retaining full market exposure.

These types of strategies are explored further in “20 Myths About Enhanced Active 120-20 Strategies.” Compared with long-only portfolios, both enhanced active long-short portfolios and market-neutral long-short portfolios offer investors greater flexibility to underweight stocks and to diversify risk. Compared with market-neutral long-short portfolios, however, enhanced active portfolios maintain full exposure to the underlying market and allow for the expansion of long positions.
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      20 Myths About Enhanced Active 120-20 Strategies

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, July/August 2007; and abstracted in CFA Digest, November 2007.1Enhanced active equity strategies, including 120-20 and 130-30 portfolios, have become increasingly popular as managers and investors search for new ways to expand the alpha opportunities available from active management. But these strategies are not always well understood by the financial community... How do such strategies increase investors’ flexibility both to underweight and overweight securities? How do they compare with market neutral long-short strategies? Are they significantly riskier than traditional, long-only strategies because they utilize short positions and leverage? This article sheds some light on many of the common “myths” regarding enhanced active equity strategies.

1Presented in a CFA Institute webcast, September 2007, http://video.cfainstitute.org/services/player/bcpid3577743869001?bckey=AQ~~,AAABE5oc3_E~,Leu10fA0D1sc9Dh9wz3oyrstQJ-PkzpJ&bctid=1774059340001. 2007 Financial Analysts Journal Graham & Dodd Award and Graham & Dodd Readers’ Choice Award winner. Included on the investment reading list of the Institute of Actuaries, UK, June 2008. Reprinted in Modern Portfolio Management: Active Long/Short 130/30 Equity Strategies, by Martin L. Leibowitz, Simon Emrich, and Anthony Bova, John Wiley & Sons, Hoboken, NJ, 2009.

          read more +download PDF
      
      


      
      
      Enhanced Active Equity Strategies: Relaxing the Long-Only Constraint in the Pursuit of Active Return

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Portfolio Management, Spring 2006.2Enhanced active equity investing relaxes the long-only constraint by permitting short sales, while maintaining full exposure to equity market return and risk. The enhanced active equity approach is facilitated by modern prime brokerage structures that allow investors to use the proceeds from short sales to purchase long... positions. Freeing equity portfolios from the long-only constraint can enhance performance by permitting meaningful underweight positions that are simply not achievable in long-only portfolios. The investor can thus more fully exploit security valuation insights.

2Presented at Goldman Sachs Equity Conference on “Remodeling the Investment Process – A Progress Report and Challenges Ahead,” September 2006. Featured in “New Approach Gets Hedge Fund Returns with Traditional Risk,” by Barry B. Burr, Pensions & Investments, June 12, 2006.
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      Enhanced Active Equity Portfolios Are Trim Equitized Long-Short Portfolios

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Summer 2007; and abstracted in CFA Digest, February 2008.How does an enhanced active equity strategy such as a 120-20 or 130-30 portfolio differ from an equitized long-short strategyâ€”that is, a market neutral long-short portfolio with an equity market overlay? This article looks at the relationship between enhanced active equity and equitized long-short portfolios and... demonstrates that an enhanced active equity portfolio can be shown to have an equivalent equitized long-short portfolio, but the enhanced portfolio has the advantage of being more compact and requiring less leverage.
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      The Long and Short on Long-Short

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Investing, Spring 1997; and abstracted in The CFA Digest, Fall 1997.3By balancing long positions in equities with short positions of roughly equal dollar amount and market sensitivity, it is possible to construct a portfolio whose return is neutralized against overall market moves. Properly constructed, using an integrated optimization process, a long-short portfolio offers advantages over... long-only portfolios in enhanced flexibility to pursue return, control risk, and allocate assets. Any additional costs should not outweigh the benefits of such a strategy.

3Presented at the Institute for Quantitative Research in Finance (Q Group) Seminar on “Long/Short Strategies in Equities and Fixed Income,” Fall 1995.
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      20 Myths About Long-Short

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, September/October 1996.Popular conceptions of long-short investing are distorted by a number of myths, many of which appear to result from viewing long-short from a conventional investment perspective. Long-short portfolios differ fundamentally from long-only portfolios in construction, in the measurement of their risk and return,... and in their implementation costs. Furthermore, long-short portfolios allow greater flexibility in security selection, asset allocation, and overall plan structure.
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      More on Long-Short Strategies

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, March/April 1995 (letter in response to Richard Michaud, â€œAre Long-Short Equity Strategies Superior?â€� Financial Analysts Journal, November/December 1993 and to follow-up letter by Robert Arnott and David J. Leinweber, â€œLong-Short Strategies Reassessed,â€� and Michaud's â€œReply,â€� Financial Analysts Journal, September/October 1994).Some argue that a long-short portfolio can improve upon the risk-return tradeoff of a long-only portfolio only if it reduces risk via the diversification benefits of a less-than-one correlation between the alphas of the long and short components. But this conclusion rests on the assumption that the long component of the... long-short portfolio, the short component, and the comparable long-only portfolio are essentially identical, index-constrained portfolios. When long and short positions are chosen simultaneously, however, in an integrated optimization, the result is a single portfolio that is not constrained by index weights. With freedom from index constraints, the manager enjoys added flexibility, vis-à-vis a long-only manager, in implementing investment insights. This should translate into improved performance.
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      Long/Short Equity Investing

      	by Bruce I. Jacobs and Kenneth N. Levy, The Journal of Portfolio Management, Fall 1993; abstracted in The CFA Digest, Winter 1994; also translated in  The Security Analysts Journal of Japan, March 1994.4Investors who have the flexibility to invest both long and short can benefit from both â€œwinnersâ€� and â€œlosers.â€� This will be especially advantageous if the latterâ€”the short-sale candidatesâ€”are less efficiently priced than the winnersâ€”the purchase candidates. This is likely to be the case in markets in which investors hold diverse... opinions and short selling is restricted. Short positions can be combined with long positions to create market-neutral, hedge, or equitized strategies. Practical issues include restrictions on shorting, trading requirements, custody issues, and tax treatment.

4Highlighted by Nobel laureate Bill Sharpe in Sharpe, Alexander and Bailey, Investments, 5th Edition, 1995.
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      Long-Short Equity Portfolios

      	by Bruce I. Jacobs and Kenneth N. Levy, in Frank J. Fabozzi and Harry M. Markowitz, Eds. The Theory and Practice of Investment Management. John Wiley & Sons, Hoboken, NJ, 2011. Earlier versions appeared in Frank J. Fabozzi, Ed. Handbook of Finance, Volume II: Investment Management and Financial Management. John Wiley & Sons, Hoboken, NJ, 2008; and in Frank J. Fabozzi, Ed. Short Selling: Strategies, Risks, and Rewards. John Wiley & Sons, Hoboken, NJ, 2004.Combining long and short positions in a single portfolio increases flexibility in pursuit of return and control of risk. This increased flexibility reflects the greater freedom to act on negative insights afforded by the ability to sell short as well as the freedom from traditional index constraints afforded by the ability to offset long and... short positions. Long-short portfolios also offer increased flexibility in asset management.
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      Using a Long-Short Portfolio to Neutralise Market Risk and Enhance Active Returns

      	by Bruce I. Jacobs and Kenneth N. Levy, in Ronald A. Lake, Ed. Evaluating and Implementing Hedge Fund Strategies, 3rd Edition. Euromoney Institutional Investor PLC, London, U.K., 2003 (also in 2nd Edition, 1999).A market-neutral long-short portfolio is constructed so that the dollar amount of securities held long equals the dollar amount of securities sold short and the short positionsâ€™ price sensitivity to market movements equals and offsets the long positionsâ€™ sensitivity. Because the portfolioâ€™s value does not rise or fall just because... the broad market rises or falls, the portfolio is said to have a beta of zero. This does not mean the portfolio is riskless; it will retain the risks associated with the selection of the individual securities held long and sold short. But, with insightful security selection, the portfolio can reap commensurate rewards.
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      20 Myths About Enhanced Active 120-20 Strategies

      	FAJ Webcast, September 19, 2007.Enhanced active equity strategies, including 120-20 and 130-30 portfolios, have become increasingly popular as managers and investors search for new ways to expand the alpha opportunities available from active management. But these strategies are not always well understood by the financial community... How do such strategies increase investors’ flexibility both to underweight and overweight securities? How do they compare with market neutral long-short strategies? Are they significantly riskier than traditional, long-only strategies because they utilize short positions and leverage? This article sheds some light on many of the common “myths” regarding enhanced active equity strategies.
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      Controlled Risk Strategies

      	by Bruce I. Jacobs, in Terence E. Burns, Ed. ICFA Continuing Education: Alternative Investing. Association for Investment Management and Research (today the CFA Institute), Charlottesville, VA, 1998.5Long-short investing is a controlled risk strategy that allows the manager to act on all of his or her investment insights without regard to benchmark constraints. Long-short is not an asset class, but a portfolio construction method in which the manager neutralizes market risk by balancing the average betas of short and long... positions in the portfolio. Long-short increases the manager's flexibility to pursue return and control risk. The manager can overweight or underweight stocks by as much as his or her insights (and client risk tolerances) allow. Furthermore, the manager can use offsetting long and short positions to fine-tune overall portfolio risk. This added flexibility should be reflected in portfolio performance. Long-short portfolio performance can be “transported” to virtually any asset class. For example, a long-short portfolio can be “equitized” using stock index futures; the equitized long-short portfolio will reflect the risk and return of the broad equity market and the flexibility advantages of its long-short component. Operational considerations that need to be considered before implementing a long-short strategy include margin requirements, the size of the liquidity buffer, trading requirements, management fees, and taxes.

5Required CFA reading.

          read more +
      
      


      
      
      A Long-plus-Short Market-Neutral Strategy

      	by Bruce I. Jacobs and Kenneth N. Levy, in Diana R. Harrington and Robert A. Korajczyk, Eds. ICFA Continuing Education: The CAPM Controversy: Policy and Strategy Implications for Investment Management. Association for Investment Management and Research (today the CFA Institute), Charlottesville, VA, 1993.Investors who can invest both long and short can benefit from both â€œwinnersâ€� and â€œlosers,â€� gaining alpha from both sides. Furthermore, there are reasons to believe that selling short losers may have more profit potential than buying winners; this will be the case in a market characterized by diverse investor opinions and... restrictions on short selling. Long and short positions can be combined in market-neutral or “equitized” portfolios; a market-neutral portfolio's performance is independent of underlying market moves, while an equitized portfolio retains exposure to the market. Any active equity management style can be implemented in long-short mode, but quantitative approaches have some advantages. Long-short strategies do not constitute a separate asset class; they can be categorized by existing asset classes, so that their fit in an overall investment program becomes apparent.
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      Market-Neutral Strategy Limits Risk

      	by Bruce I. Jacobs and Kenneth N. Levy, Pension Management, July 1995.This is a basic primer on long-short strategies. Balancing long and short positions in a portfolio can virtually eliminate the portfolio's exposure to broad market movements.

      
      


      
      
      The Generality of Long-Short Equitized Strategies: A Correction

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, March/April 1993 (letter in response to C.B. Garcia and F.G. Gould, â€œThe Generality of Long-Short Equitized Strategies,â€� Financial Analysts Journal, September/October 1992).An erroneous assumption about margin requirements gives rise to the conclusion that the maximum achievable alpha from a fully invested long-short equitized strategy is 2.48 alpha. The current initial margin requirement for each equity position in a margin account, either long or short, is 50%. The theoretical maximum alpha... achievable in a long-short strategy is thus 2. Given realistic constraints on futures margins and cash requirements, the practical maximum is 1.8.
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	Portfolio Optimization, Short Sales, and Leverage Aversion

As we researched the idea of using short positions in conjunction with long positions in a portfolio framework, we soon realized the real benefits of this approach emerge only if one employs a single “integrated optimization” that considers long positions and short positions simultaneously.

In this framework, long-short is not a two-portfolio strategy, in which a portfolio of longs is somehow combined with a separately optimized portfolio of shorts. Rather, it is a one-portfolio strategy in which the long and short positions are determined jointly within an optimization that takes into account the expected returns of the individual securities, the standard deviation of those returns, and the correlations between them, as well as the investor's tolerance for risk.

Only with an integrated optimization is a long-short portfolio not constrained by benchmark weights. The ensuing benefits are described in “Long-Short Management: An Integrated Approach.” This article, along with “On the Optimality of Long-Short Strategies,” describes the conditions under which a dollar- or beta-neutral portfolio is optimal.

Portfolios with both long and short positions, however, present a problem when it comes to optimization. We examined this problem closely, most recently in “Trimability and Fast Optimization of Long-Short Portfolios.” Our research indicates that the same algorithms used for optimizing long-only portfolios can be used, unchanged, for portfolios that contain short positions—provided a certain condition holds. This condition, which we term “trimability,” usually holds in practice.

Another issue that arises with regard to portfolios with short positions is the leverage involved. Leverage, whether in long-short portfolios or in portfolios with leveraged long positions, introduces risks that are distinct from the risk captured by a volatility measure. These include the possibility of losses beyond the capital invested and the potential for margin calls, which may necessitate forced selling, perhaps at adverse prices. These risks are not reflected in traditional mean-variance analysis, which considers only volatility risk and can lead to portfolios with very high leverage levels.

In “Traditional Optimization Is Not Optimal for Leverage-Averse Investors,” we propose that leverage aversion be included as an explicit term, along with volatility aversion, in the optimization of leveraged portfolios; this results in a mean-variance-leverage optimization model. Using enhanced active long-short equity portfolios as an example, we demonstrate that the mean-variance-leverage model shows that optimal portfolios will have modest levels of leverage (130-30 for instance) for realistic levels of leverage aversion. Mean-variance-leverage optimization selects the portfolio offering the greatest utility for a leverage-averse investor, and allows the investor to trade off expected return, volatility risk, and leverage risk.
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      Traditional Optimization Is Not Optimal for Leverage-Averse Investors

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Winter 2014.For an investor who seeks to mitigate the unique risks of leverage, mean-variance optimization provides little guidance as to where to set a leverage constraint and cannot identify the leveraged portfolio offering the highest utility. An alternative approachâ€”the mean-variance-leverage optimization modelâ€”allows the... leverage-averse investor to determine the optimal level of leverage, and thus the highest utility portfolio, by balancing the portfolio’s expected return against the portfolio’s volatility risk and its leverage risk.
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      The Unique Risks of Portfolio Leverage: Why Modern Portfolio Theory Fails and How to Fix It

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Financial Perspectives, November 2014.Modern Portfolio Theory (MPT) provides investors with a method to select portfolios based on their preferences for expected return and portfolio volatility (mean-variance optimization). MPT, however, does not consider leverage risk, even though leverage is increasingly used in practice. Leverage causes greater... portfolio volatility, but, additionally, it brings with it a unique set of risks, such as margin calls. Investors often use portfolio optimization with a leverage constraint to mitigate the risks of leverage, but MPT provides no guidance as to where to set the leverage constraint. Mean-variance-leverage optimization is introduced as a solution. By explicitly incorporating a term for investor leverage aversion, as well as volatility aversion, mean-variance-leverage optimization allows each investor to determine the right amount of leverage, given that investor’s preferred tradeoffs between expected return, volatility risk, and leverage risk.
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      A Comparison of the Mean-Variance-Leverage Optimization Model and the Markowitz General Mean-Variance Portfolio Selection Model

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Fall 2013.The mean-variance-leverage (MVL) optimization model tackles an issue not dealt with by the mean-variance optimization inherent in the general mean-variance portfolio selection model (GPSM) â€” that is, the impact on investor utility of the risks that are unique to using leverage. Relying on leverage constraints with a... conventional GPSM, as is commonly done today, is unlikely to lead to the portfolio offering a leverage-averse investor the highest utility. But investors can use the MVL model to find optimal portfolios that balance expected return, volatility risk, and leverage risk. The MVL model has intuitive appeal and offers straightforward implementation for portfolio selection. In contrast, practical use of a broader application of GPSM, as suggested by Markowitz in a 2013 Journal of Portfolio Management article, is dependent on successful future development of a stochastic margin-call model.
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      Leverage Aversion, Efficient Frontiers, and the Efficient Region

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Spring 2013.1We propose that portfolio theory and mean-variance optimization be augmented to incorporate investor aversion to leverage and suggest a specification for leverage aversion that captures the unique risks of leverage. We introduce mean-variance-leverage efficient frontiers, which show the tradeoffs between expected return,... volatility, and leverage. We also develop the mean-variance-leverage efficient region, which illustrates that leverage aversion can have a large impact on an investor’s portfolio choice.

1Featured in “Pair Sees MPT Flaw Over Risks of Leverage,” by Barry B. Burr, Pensions & Investments, February 4, 2013.
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      Introducing Leverage Aversion into Portfolio Theory and Practice

      	by Bruce I. Jacobs and Kenneth N. Levy, Journal of Portfolio Management, Winter 2013.To the extent that leverage increases a portfolioâ€™s volatility, conventional mean-variance optimization recognizes some of the risk associated with leverage. But it is silent on other risks that are unique to using leverage, including the possibility of margin calls, which can force borrowers to liquidate securities at adverse... prices; losses exceeding the capital invested; and bankruptcy. We suggest replacing the risk-aversion term in conventional mean-variance analysis with two terms—the traditional risk-aversion term, renamed as volatility-aversion, and a leverage-aversion term. Recognizing leverage aversion in portfolio selection produces optimal portfolios with less leverage than portfolios produced by conventional mean-variance analysis. Less leveraged portfolios may be beneficial not only for leverage-averse investors, but also for the global economy.
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      Leverage Aversion and Portfolio Optimality

      	by Bruce I. Jacobs and Kenneth N. Levy, Financial Analysts Journal, September/October 2012.1,2A leveraged portfolio may be subject to margin calls and forced liquidations at adverse prices; it can also sustain losses beyond the capital invested. These sources of risk are different and distinct from the risks captured by traditional mean-variance optimization. We thus propose that optimization of leveraged portfolios include an... explicit measure of leverage aversion in addition to the standard risk (volatility) aversion. Using enhanced active long-short portfolios as an example, we show that adding a leverage aversion term to the investor’s utility function generally results in portfolios with relatively modest levels of leverage. Explicit recognition of leverage aversion by investors might curtail some of the outsized levels of leverage and consequent market disruptions that have been experienced in recent years.

1Featured in “Pair Sees MPT Flaw Over Risks of Leverage,” by Barry B. Burr, Pensions & Investments, February 4, 2013.

2Featured in “Borrowing Against Yourself,” by Jason Zweig, The Wall Street Journal, September 22, 2012.
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      Trimability and Fast Optimization of Long-Short Portfolios

      	by Bruce I. Jacobs, Kenneth N. Levy, and Harry M. Markowitz, Financial Analysts Journal, March/April 2006.This paper discusses the optimization of long-short portfolios using fast algorithms that were originally designed with long-only portfolios in mind. Fast algorithms that take advantage of various models of covariance gain speed by greatly simplifying the equations. Fast algorithms currently exist for factor, scenario, or mixed... factor-and-scenario models of covariance, but they generally apply only to portfolios of long positions. It is desirable to be able to apply factor and scenario models to the long-short portfolio optimization problem. We introduce the concept of "trimability" for long-short portfolios, and show that the same fast algorithms that were designed for long-only portfolios can be used, virtually unchanged, for long-short portfolio optimization, provided the portfolio is "trimable." This trimability condition usually holds in practice.
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      Long-Short Portfolio Management: An Integrated Approach

      	by Bruce I. Jacobs, Kenneth N. Levy, and David Starer, The Journal of Portfolio Management, Winter 1999; and abstracted in The CFA Digest, Fall 1999.3With the freedom to sell short, an investor can benefit from stocks with negative expected returns as well as from those with positive expected returns. The benefits of combining short positions with long positions in a portfolio context, however, depend critically on the way the portfolio is constructed. Only an integrated... optimization that considers the expected returns, risks, and correlations of all securities simultaneously can maximize the investor's ability to trade off risk and return for the best possible performance. This holds true whether or not the long-short portfolio is managed relative to an underlying asset class benchmark. Despite the incremental costs associated with shorting, a long-short portfolio, with its enhanced flexibility, can be expected to perform better than a long-only portfolio based on the same set of insights.

3Winner of a Bernstein Fabozzi/Jacobs Levy Award for Outstanding Article from The Journal of Portfolio Management.
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      On the Optimality of Long-Short Strategies

      	by Bruce I. Jacobs, Kenneth N. Levy, and David Starer, Financial Analysts Journal, March/April 1998.4This article considers the optimality of portfolios not subject to short-selling constraints and derives conditions that a universe of securities must satisfy for an optimal active portfolio to be dollar neutral or beta neutral. Following the common practice of constraining long-short portfolios to have zero net holdings or zero betas... is generally suboptimal. Only under specific unlikely conditions will such constrained portfolios optimize an investor's utility function. The article derives precise formulas for optimally equitizing an active long-short portfolio using exposure to a benchmark security. The relative sizes of the active and benchmark exposures depend on the investor's desired residual risk relative to the residual risk of a typical portfolio and on the expected risk-adjusted excess return of a minimum-variance active portfolio. Optimal portfolios demand the use of integrated optimizations.

4Presented at the Society of Quantitative Analysts (SQA) Seminar on "Quantitative Approaches to Market Neutral Investing," November 1997. Reprinted in Modern Portfolio Management: Active Long/Short 130/30 Equity Strategies, by Martin L. Leibowitz, Simon Emrich, and Anthony Bova, John Wiley & Sons, Hoboken, NJ, 2009.
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      Portfolio Optimization with Factors, Scenarios, and Realistic Short Positions

      	by Bruce I. Jacobs, Kenneth N. Levy, and Harry M. Markowitz, Operations Research, July/August 2005.This paper presents fast algorithms for calculating mean-variance efficient frontiers when the investor can sell securities short as well as buy long, and when a factor and/or scenario model of covariance is assumed. Currently, fast algorithms for factor, scenario, or mixed factor and scenario models exist, but... (except for a special case of the results reported here) apply only to portfolios of long positions. Factor and scenario models are used widely in applied portfolio analysis, and short sales have been used increasingly as part of large institutional portfolios. Generally, the critical line algorithm (CLA) traces out mean-variance efficient sets when the investor's choice is subject to any system of linear equality or inequality constraints. Versions of CLA that take advantage of factor and/or scenario models of covariance gain speed by greatly simplifying the equations for segments of the efficient set. These same algorithms can be used, unchanged, for the long-short portfolio selection problem provided a certain condition on the constraint set holds. This condition usually holds in practice.
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      Bruce Jacobs and Ken Levy Keynote â€“ Leverage Aversion â€“ 2013 Jacobs Levy Center Spring Forum

      Bruce Jacobs and Ken Levyâ€™s Keynote Presentation â€“ Leverage Aversion â€“ A Third Dimension in Portfolio Theory, October 23, 2013

      https://www.youtube.com/embed/Prs15tbCnMI
Leverage Aversion – A Third Dimension in Portfolio Theory
Bruce Jacobs and Ken Levy’s Keynote Presentation
 Jacobs Levy Equity Management Center for Quantitative Financial Research
 Forum on Quantitative Finance
New York, NY
 October 23, 2013
 
 “We’ve seen that there have been many catastrophes caused by excessive leverage, and that excessive leverage can give rise to systemic risk, market disruptions and economic crises.” — Bruce

“Just as investors are willing to sacrifice some return in order to reduce volatility risk, investors are willing to sacrifice some return in order to reduce leverage risk.” — Ken
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	Market Simulation

Most financial models today assume security prices follow a continuous-time, random process. This is true of most option pricing models, beginning with the original Black-Scholes-Merton model. For some purposes, it may be sufficient to assume that prices follow a continuous-time process. Often, however, it is necessary to look more closely to determine how prices actually evolve.

Investment actions themselves may change the price process. Certain investment strategies, for example, can have feedback effects. Consider momentum trading, which tends to exacerbate trends in prices. Momentum traders helped to fuel the stock market's rise in the late 1990s, changing the price process in ways that a continuous-time model would have had difficulty predicting. By contrast, a model that incorporated the actual trading rules of major market participants at that time might have been able to forecast the growing technology stock bubble. (For a description of momentum trading’s effects on markets, see Bruce Jacobs, “Momentum Trading: The New Alchemy.”)

The Jacobs Levy Markowitz Simulator (“JLMSim”), developed by Bruce Jacobs, Ken Levy, and Harry Markowitz, is an asynchronous, discrete-time model that allows its users to model financial markets, employing their own inputs about the numbers and types of investors, traders, and securities. It does not assume that a process changes continuously over time. Instead, it assumes that changes reflect events, which unfold in an irregular fashion. Prices may thus be discontinuous, gapping up or down. The JLMSim can be used to detect how prices might change as the result of changes in financial market regulations or even something more subtle, such as a change in the composition of market participants.

Asynchronous models may also be superior when the question to be analyzed is whether micro-theories about the behavior of investors add up to the observed macro-phenomena of the market. From time to time, the market manifests liquidity “black holes,” which seem to defy rational investor behavior. Consider the stock market crash on October 19, 1987. That day, prices fell precipitously and discontinuously. While one might have expected rational value investors to step in to pick up bargain stocks, few did. Similar black holes developed in connection with the collapse of the hedge fund Long-Term Capital Management in 1998 and, more recently, during the 2008-09 credit crisis. In these and other less extreme cases, the price process was not fixed. Continuous-time modeling that assumes a fixed price process would have provided misleading results, whereas asynchronous models may be able to explain both the abundance of sellers and the dearth of buyers. (For detailed descriptions of such events, see Bruce I. Jacobs, Capital Ideas and Market Realities: Option Replication, Investor Behavior, and Stock Market Crashes; “Risk Avoidance and Market Fragility;” and “Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis.”) 

It is important to recognize that large traders may not be mere price-takers; they can affect prices. We believe an asynchronous-time market simulator such as JLMSim, which is capable of modeling the agents and market mechanisms behind observed prices, is much better equipped than continuous-time models to capture this reality of markets. For this reason, we believe the JLMSim will stimulate much future research. 
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      Simulating Security Markets in Dynamic and Equilibrium Modes

      	by Bruce I. Jacobs, Kenneth N. Levy, and Harry M. Markowitz, Financial Analysts Journal, September/October 2010.Asynchronous discrete-time models, whose clocks advance in irregular intervals from one event to the next, can provide information that the more commonly used continuous-time models cannot. They can be used, for example, to test the effects on security prices of real-world events such as changes in investorsâ€™ strategies,... modifications in overall leverage, or switches in regulatory regimes. The present paper uses an asynchronous discrete-time model to demonstrate the effects on market prices of different ways of estimating security returns and of different trading rules. In particular, it shows how variations in the ratio of momentum-type investors to value-type investors can have dramatic effects on security prices. When the ratio of momentum to value investors is large, security prices tend to “explode”; when the ratio is low, prices fluctuate rather realistically, but do not destabilize. Security prices can also become unstable when traders in a thin market do not use trading rules that “anchor” their bids and asks to recent market prices. Finally, this paper demonstrates that an asynchronous discrete-time model can be used to arrive at equilibrium expected returns for a variety of realistic financial markets; it does not require the kind of unrealistic assumptions that some analytical models require.
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      Financial Market Simulation

      	by Bruce I. Jacobs, Kenneth N. Levy, and Harry M. Markowitz, The Journal of Portfolio Management, 30th Anniversary Issue, September 2004.1When they want to see how complex systems work, scientists often turn to asynchronous-time simulation, which allows processes to change sporadically over time, typically at irregular intervals. While rarely used in finance today, such models may turn out to be valuable tools for understanding how markets respond to... changes in the participation rates of different types of investors, for example, or to changes in regulatory or investment policies. The asynchronous, discrete-event stock market simulator described here allows users to create a model of the market, using their own inputs. Users can vary the numbers of investors, traders, portfolio analysts, and securities, as well as their investing and trading decision rules. Such a simulation may be able to provide a more realistic picture of complex markets.

1Presented at Carnegie Mellon University and Princeton University, September 2005.
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Introduction

Scientists often turn to asynchronous-time simulation models when they want to see how complex systems work. Such simulation models allow the underlying dynamic process to reflect events that unfold in an irregular fashion. While rarely used in finance today, such models may turn out to be valuable tools for understanding markets.

The Jacobs Levy Markowitz Simulator (JLMSim) is an asynchronous, discrete-event, stock market simulator that allows users to create a model of the market, using their own inputs. Users can vary the numbers of investors, traders, portfolio analysts, and securities, as well as the investing and trading decision rules. Such a simulation may be able to provide a more realistic picture of complex markets.

The simulator can be run in two modes, a Dynamic Analysis (DA) mode and a Capital Market Equilibrium (CME) mode. In the DA mode, the simulator can be run to examine the effects on security prices of changes in investment strategies, leverage, and regulatory regimes. In the CME mode, the simulator can be run to arrive at equilibrium expected returns, given a variety of financial markets.

About

JLMSim is an asynchronous discrete-time simulator designed to model the stock market. It does so using five basic types of entities: securities, statisticians, portfolio analysts, investors, and traders. JLMSim determines prices and trading volumes of securities endogenously. Simulated statisticians provide return estimates, variances, and covariances. Ideal portfolio weights are determined by portfolio analysts who use the inputs from statisticians and investors' risk-aversion parameters and portfolio constraints. Prices and volume arise as traders seek to complete the desired trades to move investors' current portfolios toward their ideal portfolios. All investors are mean-variance investors who seek to maximize standard mean-variance utility, in which each investor has its own risk-aversion parameter.

JLMSim can operate in two modes. When the objective is to model the evolution of certain time-varying quantities—in this case, market prices and volumes—the simulator operates in the Dynamic Analysis (DA) mode. When the objective is to find the values of parameters such as equilibrium-implied expected returns for securities on the basis of the composition of the market portfolio and the preferences of market participants, the simulator operates in the Capital Market Equilibrium (CME) mode.

Using JLMSim is a three-step process.

	The user creates an input control file called JLMSimInput.txt in the same directory as the JLMSim program is located. This file can be created manually with a standard text file editor, using the supplied sample files as guides, or it can be created in a much more automated way using the JLMSim Input GUI as described in the Inputs section.
	The user runs the JLMSim program, either manually from the Start menu using Start/Programs/JLMSim/MarketSimulator or automatically from the Input GUI by checking the box labeled “and run Simulator.”
	The user inspects and analyzes the output files as described in the Outputs section, or views a subset of the available data using the JLMSim Output GUI also described in the Output section.


The JLMSim installation package includes sample input files corresponding to the cases described in the paper “Simulating Security Markets in Dynamic and Equilibrium Modes,” by Bruce I. Jacobs, Kenneth N. Levy, and Harry M. Markowitz, Financial Analysts Journal, September/October 2010.
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If you would like to be informed of JLM Simulator announcements, please provide your contact information to JLMSim@jacobslevy.com
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	Market Crises

The past quarter century has witnessed multiple crises in various investment markets. Bruce Jacobs’s book, Too Smart for Our Own Good: Ingenious Investment Strategies, Illusions of Safety, and Market Crashes, is the culmination of over 30 years of research into the causes of these market crises. It examines in detail the 1987 stock market crash, the 1998 meltdown of hedge fund Long-Term Capital Management, and the 2007-2008 credit crisis, as well as numerous other market disruptions. In each case, a novel investment product or strategy that seemed to reduce investment risk (often while offering relatively high returns) for individual investors or investment firms, ended up creating huge risks for the financial system and, often, the global economy. These strategies and products were typically complex, making it difficult to assess their true risks. They were often highly leveraged, which magnified their effects. And they often had, by their design or their use of leverage, option-like qualities that had the potential to cause large, discontinuous price movements in markets. 

The credit crisis of 2007-2008, for example, sprang from the collapse of a tower of structured finance products based on subprime mortgage loans. The relatively high returns on structured products created demand for them, which helped fuel mortgage lending, boosting purchases of homes and, in turn, putting upward pressure on prices. This dynamic was abetted by the seeming safety of the products, which encouraged greater use of leverage.

As lenders exhausted the pool of possible homebuyers, however, housing prices began to decline in many parts of the U.S. The downside risk of housing-market prices became manifest as the systematic risk of housing-price losses was shifted to lenders and investors. The solvency of some of the institutions that had built the tower of structured products came into question. The real risk of subprime mortgage investing blew up financial firms and, in turn, economies worldwide. Jacobs first described this process in his article “Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis.”

Similarly, in the 1980s, a strategy known as portfolio insurance, based on then-new theories of option pricing, purported to reduce the downside risks of equity investing while preserving upside potential. In essence, portfolio insurance aimed to create an option-like put on equity holdings via a trading strategy that called for selling stock as stock prices declined and buying stock as stock prices rose. This mechanistic trading contributed to the crash of October 19, 1987, as Jacobs outlined in “Option Pricing Theory and Its Unintended Consequences.”

In his book Capital Ideas and Market Realities: Option Replication, Investor Behavior, and Stock Market Crashes, Jacobs details the role played by portfolio insurance in the 1987 crash and goes on to discuss subsequent crises caused or exacerbated by similar or related strategies. These include option-related trading, when popular demand for puts forces option dealers to hedge their market exposure by engaging in the same type of mechanistic trading required by portfolio insurance, and, less intuitively, arbitrage trades made by hedge funds such as Long-Term Capital Management. LTCM’s trades were theoretically so low risk that leverage of 20 to 30 times capital was required to get the fund’s risk levels up to a level equivalent to that of the market as a whole. Yet these highly leveraged, supposedly low-risk, and globally diversified strategies all fell apart at the same time when turmoil set off by Russia’s de facto default stampeded investors toward safety and liquidity. Then, the need to unwind arbitrage positions created the same trading patterns as portfolio insurance—selling into down markets and buying into rising markets. Jacobs focuses on this phenomenon in “When Seemingly Infallible Arbitrage Strategies Fail” and “A Tale of Two Hedge Funds.”

Too Smart for Our Own Good, Capital Ideas and Market Realities, “A Tale of Two Hedge Funds,” and “Tumbling Tower of Babel” also discuss how leverage helped to ignite and then spread the fires in the LTCM and 2007-2008 crises. The risks of leverage are too often ignored. Modern Portfolio Theory, for example, focuses on volatility risk but has little to say about the risks of leverage, other than its contribution to volatility. Reliance on conventional portfolio optimization techniques can thus give rise to portfolios that are highly leveraged. The articles in the section “Optimization, Short Sales, and Leverage Aversion” describe the unique risks of leverage and offer a possible solution in the form of a mean-variance-leverage optimization model that incorporates investor leverage aversion.

Another common thread of these crises is the seemingly general lack of appreciation for the difference between risk sharing and risk shifting. Jacobs’s “Risk Avoidance and Market Fragility” discusses these differences. Risk sharing can reduce risk, as diversification of the specific risks within a portfolio reduces overall portfolio risk. But risk shifting merely moves risk from one party to another. Risk shifting tends to reduce investors’ perceptions of the risks they are incurring, thereby encouraging more risk taking. Overall risk in the system, however, remains, and increases as investors take on more risk. Eventually, markets become fragile and susceptible to even small shocks.
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      Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis

      	by Bruce I. Jacobs, Financial Analysts Journal, March/April 2009. Abstracted in CFA Digest, August 2009, and in Pensions & Investments commentary, â€œMortgage Market Needs Tougher Standards,â€� August 10, 2009. Updated version in Laurence B. Siegel, Ed., foreword by Rodney N. Sullivan. Insights into the Global Financial Crisis. The Research Foundation of CFA Institute, Charlottesville, VA, December 2009. Executive summary in Robert W. Kolb, Ed. Lessons from the Financial Crisis: Causes, Consequences, and our Economic Future. John Wiley & Sons, Hoboken, NJ, 2010. Reprinted in Walter V. â€œBudâ€� Haslett Jr., Ed. Risk Management: Foundations For a Changing Financial World. John Wiley & Sons, Hoboken, NJ, 2010.1The growth and collapse of the U.S. housing bubble was enabled by the growth of the subprime loan market, a tower of securitized products known by their various acronyms as RMBS, CDO, SIV, and CDS. These products were used to shift risk from one party to another, lender to financial intermediary, financial... intermediary to investor. Each party felt its individual risk was reduced, to the point that many lost sight of the real risks of the underlying loans. This sense of safety in turn encouraged more lending, more securitized products, and more leverage. But the systematic risk of the loans remained. When house price appreciation slowed in many areas of the country, and then reversed, a large number of borrowers, especially subprime borrowers, began to default on their mortgages. The tower of securitized products, meant to reduce risk for individual entities, collapsed. Rather than reducing risk, securitized products ended up creating systemic risk.

12009 Financial Analysts Journal Graham & Dodd Readers’ Choice Award winner.
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      Risk Avoidance and Market Fragility

      	by Bruce I. Jacobs, Financial Analysts Journal, January/February 2004.Investors who buy "insurance" against a decline in stocks, bonds, or other financial markets are shifting that risk onto the financial institutions providing such "insurance." These insurance providers frequently control their exposure to this risk by purchasing options or by replicating options via dynamic hedging. As more and more... investors demand insurance, however, there is more trend-following trading, more market volatility, and more demand for insurance. At some point, the selling required to replicate an option on the market can create a liquidity crisis. In such an event, "insurance" products can fail, along with the firms offering them, giving rise to systemic risk and leaving the Fed the insurance provider of last resort.
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      Why Free-Lunch Strategies Cause Market Crashes

      	Interview with Bruce I. Jacobs, Knowledge@Wharton, April 20, 2020.Bruce Jacobs discusses how some quantitative financial products contributed to past financial crises and have increased market instability in the current pandemic crisis. â€œItâ€™s critical for investors, executives, and regulators to understand the types of  instruments and strategies created by quantitative finance, because some of these can have systemic implications,â€� he said... Bruce also talks about some potential solutions, including explicit consideration of leverage risk in portfolio formation and financial market simulation modeling.
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      What We Still Have to Learn from the Credit Collapse (and Other Market Crises)

      	by Bruce I. Jacobs, Journal of Portfolio Management, Fall 2018.In an editorial based on his book, Too Smart for Our Own Good: Ingenious Investment Strategies, Illusions of Safety, and Market Crashes, Bruce Jacobs argues that the structured securitization of subprime mortgage loans, which first helped to inflate the housing bubble before triggering the implosion of the U.S. credit market, shares some important... characteristics with strategies and products at the heart of prior crises, beginning with the 1987 stock market crash. These strategies and products promise to increase returns while reducing risk by shifting it to other parties. Such “free lunch” products can attract substantial investments and encourage leverage, especially when complexity and lack of transparency obscure the true sources of risk. But they also have the potential to induce sharp price swings that can destabilize markets and lead to crashes.
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      Momentum Trading: The New Alchemy

      	by Bruce I. Jacobs, The Journal of Investing, Winter 2000.Momentum traders buy stock (often on margin) as prices rise and sell as prices fall. In essence, they are trying to obtain the benefits of a call optionâ€”upside participation with limited risk on the downsideâ€”without any payment of an option premium. The strategy appears to offer a chance of huge gains with little risk and... minimal cost, but its real risks and costs become known only when it’s too late—after the strategy has failed, and taken markets down with it.
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      When Seemingly Infallible Arbitrage Strategies Fail

      	by Bruce I. Jacobs, The Journal of Investing, Spring 1999.Seemingly infallible arbitrage strategies can fail. When they do, they can take the markets down with them. The near collapse of Long-Term Capital Management bears some eerie parallels to the collapse of portfolio insurance, and the market, in October 1987.
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      Option Pricing Theory and its Unintended Consequences

      	by Bruce I. Jacobs, The Journal of Investing, Spring 1998.2Like any revolution, the options revolution that began with the publication of the Black-Scholes-Merton option pricing formula has had some unintended side effects. Of concern to all investors should be the potentially dangerous increase in market instability created by the trading strategies option sellers use to... hedge their market exposures. Dynamic hedging rules that call for buying as market prices rise and selling as they fall have wreaked havoc with markets in the past and are likely to do so again in the future.

2Journal of Investing Outstanding Paper Award.
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      Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis

      	by Bruce I. Jacobs, reprinted in Walter V. â€œBudâ€� Haslett Jr., Ed. Risk Management: Foundations For a Changing Financial World. John Wiley & Sons, Hoboken, NJ, 2010. 

      
      


      
      
      Executive Summary of Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis

      	by Bruce I. Jacobs, in Robert W. Kolb, Ed. Lessons from the Financial Crisis: Causes, Consequences, and our Economic Future. John Wiley & Sons, Hoboken, NJ, 2010. 

      
      


      
      
      Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis (updated)

      	by Bruce I. Jacobs, in Laurence B. Siegel, Ed., foreword by Rodney N. Sullivan. Insights into the Global Financial Crisis. Research Foundation of CFA Institute, Charlottesville, VA, December 2009. 

      
      


      
      
      A Tale of Two Hedge Funds

      	by Bruce I. Jacobs and Kenneth N. Levy, in Jacobs and Levy, Eds. Market Neutral Strategies. John Wiley & Sons, Hoboken, NJ, 2005.The blow-ups of two notorious hedge funds hold some lessons for investors considering market neutral strategies. Askin Capital Management's supposedly market neutral posture in mortgage instruments was anything but market neutral. In fact, the firm was extremely susceptible to rising interest rates, and... succumbed as the Fed raised rates in 1994. Long-Term Capital Management's sophisticated risk aggregator was supposed to ensure the neutrality of the firm's complicated arbitrage trades. Yet it failed to account for how extreme price movements would affect correlations between different asset classes and the willingness of other arbitragers to take on positions as arbitrage spreads widened. The Russian debt crisis in the summer of 1998 brought the firm to its knees, and the resulting selling pressure roiled financial markets.
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      Lending, Leverage, Options and the Credit Crisis 10 Years Later

      	by Bruce I. Jacobs, Pensions & Investments, August 20, 2018. A decade after the credit crisis, many of its underlying causes, including opaque and complex financial products, excessive leverage, the potential for sharp swings in value, and â€œfree-lunchâ€� strategies that promise high returns with low risk, continue to threaten market stability... The thesis of this editorial mirrors that of Bruce's book, Too Smart for Our Own Good: Ingenious Investment Strategies, Illusions of Safety, and Market Crashes.
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      â€œ2000 Hall of Fame Roundtable: Portfolio Insurance Revisited (April 14, 2000),â€� Bruce Jacobs debates Mark Rubinstein, Professor, University of California, Berkeley and Partner, Leland Oâ€™Brien Rubinstein Associates, and William Brodsky, Chairman and CEO of the Chicago Board Options Exchange, Derivatives Strategy, August 2000

      	â€œ2000 Hall of Fame Roundtable: Portfolio Insurance Revisited (April 14, 2000).â€� Bruce Jacobs debates Mark Rubinstein, Professor, University of California, Berkeley and Partner, Leland Oâ€™Brien Rubinstein Associates, and William Brodsky, Chairman and CEO of the Chicago Board Options Exchange, Derivatives Strategy, August 2000.
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      Another 'Costless' Strategy Roils Market

      	by Bruce I. Jacobs, Pensions & Investments, May 29, 2000. The momentum trading in tech stocks resembles the trend-following trading underlying portfolio insurance and undertaken by Long-Term Capital Management when they were forced to unwind their gargantuan arbitrage trades. It has also led to a similar market debacle.
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      The World According to Bruce Jacobs

      	Derivatives Strategy, February 2000. (Interview with Editor Joe Kolman) Portfolio insurance, highly leveraged arbitrage, and the options written by OTC dealers and investment banks are forms of "free-lunch" strategies that seem to promise the rewards of investing without the risks. In the absence of better disclosure on the part of vendors and a... greater understanding on the part of investors, the trend-following, mechanistic trading underlying these strategies has the power to decimate capital markets, as it did in 1987 and 1998.
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      Why Hedge Funds Need To Be Kept in Check

      	by Bruce I. Jacobs, Global Pensions, September 1999. Hedge funds can have outsize impacts on public markets, as Long-Term Capital Management demonstrated in 1998. Enhanced disclosure may be able to ameliorate similar bouts of instability in the future.
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      Long-Term Capital's Short-Term Memory

      	by Bruce I. Jacobs, Pensions & Investments, October 5, 1998. The highly leveraged arbitrage activities of LTCM, much like portfolio insurers' hedging activities in 1987, allowed a very small number of operators to become a threat to the stability of global financial markets.
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      Option Replication and the Market's Fragility

      	by Bruce I. Jacobs, Pensions & Investments, June 15, 1998. Bruce Jacobs responds to some of the defenses of portfolio insurance raised by Nobel laureates Myron Scholes and Merton Miller in "Nobel-Winning Strategy Criticized." While Scholes had argued that any mispricing caused by option replication could not persist for long in efficient markets,... Jacobs points out that mispricing can persist because trading against it can be costly in the short term. Miller had argued that option replication and portfolio insurance were preceded by margin buying and stop-loss strategies, which did not lead to instability. But Jacobs cites the crash of 1929, in which margin buying and selling played pivotal roles, and notes that synthetic portfolio insurance was essentially a giant, institutional stop-loss order. While Scholes blames the crash on illiquidity, Jacobs identifies synthetic portfolio insurance's trend-following selling as the cause of that illiquidity.
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      Options Can Destabilize

      	by Bruce I. Jacobs, Pensions & Investments, January 26, 1998. Bruce Jacobs responds to Paul Stevens, pointing out that what is true for option buyers is not necessarily true for option sellers. For option sellers, changes in market level can necessitate dynamic hedging. This will show up in trading volume (and perhaps price changes) in the underlying spot and futures markets.
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      Options and Market Fall

      	by Paul Stevens, Pensions & Investments, January 12, 1998. Paul Stevens, president of the Options Industry Council, responds to "The Darker Side of Options Pricing Theory.â€� He argues that investors using options can avoid having to sell during market downturns, and suggests that the light trading volume in options during the October 27, 1997 market fall proves that options were not the cause of that decline.
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      Nobel-Winning Strategy Criticized: Jacobs says Model Adds to Volatility

      	by Barry B. Burr, Pensions & Investments, December 8, 1997. In this article, Barry Burr outlines Bruce Jacobs's view that option replication can pose dangers for market stability, and presents the counter arguments of Nobel laureates Myron Scholes and Merton Miller, who argue that options, and option-based strategies, do not increase market volatility or mispricing.
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      The Darker Side of Options Pricing Theory

      	by Bruce I. Jacobs, Pensions & Investments, November 24, 1997. The option pricing formula developed by Nobel Prize winners Myron Scholes and Robert Merton in conjunction with the late Fischer Black recognizes the theoretical equivalence between an option and dynamic positions in the underlying risky asset and cash. The option pricing... formula also opened the door to option replication; by taking and trading positions in the underlying risky asset and cash, investors can replicate the behavior of a desired option. Replication of long option positions, however, requires buying as the underlying asset rises and selling as it falls. Option replication thus has the potential to destabilize markets. This is precisely what happened in 1987, when portfolio insurance, a form of option replication, led to the crash of October 19.
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      Jacobs Blames Portfolio Insurance

      	by Barry B. Burr, Pensions & Investments, September 29, 1997. This article commemorating the 10th anniversary of the 1987 crash highlights Bruce Jacobs's theory of how portfolio insurance contributed to the event. In particular, portfolio insurance trades helped raise market levels above fundamental values before the crash, while selling by insurers, and by other investors responding to insurance sales, brought the market to its knees on October 19, 1987.
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      Crash Showed Danger of 'Insured' Assets: Fragility of Market Highlighted

      	Pensions & Investments, October 13, 1997. In October 1997, Pensions & Investments printed preliminary versions of Chapters 15 and 16 from Capital Ideas and Market Realities. The first chapter describes the new techniques and instruments for insuring equity portfolio value that have emerged since the crash, including sunshine trading,... SuperShares, OTC options, LEAPS and FLEX options, swaps, warrants, and option-embedded bonds (also known as guaranteed equity). The second chapter discusses the risks some of these strategies (particularly OTC options) pose for investors, issuers, and the markets.
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      Viewpoint on Portfolio Insurance: It's Prone to Failure

      	by Bruce I. Jacobs, Pensions & Investment Age, November 16, 1987. In the 1987 crash, portfolio insurance failed to provide the portfolio protection it purported to guarantee, and helped to contribute to the very conditions that spelled its demise.
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      Investors Rush for Portfolio Insurance: Skeptics Worry About Effects on Stock Markets

      	by George Anders, The Wall Street Journal, October 14, 1986. This â€œupdateâ€� on the growth of the portfolio insurance industry notes some of the hidden costs. According to Bruce Jacobs, "In a fast-moving market, portfolio insurance users can get bagged." This apparently happened on September 11-12, 1986, when insured portfolios were forced to sell futures at below-spot prices.

      
      


      
      
      Hidden Risks in Portfolio Insurance

      	by Daniel Forbes, Dun's Business Month, September 1986. In this assessment of portfolio insurance's pros and cons, Bruce Jacobs has the last words: "Everyone has a natural tendency to avoid sleepless nights. Portfolio insurance is performance insurance for money managers and career insurance for corporate pension officers."

      
      


      
      
      Flocking to Hear the Dynamic 'Gospel'

      	Futures, August 1986. Futures magazine covered the New York conference where Bruce Jacobs debated Leland O'Brien Rubinstein Associates' John O'Brien. Jacobs championed uninsured portfolios for pension fund wealth accumulation. O'Brien stated that portfolio insurance "is more satisfying psychologically for pension managers.

      
      


      
      
      Portfolio Insurance's Merits Spur Debate

      	by Trudy Ring, Pensions & Investment Age, July 7, 1986. A little over a year before the 1987 crash, Bruce Jacobs debated John O'Brien of insurance provider Leland O'Brien Rubinstein Associates at a New York conference. O'Brien argued that an insured portfolio will outperform an uninsured portfolio... Jacobs pointed out that the performance periods highlighted in vendors' ads are often ones of poor stock price performance, in which insured portfolios are poised to do well because of their exposure to the (better-performing) cash-equivalent asset. He argued that a constant-mix portfolio will outperform portfolio insurance over the long term. Furthermore, Jacobs argued, rather than locking in past gains, portfolio insurance could end up locking its buyers out of future gains.
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      A Public Debate on Dynamic Hedging

      	(with Bruce I. Jacobs and John O'Brien of Leland O'Brien Rubinstein Associates), in Innovative Portfolio Insurance Techniques: The Latest Developments in 'Dynamic Hedging', Institute for International Research, New York (videotape), June and December 1986. Playing â€œdevil's advocateâ€� in this debate with portfolio insurance vendors,... Bruce Jacobs questions the ability of portfolio insurance to maximize investor wealth and points out its susceptibility to gaps in underlying stock prices and spot-futures basis risk. In general, natural "sellers" of portfolio insurance (including contrarians and value investors, who sell as prices rise and buy as prices fall) can be expected to outperform buyers of portfolio insurance. O'Brien contends that an insured strategy can be expected to outperform an uninsured strategy by more than 100 basis points a year, even after accounting for transaction costs.
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      Dynamic Strategies and the Practice of Investment Management: A Debate

      	(with Bruce I. Jacobs and John O'Brien of Leland O'Brien Rubinstein Associates), Index Futures, Index Options and Dynamic Portfolio Strategies, Berkeley Program in Finance, Monterey, California, September 1984. At this early conference on portfolio insurance, Bruce Jacobs debated John O'Brien of Leland O'Brien Rubinstein Associates,... the leading vendor of portfolio insurance. O'Brien shared with conference participants a paper by LOR's Hayne Leland, "Portfolio Insurance Performance, 1928-1983," which argued that portfolio insurance, a strategy of dynamically switching between risky and riskless assets, could outperform static-mix portfolios and, with the use of leverage, outperform buying and holding the S&P 500. LOR's claim was that annualized returns could be increased by 100 to 200 basis points, after accounting for trading costs. Jacobs, showing charts from his paper, "Is Portfolio Insurance Appropriate for the Long-Term Investor?", compared empirical return distributions for buy-and-hold, portfolio insurance, and constant-mix portfolios. He found that portfolio insurance reduces returns, and is subject as well to performance pitfalls, including gaps in underlying prices. Gaps would be more problematic with a leveraged portfolio pension managers.
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      Is Portfolio Insurance Appropriate for the Long-Term Investor?

      	by Bruce I. Jacobs, Prudential Asset Management Company, June 1984. Empirical results for portfolio insurance, constant-mix portfolios, and buying and holding the S&P 500 over the 1928-82 period indicate that a portfolio insurance policy would have underperformed over the period and would have suffered substantial opportunity costs in... some years by being shut out of market rebounds. An examination of theoretical considerations indicates that certain applications of portfolio insurance also have some very strange implications for investors' utility functions.
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      Jacobs Responds

      	by Bruce I. Jacobs, Pensions & Investment Age, November 14, 1983. In this response to John O'Brien, Bruce Jacobs defends his use of the 1928-82 time period (as compared with the 10-year, 1973-82 period highlighted by Leland O'Brien Rubinstein Associates). He also provides results for the 1939-82 span, a period that excludes the two years... (1933 and 1938) when the portfolio insurance strategy "stopped out" and was therefore "shut out" of subsequent market rallies. The results show that a buy-and-hold S&P 500 strategy and a constant-mix strategy (S&P 500 and Treasury bills) would have ended up with higher returns than the insured portfolio.
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      Research Questioned

      	by John O'Brien, Pensions & Investment Age, September 19, 1983. In a letter to the editor, Leland O'Brien Rubinstein Associates' John O'Brien questions the methodology and lengthy sample period behind the results reported in "The Portfolio Insurance Puzzle." O'Brien finds the "conclusion that [portfolio insurance] reduced long-term gains is precisely 180 degrees opposite to reality."
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      The Portfolio Insurance Puzzle

      	by Bruce I. Jacobs, Pensions & Investment Age, August 22, 1983. Portfolio insurance is a synthetic protective put that relies on moving portfolio assets into risky stocks as stock prices rise and into a risk-free asset as stock prices fall. The opportunity cost of the hedged position in the risk-free asset will seriously hinder the long-term performance of the... strategy. Furthermore, the insured portfolio is susceptible to pitfalls such as gaps in underlying prices and unanticipated increases in volatility. If gaps are extreme enough, the insured portfolio may not be able to transfer to the risk-free asset at the prices required to preserve the supposedly guaranteed floor.
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      Portfolio Insurance Memorandum

      	by Bruce I. Jacobs, Prudential Asset Management Company, January 17, 1983. Written soon after the â€œbirthâ€� of portfolio insurance, this memo describes the basic theory of portfolio insurance and points out some potential problems. The latter include the arbitrary term of the insurance "policy," the impact of unexpected volatility on the strategy's performance, and the possible destabilizing effect of portfolio insurance's trades on securities markets.
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      Long-Term Asset Mix Guidelines for Pension Asset Management Clients

      	by Bruce I. Jacobs, Prudential Asset Management Company, 1983. This piece discusses the application of some concepts from modern portfolio theory, including diversification and efficient frontiers, to the determination of appropriate multi-asset portfolios for long-term investors.
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  From Bruce Jacobs and Ken Levy—two pioneers of quantitative finance—Equity Management, Second Edition: The Art and Science of Quantitative Investment has been substantially updated to help investors build portfolios in today’s transformed investing landscape. 

This compendium of Jacobs and Levy’s published works represents a powerful combination of in-depth research and expert insights gained from decades of experience. It includes 24 new peer-reviewed articles that help leveraged long-short investors and leverage-averse investors navigate today’s complex and unpredictable markets. 

Retaining all the content that made an instant classic of the first edition—including the authors’ innovative approach to disentangling the many factors that influence stock returns, unifying the investment process, and integrating long and short portfolio positions—this new edition addresses critical issues. Among them-- 

* What’s the best leverage level for long-short and leveraged long-only portfolios?
* Which behavioral characteristics explain the recent financial meltdown and previous crises?
* What is smart beta—and why should you think twice about using it?
* How do option-pricing theory and arbitrage strategies lead to market instability?
* Why are factor-based strategies on the rise? 

Equity Management provides the most comprehensive treatment of the subject to date. More than a mere compilation of articles, this collection provides a carefully structured view of modern quantitative investing. You’ll come away with levels of insight and understanding that will give you an edge in increasingly complex and unpredictable markets. 

Jacobs and Levy, two of today’s most innovative thinkers in quantitative finance, will take you to the next level of investing. Read Equity Management and design the perfect portfolio for your investing goals. 

This new edition of Equity Management reflects 30 years of research and investment practice by two pioneers of quantitative equity investing. In the 1980s, Bruce Jacobs and Ken Levy published in peer-reviewed journals a series of articles on detecting and exploiting the factors that significantly influence stock returns. Since then, they have examined short selling in the context of long-short portfolios, optimization of portfolios with short sales or other leveraged positions, markets in crisis, and models that can simulate realistic market behavior.

Equity Management: The Art and Science of Modern Quantitative Investing includes the classic 15 articles from the original edition plus 24 articles that were published since the first edition appeared. Together, they present a compelling argument for the benefits of a quantitative approach in a complex, multidimensional, and dynamic factor world.

The chapters are grouped into eight parts, with introductory material that places each section within the broader context of the investment body of knowledge. Part 1 examines the intricacies of stock price behavior and focuses on detecting the characteristics, or factors, behind them. Security prices are neither efficient nor random and unpredictable. Rather, the market is a complex system, permeated by a web of return regularities. These regularities must be “disentangled” to arrive at the real sources of return. This requires analyzing numerous promising return-predictor relationships simultaneously.

Part 2 looks at how best to exploit the investment opportunities detected. The chapters outline a holistic approach that is multidimensional and dynamic. Viewing the market as integrated allows for greater breadth of investigation and greater depth of analysis, hence enhances the potential for more and better insights. A dynamic, multidimensional, proprietary approach that can adapt to changes in the underlying environment is better poised to capture opportunities than an approach that restricts itself to a small number of well-known and static factors.

Part 3 examines how short sales can expand investment opportunities and improve performance. Balancing long and short positions within a portfolio creates a market-neutral portfolio whose performance should reflect the returns and risks of the constituent securities, but not the performance of the overall market. The return from security selection can be transported to virtually any asset class via derivatives, allowing the investor to take advantage of manager skill, wherever it lies, while maintaining any desired asset allocation.

Part 4 focuses on another long-short approach—enhanced active equity, or 130-30 type portfolios. These portfolios retain full exposure to the market return, while pursuing excess returns via short positions and leveraged long positions. The development of 130-30 type portfolios was motivated by Jacobs and Levy’s research into optimization of long-short portfolios, which showed that the optimization process should consider long positions, short positions, and any benchmark holding simultaneously.

The authors also tackled a problem that arises when optimizing portfolios that contain both long and short positions. As the chapters in Part 5 explain, the factor or scenario models of covariance that simplify the optimization process for long-only portfolios do not necessarily apply to long-short portfolios. Jacobs and Levy, working with Harry Markowitz, provide a solution they call “trimability.”

Part 6 addresses the unique risks of leverage, which are distinct from the risk captured by standard deviation, or volatility; most notable is the risk that a margin call can force the unwinding of positions. The mean-variance model central to modern portfolio theory does not consider these unique risks and can thus lead to “optimal” portfolios with very high leverage. The authors present an alternative model—mean-variance-leverage optimization—that allows an investor who is both volatility-averse and leverage-averse to assess the utility of a portfolio.

High levels of leverage almost led to the demise of hedge fund Long-Term Capital Management in 1998 and to the disruption of the entire financial system in 2008-2009. Part 7 examines these episodes and other periods of market crisis, including the 1987 stock market crash. One conclusion is that products and strategies that promise increased returns at reduced risk have attracted investors, encouraged leverage, and too often precipitated not only their own demise, but also the near-collapse of the global economy.

Part 8 presents work undertaken with Harry Markowitz on a model for simulating market behavior. The Jacobs Levy Markowitz Market Simulator (JLMSim) allows users to create their own market models from the bottom up by specifying the numbers and types of market entities, including portfolio analysts, traders, and investors, as well as their decision rules. The results so far suggest that types of investors (value versus momentum), as well as trading rules, can have significant impacts on market stability.

Foreword to the First Edition by Harry M. Markowitz

Foreword to the Second Edition by Harry M. Markowitz

Preface to the Second Edition

Introduction: Our Approach to Quantitative Investing

PART ONE: Profiting in a Multidimensional, Dynamic World

Chapter 1: Ten Investment Insights That Matter

The Stock Market Is a Complex System
Market Complexity Can Be Exploited with a Rich, Multidimensional Model
Return-Predictor Relationships Should Be Disentangled
An Investment Firm Should Abide By the Law of One Alpha
The Investment Process Should Be Dynamic and Transparent
A Customized, Integrated Investment Process Preserves Insights
Integrated Long-Short Optimization Can Provide Enhanced Returns and Risk Control for Market-Neutral and 130-30 Portfolios
Alpha from Security Selection Can Be Transported to Any Asset Class
Portfolio Optimization Should Take into Account an Investor’s Aversion to Leverage
Beware of Risk Shifting, Free Lunches, and Irrational Markets


Chapter 2: The Complexity of the Stock Market

The Evolution of Investment Practice
Web of Return Regularities
Disentangling and Purifying Returns
Advantages of Disentangling
Evidence of Inefficiency
Value Modeling in an Inefficient Market
Risk Modeling versus Return Modeling
Pure Return Effects
Anomalous Pockets of Inefficiency
Empirical Return Regularities
Modeling Empirical Return Regularities
Bayesian Random Walk Forecasting


Chapter 3: Disentangling Equity Return Regularities: New Insights and Investment Opportunities

Previous Research
Return Regularities We Consider
            Methodology
The Results on Return Regularities
            P/E and Size Effects
            Yield, Neglect, Price, and Risk
            Trends and Reversals
            Some Implications
January versus Rest-of-Year Returns
Autocorrelation of Return Regularities
Return Regularities and Their Macroeconomic Linkages


Chapter 4: On the Value of “Value”

Value and Equity Attributes
Market Psychology, Value, and Equity Attributes
            The Importance of Equity Attributes
Examining the DDM
            Methodology
            Stability of Equity Attributes
Expected Returns
            Naïve Expected Returns
            Pure Expected Returns
Actual Returns
            Power of the DDM
            Power of Equity Attributes
Forecasting DDM Returns


Chapter 5: Calendar Anomalies: Abnormal Returns at Calendar Turning Points    

The January Effect
            Rationales
The Turn-of-the-Month Effect
The Day-of-the-Week Effect
            Rationales
The Holiday Effect
The Time-of-Day Effect


Chapter 6: Forecasting the Size Effect

The Size Effect
            Size and Transaction Costs
            Size and Risk Measurement
            Size and Risk Premiums
            Size and Other Cross-Sectional Effects
            Size and Calendar Effects
Modeling the Size Effect
            Simple Extrapolation Techniques
            Time-Series Techniques
            Transfer Functions
            Vector Time-Series Models
            Structural Macroeconomic Models
            Bayesian Vector Time-Series Models


Chapter 7: Earnings Estimates, Predictor Specification, and Measurement Error

Predictor Specification and Measurement Error
            Alternative Specifications of E/P and Earnings Trend for Screening
            Alternative Specifications of E/P and Trend for Modeling Returns
Predictor Specification with Missing Values
Predictor Specification and Analyst Coverage
            The Return-Predictor Relationship and Analyst Coverage


PART TWO: Managing Portfolios in a Multidimensional, Dynamic World

Chapter 8: Engineering Portfolios: A Unified Approach

Is the Market Segmented or Unified?
A Unified Model
A Common Evaluation Framework
Portfolio Construction and Evaluation
Engineering “Benchmark” Strategies
Added Flexibility
Economies


Chapter 9: The Law of One Alpha

Chapter 10: Residual Risk: How Much Is Too Much?

Beyond the Curtain
Some Implications


Chapter 11: High-Definition Style Rotation

High-Definition Style
            Pure Style Returns
            Implications
High-Definition Management
Benefits of High-Definition Style


Chapter 12: Smart Beta versus Smart Alpha

Supported by Theory?
Active or Passive?
Forward-Looking and Dynamic?
Concentrated Risk Exposures?
Unintended Risk Exposures?
Factor Integration and Risk Control?
Turnover Levels?
Liquidity and Overcrowding?
Transparent or Proprietary?


Chapter 13: Smart Beta: Too Good to Be True?

Smart Beta Portfolios Are Passive
Smart Beta Targets the Most Significant Return-Generating Factors
Smart Beta Portfolios Are Well Diversified
Smart Beta Factors Perform Consistently
Smart Beta Portfolios Benefit from Mean-Reversion in Prices
Smart Beta Portfolios Can Be Efficiently Combined
Smart Beta Benefits from Transparency
Smart Beta Has Nearly Unlimited Capacity
Smart Beta Streamlines the Investment Decision Process for Investors
Smart Beta Costs Less Than Active Investing


Chapter 14: Is Smart Beta State of the Art?

Chapter 15: Investing in a Multidimensional Market

The Market’s Multidimensionality
Advantages of a Multidimensional Approach


PART THREE: Expanding Opportunities with Market-Neutral Long-Short Portfolios

Chapter 16: Long-Short Equity Investing

Long-Short Equity Strategies
Societal Advantages of Short-Selling
Equilibrium Models, Short-Selling, and Security Prices
Practical Benefits of Long-Short Investing
Portfolio Payoff Patterns
Long-Short Mechanics and Returns
Theoretical Tracking Error
Advantages of the Market-Neutral Strategy Over Long Manager Plus Short Manager
Advantages of the Equitized Strategy Over Traditional Long Equity Management
Implementation of Long-Short Strategies: Quantitative versus Judgmental
Implementation of Long-Short Strategies: Portfolio Construction Alternatives
Practical Issues and Concerns
            Shorting Issues
            Trading Issues
            Custody Issues
            Legal Issues
            Morality Issues
What Asset Class Is Long-Short?


Chapter 17: 20 Myths About Long-Short

Chapter 18: The Long and Short on Long-Short

Building a Market-Neutral Portfolio
A Question of Efficiency
Benefits of Long-Short
Equitizing Long-Short
Trading Long-Short
Evaluating Long-Short


Chapter 19: Long-Short Portfolio Management: An Integrated Approach

Long-Short: Benefits and Costs
            The Real Benefits of Long-Short
            Costs: Perception versus Reality
The Optimal Portfolio
            Neutral Portfolios
            Optimal Equitization


Chapter 20: Alpha Transport with Derivatives

Asset Allocation or Security Selection
Asset Allocation and Security Selection
Transporter Malfunctions
Matter-Antimatter Warp Drive
To Boldly Go


PART FOUR: Expanding Opportunities with Enhanced Active 130-30 Portfolios

Chapter 21: Enhanced Active Equity Strategies: Relaxing the Long-Only Constraint in the Pursuit of Active Return

Approaches to Equity Management
Enhanced Active Equity Portfolios
            Performance: An Illustration
            The Enhanced Prime Brokerage Structure
            Operational Considerations
            Comparison to Other Long-Short Strategies


Chapter 22: 20 Myths About Enhanced Active 120-20 Strategies

Chapter 23: Enhanced Active Equity Portfolios Are Trim Equitized Long-Short Portfolios

Market-Neutral, Equitized, and Enhanced Active Portfolios
Trimming an Equitized Portfolio
Enhanced Active Versus Equitized Portfolios
Benchmark Index Choices


Chapter 24: On the Optimality of Long-Short Strategies

Portfolio Construction and Problem Formulation
Optimal Long-Short Portfolios
            Optimality of Dollar Neutrality
            Optimality of Beta Neutrality
            Optimal Long-Short Portfolio with Minimum Residual Risk
            Optimal Long-Short Portfolio with Specified Residual Risk
Optimal Equitized Long-Short Portfolio
            Optimality of Dollar Neutrality with Equitization
            Optimality of Beta Neutrality with Equitization
            Optimal Equitized Long-Short Portfolio with Specified Residual Risk
            Optimal Equitized Long-Short Portfolio with Constrained Beta


PART FIVE: Optimizing Portfolios with Short Positions

Chapter 25: Trimability and Fast Optimization of Long-Short Portfolios

General Mean-Variance Problem
Long-Short Constraints in Practice
Diagonalized Models of Covariance
            Factor Models
            Scenario Models
            Historical Covariance Models
Modeling Long-Short Portfolios
Applying Fast Techniques to the Long-Short Model
            Trimability
            Consequences of Trimability


Chapter 26: Portfolio Optimization with Factors, Scenarios, and Realistic Short Positions

The General Mean-Variance Problem
Solution to the General Problem
Diagonalizable Models of Covariance
            Factor Models
            Scenario Models
            Historical Covariance Matrices
Short Sales in Practice
Modeling Short Sales
Solution to Long-Short Model


PART SIX: Optimizing Portfolios for Leverage-Averse Investors

Chapter 27: Leverage Aversion and Portfolio Optimality

Optimal Enhancement with Leverage Aversion
An Example with Leverage Aversion


Chapter 28: Leverage Aversion, Efficient Frontiers, and the Efficient Region

Specifying the Leverage-Aversion Term
Specification of the Leverage-Aversion Term Using Portfolio Total Volatility
Optimal Portfolios with Leverage-Aversion Based on Portfolio Total Volatility
Efficient Frontiers With and Without Leverage Aversion
Efficient Frontiers for Various Leverage-Tolerance Cases
The Efficient Region


Chapter 29: Introducing Leverage Aversion into Portfolio Theory and Practice

Chapter 30: A Comparison of the Mean-Variance-Leverage Optimization Model and the Markowitz General Mean-Variance Portfolio Selection Model

Leverage Risk—A Third Dimension
Quartic Versus Quadratic Optimization
Practical Insights from the MVL Optimization Model


Chapter 31: Traditional Optimization Is Not Optimal for Leverage-Averse Investors

Mean-Variance Optimization with a Leverage Constraint
The Leverage-Averse Investor’s Utility of Optimal Mean-Variance Portfolios
Mean-Variance-Leverage Optimization versus Leverage-Constrained Mean-Variance Optimization


Chapter 32: The Unique Risks of Portfolio Leverage: Why Modern Portfolio Theory Fails and How to Fix It

The Limitations of Mean-Variance Optimization
Mean-Variance Optimization with Leverage Constraints
Mean-Variance-Leverage Optimization
Optimal Mean-Variance-Leverage Portfolios and Efficient Frontiers
The Mean-Variance-Leverage Efficient Region
The Mean-Variance-Leverage Efficient Surface
Optimal Mean-Variance-Leverage Portfolios versus Optimal Mean-Variance Portfolios
Volatility and Leverage in Real-Life Situations


PART SEVEN: Shifting Risk Can Lead to Financial Crises

Chapter 33: Option Pricing Theory and Its Unintended Consequences

Chapter 34: When Seemingly Infallible Arbitrage Strategies Fail

Chapter 35: Momentum Trading: The New Alchemy

Chapter 36: Risk Avoidance and Market Fragility

Insuring Specific versus Systematic Risk
Insurance and Systemic Risk
Risk Sharing versus Risk Shifting


Chapter 37: Tumbling Tower of Babel: Subprime Securitization and the Credit Crisis

Risk-Shifting Building Blocks
            RMBSs
            ABCP, SIVs, and CDOs
            CDSs
What Goes Up…
            The Rise of Subprime
            Low Risk for Sellers and Buyers
            High Risk for the System
…Must Come Down
            Positive Feedback’s Negative Consequences
            Fault Lines


PART EIGHT: Simulating Security Markets

Chapter 38: Financial Market Simulation

Types of Dynamic Models
JLM Market Simulator
            Status
Events
Objectives and Extensions
            Alternative Investor and Trader Behaviors
            Model Size
Advantages of Asynchronous Finance Models
Caveat


Chapter 39: Simulating Security Markets in Dynamic and Equilibrium Modes

Simulation Overview
Dynamic Analysis
            Different Initial Random Seeds
            Different Ratios of Momentum to Value Investors
            Trading and Anchoring Rules
Capital Market Equilibrium
            Expected Return Estimation Method
            Case Study

The statements below are not recommendations of the advisory services of Jacobs Levy Equity Management or any of its employees.  Certain individuals named below are affiliated with clients of the firm, providers of goods and services to the firm, or institutions that have received philanthropy from the authors. The philanthropy includes the Jacobs Levy Equity Management Center for Quantitative Financial Research, which provides research grants to faculty, sponsors a working paper series, and hosts an annual conference and webinars, the Jacobs Levy Equity Management Dissertation Fellowships in Quantitative Finance, the Dr. Bruce I. Jacobs Scholars in Quantitative Finance, and the Dr. Bruce I. Jacobs Professorship in Quantitative Finance, each at the Wharton School of the University of Pennsylvania.  Additionally, certain individuals listed below have received research awards endowed by the authors, including the Wharton-Jacobs Levy Prize for Quantitative Financial Innovation, which is determined by a selection committee of which one of the authors is Chair; the Research Paper Prizes provided by the Jacobs Levy Center, which are selected by the Academic Directors of the Jacobs Levy Center; and the Bernstein Fabozzi/Jacobs Levy Awards, which are awarded by Portfolio Management Research and funded by Jacobs Levy to authors of the most innovative articles appearing in the Journal of Portfolio Management as determined by subscriber vote.


From the Back Cover

“I learned a lot from this new edition by Bruce Jacobs and Ken Levy, as will any fan of systematic investing.” 
Cliff Asness, Managing & Founding Principal, AQR Capital Management

“From disentangling multiple sources of returns to effectively managing portfolios, Bruce Jacobs and Ken Levy have long applied rigorous analysis and real world experience to complex investment markets.” 
Ronald N. Kahn, Global Head of Scientific Equity Research, BlackRock 

“Bruce Jacobs and Ken Levy walk us through their 30-year legacy of important, insightful, and frequently cutting-edge research articles.” 
Leola Ross, Director, Investment Research, Russell Investments

“It has been my honor to work with Bruce Jacobs and Ken Levy for nearly 25 years. Over this time, I have found their market research to be pioneering, insightful, and rigorous.”
Jim Failor, Chief Investment Officer, Sonoma County Employees’ Retirement Association

“Jacobs and Levy provide a rigorous approach to leading-edge strategies. This book is a highly important read for the innovative investor.”
Jane Buchan, Chief Executive Officer, PAAMCO

“Jacobs and Levy offer a wealth of knowledge and wisdom about the theory and practice of asset management.”
Andrew Lo, MIT Sloan School of Management

Additional Praise

“Investors buy and sell securities in a complex world full of interrelated variables tied to economic fundamentals, information flow, and human behavior. Parsing all of these variables in a systematic fashion is a task almost beyond comprehension. Yet Jacobs and Levy establish a framework for making sense of a marketplace filled with increasingly complex interrelationships. Equity Management is a guidebook to ‘disentangling’ these variables in a manner that can be comprehended while also being comprehensive.” 
Mark Anson, Chief Investment Officer, Commonfund

“Bruce Jacobs and Ken Levy have provided us a thoughtful collection of articles covering essential aspects of active equity management, from portfolio construction to long-short investing and beyond. As one of the early players in so-called ‘smart beta,’ I’m more of a believer in this concept than the authors. That said, this book will make a valued reference for anyone involved in equity portfolio management.” 
Rob Arnott, Chairman, Research Affiliates          

“‘Quant’ is hot these days. But a lot of it is rediscovering and relabeling things we already knew. So why not learn it from two guys who helped create it and are still innovating today. I learned a lot from this new edition by Bruce Jacobs and Ken Levy, as will any fan of systematic investing.” 
Cliff Asness, Managing & Founding Principal, AQR Capital Management

“The second edition of Equity Management: The Art and Science of Modern Quantitative Investing showcases the amazing breadth of research done by Bruce Jacobs and Ken Levy. Bruce and Ken have put together a remarkable collection of 39 of their articles, many ahead of their time, including several on the red-hot topic of factor investing. This volume should be part of every investor’s library.” 
Brian Bruce, Chief Executive Officer & Chief Investment Officer, Hillcrest Asset Management, and Editor-In-Chief, The Journal of Investing

“Jacobs and Levy provide a rigorous approach to leading-edge strategies. This book is a highly important read for the innovative investor.” 
Jane Buchan, Chief Executive Officer, Pacific Alternative Asset Management Company (PAAMCO)

“Essential reading for practitioners, this book reflects 30 years of Jacobs and Levy’s unparalleled experience in quantitative research and asset management. The articles provide an excellent, cohesive explanation of their integrated approach to quantitative investing, as well as a look at the latest state-of-the-art practices for building a factor model for security selection and constructing a portfolio that gets the most out of those insights. They also describe a simulation approach to understanding market behavior that, as markets become increasingly coupled, is likely to become a key source of future innovations.” 
Sebastian Ceria, Chief Executive Officer, Axioma

“Not only have Bruce Jacobs and Ken Levy run a successful asset management firm for three decades, they have been willing to share some of their insights with the investment community through their writings. This compendium of their work demonstrates how investors can combine economic and company fundamentals and qualitative factors in the investment process. Few would be bold enough to disregard their insights or argue with their success.” 
Jon Christopherson, Research Fellow Emeritus, Russell Investments

“Bruce Jacobs and Ken Levy’s Equity Management breaks important new ground in the estimation of expected returns and the optimization of portfolios with short positions and leverage. They extol the virtues of an integrated approach to the optimization of long-short portfolios, investigate the optimality of different types of long-short portfolios, and introduce mean-variance-leverage optimization, which takes into account the ‘unique risks of leverage,’ such as margin call risk. I highly recommend this book for serious students of the market and investment professionals.” 
Gérard Cornuéjols, IBM University Professor of Operations Research, Tepper School of Business, Carnegie Mellon University

“Jacobs and Levy have done it again, wonderfully contributing to the best of both industry and academia. This second edition of Equity Management is filled with invaluable new insights for optimizing equity portfolio returns, including impressive new material on long-short portfolios, leverage aversion, market fragility, optimal short positions, and more. Their new book should be on the shelf of every serious investor and investment manager.” 
Francis X. Diebold, Paul F. and Warren S. Miller Professor of Economics, University of Pennsylvania, Professor of Finance and Statistics, The Wharton School

“This volume is a treat for professional and amateur investors. It presents some of the most influential work of two pioneering and successful money managers. The authors provide a menu dégustation from which the reader can select inspired articles on a variety of quant investment topics. When you have finished this dazzling collection, you will want to read your favorite chapters all over again.” 
Elroy Dimson, Professor of Finance, University of Cambridge, Judge Business School, and Emeritus Professor, London Business School

“Equity Management artfully categorizes and places in context 30 years of influential research and writing from Bruce Jacobs and Ken Levy. Their disciplined investment approach, infused with a balance of theory and practice, resonates throughout each chapter.”
Ian Domowitz, Chief Executive Officer, ITG Solutions Network, and Managing Director, ITG

“Jacobs and Levy have composed a virtual encyclopedia of techniques and strategies to outperform the stock market. It is destined to take its place among the classics of the field.” 
Frank J. Fabozzi, Professor of Finance, EDHEC Business School, Visiting Fellow at Princeton University, Department of Operations Research and Financial Engineering, and Editor, The Journal of Portfolio Management

“Despite the stock market’s highly competitive and efficient nature, there are inefficiencies that can be harvested. These inefficiencies, however, are not just lying around for the taking. It takes a great deal of effort and discipline to tease them out of the market, disentangle them from one another, separate them from all the noise, and understand their dynamic nature. It has been my honor to work with Bruce Jacobs and Ken Levy for nearly 25 years. Over this time, I have found their market research to be pioneering, insightful, and rigorous. If you want to truly understand how the market works, the nature of these inefficiencies, and how a sophisticated and disciplined investor can capitalize on them, I highly recommend their research.” 
Jim Failor, Chief Investment Officer, Sonoma County Employees’ Retirement Association

“This second edition of Jacobs and Levy's Equity Management covers the development of quant investing up to and including the current state of the art. This is a compelling read for disciplined investors; it should be especially so for quant mavens!” 
James L. Farrell, Jr., Chairman, The Q Group (The Institute for Quantitative Research in Finance)

“This collection of articles is rich testament to the rigor and sophistication Bruce Jacobs and Ken Levy bring to their decades-long research into the dynamics of quantitative finance. The acuity of their insights will add meaningfully to the perspectives of even the savviest investors.” 
Geoffrey Garrett, Dean, The Wharton School of the University of Pennsylvania

“As pioneers of quantitative finance, Bruce Jacobs and Ken Levy employed the science of econometric methods and optimization theory to solve the real-world problems they encountered in building a successful investment management business. Their 30 years of experience, along with their knowledge of quantitative methods, puts them in a perfect position to address the art of quantitative investing. When I taught my investment management course at Stanford and later at Wharton, I asked my students to read ‘Disentangling Equity Return Regularities: New Insights and Investment Opportunities.’ Their work has stood the test of time and continues to be relevant today. A wide audience of academics, practitioners, and students will benefit from the accumulated wisdom in this collection of their articles.” 
Michael Gibbons, Deputy Dean, I. W. Burnham Professor of Investment Banking, The Wharton School of the University of Pennsylvania

“While academics fought to convince themselves and others that capital market prices could be explained by a simplified paradigm driven by a few factors, Bruce Jacobs and Ken Levy forged ahead against the academic and practitioner trend by embracing the market’s complexity. Their pioneering work on the multidimensional nature of stock returns was decades ahead of its time. The current relevance of their work demonstrates its innovation, durability, and importance. In this edition, they share the deep and practical insights gained by rich experience and tireless intellectual curiosity, walking us through the equity investment process and challenging, along the way, many of the investing fads of the past few decades. Their work should be required reading for anyone learning about, engaging in, or evaluating equity management.” 
Jeremiah Green, Professor of Accounting, College of Business, Pennsylvania State University

“The 39 articles in this book provide insight into many of the major topics of modern investment analysis. The use of empirical evidence, theoretical modeling, and concrete examples makes the book accessible and important. While the book covers many topics, I found two particularly compelling: the analysis identifying important factors and their dynamic behavior and the research on incorporating leverage as a third dimension of portfolio optimality. This book should be read by both academics and practitioners working in, or hoping to work in, the world of investments.” 
Martin J. Gruber, Scholar in Residence and Professor Emeritus, Stern School of Business, New York University

“Bruce Jacobs and Ken Levy have consistently provided thought leadership in the area of quantitative investing for over 30 years. This collection is filled with ‘must-read’ research for anyone serious about quantitative investing.” 
Campbell R. Harvey, J. Paul Sticht Professor, Fuqua School of Business, Duke University

“The equity market is intractably complex, and I cannot think of anyone who has studied it more seriously and methodically than Jacobs and Levy. This new edition of Equity Management is packed with rigorous analysis, insights, and wisdom, and is an easy read for those interested in markets and investing.”
Emmanuel D. Hatzakis, Investment Strategist, Chief Investment Office, Bank of America Merrill Lynch

“This collection of Jacobs and Levy’s articles provides insightful new perspectives on the entire value chain of equity management, from security selection through long-short portfolio construction to managing portfolios in times of financial crisis. Portfolio managers should find the authors’ model for the trade-offs between expected return, volatility risk, and leverage risk particularly interesting and appealing.” 
Garud N. Iyengar, Industrial Engineering and Operations Research Department Chair and Professor, The Fu Foundation School of Engineering and Applied Science, Columbia University

“From disentangling multiple sources of returns to effectively managing portfolios, Bruce Jacobs and Ken Levy have long applied rigorous analysis and real-world experience to complex investment markets. This collection of their papers testifies to 30 years of thought leadership.” 
Ronald N. Kahn, Global Head of Scientific Equity Research, BlackRock

“Bruce Jacobs and Ken Levy are that rare breed of theoreticians with a long list of peer-reviewed articles who have actually put their ideas into practice managing sizeable assets. This second edition of their 2000 book incorporates lessons learned from the past 16 years of tectonic market events and fundamental new developments in investment management. It is a superb resource for anyone who needs to stay abreast of the most advanced thinking in the investment field.” 
Martin Leibowitz, Managing Director, Morgan Stanley

“Jacobs and Levy offer a wealth of knowledge and wisdom about the theory and practice of asset management; this volume should be required reading for all students and practitioners of quantitative investing.” 
Andrew Lo, Charles E. and Susan T. Harris Professor, MIT Sloan School of Management

“Jacobs and Levy have delivered a comprehensive work on quantitative investing. Their trend-setting research has helped us to distinguish between investment approaches that are truly innovative and those that are mere hype. More than anyone else, they close the gap between academics and real-life investing. Equity Management is a must-read for every fiduciary investor.”
Coos Luning, Chief Investment Officer, TKP Investments, Netherlands

“Over the past 30 years, Bruce Jacobs and Ken Levy have masterfully combined academic research with investment practice. This impressive collection of their research articles provides important insights into a broad assortment of topics ranging from security analysis to portfolio construction techniques. This book should be part of the library of academics and practitioners alike.” 
A. Craig MacKinlay, Joseph P. Wargrove Professor of Finance, The Wharton School of the University of Pennsylvania

“I made the work of Jacobs and Levy required reading for my portfolio management class, and if still teaching, would continue to do so. Their work combines rigorous academic research with valuable insights into the real world of investment practice. One of their many insights is that an optimized combination of long and short positions is well suited to exploit relative security valuations Because many investors cannot act on negative information by selling short, there are more opportunities for shorts. For those who can sell short, and who know how to integrate their short positions with their long positions, that is a major advantage. Equity Management should be on the bookshelf of every serious student of the stock market today.” 
Edward M. Miller, Professor of Economics and Finance, University of New Orleans

“While factor investing is today in the mainstream of portfolio management, understanding and successfully executing on multidimensional exposures is nuanced. That is the main point of this excellently written book. The authors powerfully lay out how factor opportunities are driven by patterns of investor demand which means that factor identification is necessarily a dynamic process and factor returns and risks are not stationary. This is an important book for anyone concerned with alpha generation and portfolio construction.” 
André Perold, George Gund Professor of Finance and Banking, Emeritus, Harvard University

“Bruce Jacobs and Ken Levy walk us through their 30-year legacy of important, insightful, and frequently cutting-edge research articles. The accompanying commentary places this research in financial history, from the early days of quant equity management through the rise of hedge funds, from the rise of leverage through the systemic risks that have wreaked havoc across the globe. This book provides an invaluable education to young investors who want to learn about how we got here and, to those of us who’ve lived through it, an entertaining and informative account of where we’ve been.” 
Leola Ross, Director, Investment Strategy Research, Russell Investments

“Normal investors commit normal cognitive errors; they confuse good stocks with good companies, and markets that have risen with markets that will rise. Jacobs and Levy, long-term students of financial markets, demonstrate how the exceptional investor can profit by taking advantage of the actions of normal investors. This is an insightful book.” 
Meir Statman, Glenn Klimek Professor of Finance, Leavey School of Business, Santa Clara University

“Jacobs and Levy have influenced multiple generations of quantitatively oriented investors, as well as me personally. Their work spans the divide between classic financial theory and ever-changing technology and markets to provide a comprehensive, relevant guide for practitioners. This book should be mandatory reading for all quants and aspiring quants.” 
Savita Subramanian, Head of US Equity & Quantitative Strategy, Bank of America Merrill Lynch

“For 30 years, Bruce Jacobs and Ken Levy have managed to successfully blend institutional best practices with the highest caliber of quantitative financial research. Equity Management: The Art and Science of Modern Quantitative Investing is further proof that Jacobs and Levy are pioneers in the field of quantitative investing.”
Robert Sullivan, Dean, School of Management, University of California, San Diego

“Jacobs and Levy share their three decades of academic insights and practical investment experience. Every quantitative investor will find value in these pages.” 
Edward O. Thorp, Author of Beat the Dealer and A Man for All Markets

“Equity Management: The Art and Science of Modern Quantitative Investing opens a window into the thought processes of one of the most experienced and successful quantitative investment teams. I will be recommending the book to my students and, for that matter, to any students of investment management.” 
Sheridan Titman, Walter W. McAllister Professor of Finance, McCombs School of Business, The University of Texas at Austin

“Equity Management is a book that every serious student of stock selection and portfolio management should read and devour. Bruce Jacobs and Ken Levy are outstanding members of the small band of first-rate academics (including several Nobel laureates) who have managed with great success to implement their academic research in the real world of Wall Street. The articles in this collection present a coherent picture of the authors’ path-breaking research into the numerous ‘anomalies’ that, taken together, can be used to build a successful stock selection and portfolio construction process. Jacobs and Levy make a very strong case, both in their research and in their practice, that a successful ‘quant’ strategy can be developed by combining many disentangled factors. Every advanced investments student in an MBA or PhD program, every CFA candidate, and every portfolio manager should read this book.”
David K. Whitcomb, Founder & Chairman Emeritus, Automated Trading Desk, and Professor Emeritus, Rutgers Business School, Rutgers University

“Jacobs and Levy’s 1988 disentangling article (Chapter 3 in this marvelous book) was the first serious research into combining numerous anomalies in a comprehensive multifactor model. It remains the definitive source to beat the market with a quantitative model, whether for long equity, market-neutral and 130-30 long-short, or hedge portfolios. This amazing collection of their 39 journal articles considers security selection, portfolio optimization, simulating security markets, the effect of options, size, value, smart beta, style, calendar anomalies, and active versus passive investment style. It is a thorough tour through superior investment strategies and a fabulous addition to the investment literature. It’s all one needs to turn the amateur investor into the best professional investor around.” 
William T. Ziemba, Professor Emeritus, University of British Columbia, and London School of Economics

there
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              	May 01, 2018	Financial Analysts Journal, by Marc L. Ross, Second Quarter 2018

		Veteran practitioners of the art and science of equity management Bruce Jacobs and Kenneth Levy have compiled a highly readable, entertaining, and well-informed collection of their articles on the history and development of the quantitative techniques of stock selection. The book is a well-organized romp through... the development of portfolio optimization and the techniques used to achieve it, with considerable attention devoted to factor models, long-short design, and smart beta. The work provides fodder and invaluable insight for the professional equity investor, analyst, performance measurement analyst, compliance specialist, and risk manager. Academics could selectively parse the work for portions of a course curriculum, and CFA charter holders and CFA Program candidates could consume various selections to reinforce concepts critical to their work as investment professionals. —Marc L. Ross, Financial Analysts Journal, Second Quarter
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              	Oct 01, 2017	The Federal Lawyer, by Christopher C. Faille, October/November 2017

		Bruce Jacobs and Kenneth Levy are both practitioners and scholars of what the subtitle of this book calls "modern quantitative investing." The article that will likely most interest readers of The Federal Lawyer is one of the new additions to this edition, and one with the wonderfully scriptural title â€œTumbling Tower of Babel: Subprime Securitization and the Credit Crisis.â€�... It discusses the causes of the then-ongoing global financial crisis. Jacobs’ article and its notes offer a very valuable brief introduction to the subject and the literature, with much straight-forward explanation, even of the alphabet-soup of the crisis. —Christopher Faille, The Federal Lawyer, October/November 2017
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              	Aug 22, 2017	"Jacobs, Levy, and Markowitz on Portfolios," by Christopher Faille, AllAboutAlpha, August 22, 2017

		Bruce Jacobs and Kenneth Levy, founders and Chief Investment Officers of Jacobs Levy Equity Management, have brought out a new and considerably thickened edition of their classic collection of articles on equity investment. This second edition of Equity Management contains all 15 articles from the... original, and 24 of more recent vintage. It also contains a new foreword, by Harry Markowitz, along with a reprinting of Markowitz’ original foreword. Markowitz received the Nobel Prize in Economics in 1990. In his foreword to the first edition of Equity Management, Markowitz credited Jacobs and Levy with "bridging the gap between theory and practice in the world of money management." In his foreword to this expanded edition, Markowitz congratulates them more specifically on their "efforts to extend the general portfolio selection theory to accommodate recent innovations in portfolio management." Some of their work, he says, laid the foundation for strategies such as the 130-30 long-short portfolios. —Christopher Faille, AllAboutAlpha, August 22, 2017
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  Financial crises are often blamed on unforeseeable events, the unforgiving nature of capital markets, or just plain bad luck. Too Smart for Our Own Good challenges those conclusions and shows instead that they result from strategies that create an illusion of safety.

Bruce Jacobs reveals how investors invariably fall for investment strategies that promise higher returns and protection from losses, but end in greater risk for markets and the economy. The book examines the influence of such strategies on recent financial crises, including the 1987 stock market crash, the 1998 collapse of the hedge fund Long-Term Capital Management, the 2007–2008 credit crisis, and the European debt crisis. Investors who are aware of the common threads that connect these market disruptions can avoid the mistakes of the past and anticipate future market crises.

The book provides a “behind the curtain” look at the investment approaches and instruments that caused several recent financial crises.

Financial crises are often blamed on unforeseeable events, the unforgiving nature of capital markets, or just plain bad luck. Too Smart for Our Own Good argues that these crises are caused by certain alluring investment strategies that promise both high returns and safety of capital. In other words, the severe and widespread crises we have suffered in recent decades were not perfect storms. Instead, they were made by us. By understanding how and why this is so, we may be able to avoid or ameliorate future crises—and maybe even anticipate them.

One of today’s leading financial thinkers, Bruce I. Jacobs, examines recent financial crises—including the 1987 stock market crash, the 1998 collapse of the hedge fund Long-Term Capital Management, the 2007–2008 credit crisis, and the European debt crisis—and reveals the common threads that explain these market disruptions. In each case, investors in search of safety were drawn to novel strategies that were intended to reduce risk but actually magnified it—and blew up markets. Too Smart for Our Own Good takes a behind-the-curtain look at:


	The inseparable nature of investment risk and reward and the often counterproductive effects of some popular approaches for reducing risk


	A trading strategy known as portfolio insurance and the key role it played in the 1987 crash


	How option-related trading disrupted markets in the decade following the 1987 stock market crash


	Why the demise of Long-Term Capital Management in 1998 wreaked havoc on US stock and bond markets


	How mortgage-backed financial products, by shifting risk from one party to another, created the credit crisis of 2007–2008 and contributed to the subsequent European debt crisis



This broad, detailed investigation of financial crises is the most penetrating and objective look at the subject to date. In addition, Jacobs, an industry insider, offers invaluable insights into the nature of investment risk and reward, and how to manage risk.

Risk is unavoidable—especially in investing—and financial markets connect us all. Until we accept these facts and manage risk in responsible ways, major crises will always be just around the bend. Too Smart for Our Own Good is a big step toward smarter investing—and a better financial future for everyone.
Exhibits                                                                                        
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From the Back Cover

 “Bruce Jacobs explains when a crash is likely. Buy this book today and be forewarned.”
Elroy Dimson, Professor of Finance, Cambridge Business School

 “Bruce Jacobs takes a close look at financial blowups over four decades and finds a common element: risk management and investment strategies that appear benign but pose dire systemic risks.”
Greg Feldberg, Director of Research, US Financial Crisis Inquiry Commission

 “Too Smart for Our Own Good is a remarkable combination of decades of hands-on wisdom with astute analytical insight on a topic that is vital not only to the world of finance, but also to the world at large.”
Geoffrey Garrett, Dean, The Wharton School

 “Bruce Jacobs has produced an important and timely book that explains the common themes that underlie these disruptive events and offers the possibility of avoiding them in the future.”
Richard Lindsey, former Director of Market Regulation and Chief Economist of the SEC

 “Bruce Jacobs explains in clear and often gripping ways how leverage, opacity, and complex investment strategies contributed to market meltdowns.”
Frank Partnoy, Author of F.I.A.S.C.O. and Infectious Greed 

“I heartily recommend this latest book by Bruce Jacobs to better understand and anticipate market crashes.”
Robert Ploder, former Senior Investment Manager, IBM Retirement Funds

Additional Praise

“New Jersey money manager Bruce I. Jacobs writes in the Financial Analysts Journal that when financial products sold as risk reducers become big hits with investors, the institutions offering them become more prone to risk that they themselves cannot diversify away or hedge. This risk then could rear up and bite deeply during periods of extreme economic volatility. ‘The end result can be catastrophic,’ Jacobs warns.”
William P. Barrett, in “Weapons of Mass Panic,” Forbes, March 15, 2004

 “What a great time for Bruce Jacobs to bring us Too Smart for Our Own Good: Ingenious Investment Strategies, Illusions of Safety, and Market Crashes. We are in the middle of yet another behaviorally driven market cycle and can use his sage advice and keen observations to help us navigate through it. Jacobs argues that investment products have the potential to interact in damaging ways with investor psychology. He also discusses the classic behavioral error of trend-following trading. The lessons learned from the past can be applied to today’s trend following themes: disruptive innovation, machine learning and crypto-currency. This is a timeless book that arrives just in time.”
Brian Bruce, Editor, The Journal of Behavioral Finance

 “Bruce Jacobs has the knowledge, experience, energy, and enthusiasm to draw keen insights from financial market disruptions such as the 1987 market crash and the 2007-2008 credit crisis. Too Smart for Our Own Good finds the common threads among the investment strategies and products that were supposed to be risk reducing, but instead gave rise to these and other market crises.”
Barry Burr, former Editorial Page Editor, Pensions & Investments 

“Too Smart for Our Own Good covers most of the financial disasters in the last part of the 20th century and the beginning of the 21st century. Bruce Jacobs was there and knows what he is talking about. The coverage is thorough and isolates the critical issues. There are several threads that link these disasters together such as liquidity squeezes/freezes, complexity and obscurity of investment instruments, leverage, nifty math, and a lot of hubris. Which leaves the reader asking how could so many talented investors make such huge mistakes? The answer, of course, is complicated, and this book will help you understand what happened and why.”
Jon A. Christopherson, Research Fellow Emeritus, Russell Investments 

“Bruce Jacobs explains when a crash is likely: It’s when the economy is strong and risks appear to be low. Buy this book today and be forewarned.”
Elroy Dimson, Professor of Finance, University of Cambridge, Judge Business School, and Emeritus Professor, London Business School

 “Bruce Jacobs’s insightful analyses of financial crises will alert readers to how some financial instruments and strategies can mask investment risk and lead to excessive leverage. The end result can be forced selling to meet margin calls and a collapse of liquidity and prices. One remedy suggested by Jacobs is to incorporate investors’ natural aversion to leverage risk into portfolio decision making. Investors and financial institutions would do well to heed the warnings in this book.”
Frank J. Fabozzi, Professor of Finance, EDHEC Business School, and Editor, The Journal of Portfolio Management 

“Bruce Jacobs takes a close look at financial blowups over four decades and finds a common element: risk management and investment strategies that appear benign at the micro level but pose dire systemic risks at the macro level. This is an important lesson as memories of the global financial crisis start to fade.”
Greg Feldberg, Director of Research, Financial Crisis Inquiry Commission, United States of America 

“Too Smart for Our Own Good is a remarkable combination of decades of hands-on wisdom from a great investor with astute analytical insight born of detailed research—on a topic that is vital not only to the world of finance, but also to the world at large.”
Geoffrey Garrett, Dean, The Wharton School of the University of Pennsylvania

 “A central theme of Bruce Jacobs’s new book is the importance of understanding the relationship between the actions of those in the financial marketplace—financial institutions, financial advisers, regulators, and investors—and their consequences. The increasing frequency of market crashes is a clarion call for a thorough investigation of the causes of market fragility. Too Smart for Our Own Good offers a critical analysis that is of paramount importance for all of us.”
Michael Gibbons, Deputy Dean, I. W. Burnham Professor of Investment Banking, The Wharton School of the University of Pennsylvania

 “Wall Street’s equivalent of the movie Nightmare on Elm Street – Part 10. Portfolio insurance/dynamic hedging, the Freddy Krueger of the 1987 stock market crash, is back again with the recent growth of options and swaps. Jacobs builds the case for how portfolio insurance and dynamic hedging exacerbated the 1987 crash and points out that dynamic hedging has played a similar role in recent periods of market volatility. And he draws unsettling parallels to the market turbulence surrounding the collapse of Long-Term Capital Management: the forced selling of overleveraged arbitrage positions, the ‘illusion’ of market liquidity, and the frontrunning by competing traders.” 
Robert Glauber, Executive Director, Brady Commission and former Under Secretary of the Treasury, endorsement for Jacobs’s earlier work, Capital Ideas and Market Realities: Option Replication, Investor Behavior, and Stock Market Crashes

 “Bruce Jacobs, a prescient, early critic of portfolio insurance, has turned his attention to the series of financial market disasters since the crash of 1987. He identifies the flaws in a variety of strategies and instruments intended to increase returns and reduce risks that have perversely increased the fragility of the financial system. Jacobs combines an expert practitioner’s understanding of complex financial instruments with insights from analytic and behavioral finance to provide lucid explanations of the logical flaws in these approaches. This is a highly readable account of a series of innovations that proved too clever by half.”
Richard J. Herring, Jacob Safra Professor of International Banking, and Director, Wharton Financial Institutions Center, The Wharton School of the University of Pennsylvania

 “Bruce Jacobs demonstrates effectively that trend-following strategies like portfolio insurance are fair-weather techniques that may add to, rather than minimize, troubles when a major crash occurs.”
Charles P. Kindleberger, author of Manias, Panics, and Crashes: A History of Financial Crises, endorsement for Jacobs’s earlier work, Capital Ideas and Market Realities: Option Replication, Investor Behavior, and Stock Market Crashes

 “It has been said that history is the sum total of things that could have been avoided. That statement has never been truer than when applied to the history of financial crises. Too often financial innovation, marketed by Wall Street firms as a means to reduce or control risk, actually creates or exacerbates other, unforeseen, risks. Bruce Jacobs has produced an important and timely book that explains the common themes that underlie these disruptive events and offers the possibility of avoiding them in the future. It will be of inestimable, and equal, value to practitioners, regulators, and the academic community.”
Richard Lindsey, former Director of Market Regulation and Chief Economist of the Securities and Exchange Commission 

“Bruce Jacobs, an investment manager who predicted before the 1987 crash that portfolio insurance would trigger chain-reaction selling, recently forecast that option-strategies (‘the sons of portfolio insurance’) would play a similar, though more muted, role in a future debacle. Monday [October 27, 1997] provided damning evidence.”
Roger Lowenstein, in The Wall Street Journal, November 6, 1997

 “This is the book investors should read today to be prepared for the next crash, which is certain to come.”
Edward M. Miller, former Professor of Economics and Finance, University of New Orleans

 “In Too Smart for Our Own Good, Bruce Jacobs brings his extensive experience and expertise as a financial analyst and commentator to bear on the increasingly important, and frequent, problem of financial crises. He weaves together stories of various crises since the 1980s and explains in clear and often gripping ways how leverage, opacity, and complex investment strategies contributed to market meltdowns. He also shines a light on the often-neglected conflicts of interest among market professionals and in academia. Anyone who wants markets to be safer and more stable should harken to Jacobs’s words of wisdom.”
Frank Partnoy, Author of F.I.A.S.C.O. and Infectious Greed, and Professor of Law, University of California, Berkeley 

“Black Swan events seem to be occurring all too frequently in markets. Have we forgotten that market returns are not normally distributed but instead reflect the fat tails we read about but never quite take into consideration? I heartily recommend carefully reading this latest book by Bruce Jacobs. Doing so will make you better able to understand and anticipate market crashes. Every one of Jacobs’s publications has offered the reader excellent documentation and reasoning as to what happened, why it happened, and the likelihood of it happening again.”
Robert F. Ploder, former Senior Investment Manager, IBM Retirement Funds 

“Bruce Jacobs makes a strong case for admitting that financial crises are created by activities within financial markets, not by external factors, nor by a confluence of bad luck. His main message can be paraphrased using the words from a well-known 1970 Earth Day poster, namely, ‘we have met the enemy and he is us.’ Jacobs does a splendid job of connecting the dots of the causes of crises and suggests how we can think about the daunting task of ‘taming the tempest.’”
Hersh Shefrin, Mario L. Belotti Professor of Finance, Leavey School of Business, Santa Clara University

 “Every fiduciary should read this book. Investors have too often been taken in by promotions appealing to their basic human instincts of fear and greed. Bruce Jacobs shows how supposedly low-risk, seemingly infallible investment strategies can backfire. His views on portfolio insurance helped steer our profit-sharing fund away from that craze in 1987. Today, especially in light of the Long-Term Capital Management fiasco, investors should know what Jacobs has to say about derivatives trading strategies and market crashes.”
John E. Stettler, Vice President-Benefit Investments, Georgia-Pacific Corporation, endorsement for Jacobs’s earlier work, Capital Ideas and Market Realities: Option Replication, Investor Behavior, and Stock Market Crashes

 “In this very thoughtful and comprehensive book, Bruce Jacobs takes the reader on a tour of the financial markets and the market crises we have lived through. One key piece of advice is to be wary of so-called experts, no matter how smart they are. I highly recommend this well researched and written book.”
William T. Ziemba, Professor Emeritus, University of British Columbia

The statements below are not recommendations of the advisory services of Jacobs Levy Equity Management or any of its employees and have been made by individuals who are not and have not been clients of the firm.
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              	Aug 08, 2022	Too Smart for Our Own Good, by David Fuhrman

		â€œThis book is an incredibly outstanding work. The extent of the thoroughly detailed and annotated research into past events is amazing! The insights into underlying causes and prescriptions for prevention simply fascinating. The best part is the final chapter where the common themes of past crises are summarized and suggestions/recommendations provided for avoidance or at least mitigation of future crises.â€� â€”David Fuhrman, managing director of Kensington Financial Advisors

              


              
              

              
              
              
              	Apr 14, 2021	"Book Review: Too Smart for Our Own Good," by Nick Ronalds, CFA Institute Enterprising Investor, March 4, 2021

		â€œThe core thesis of Too Smart for Our Own Good should be taken to heart not only by investment professionals but by all investors. Free-lunch promises, complexity, opacity, and excessive leverage have too often combined to toxic effect. Financial professionals in particular could benefit greatly from studying the market crises analyzed in this book and the key lessons to be drawn from them.â€� --Nick Ronalds, CFA Institute Enterprising Investor
view article
              


              
              

              
              
              
              	Sep 01, 2019	â€œToo Smart for Our Own Good,â€� Journal of Economic Literature, September 2019

		â€œToo Smart for Our Own Good explores the strategies and products behind financial crises, focusing on portfolio insurance in the 1980s, arbitrage strategies pursued by Long-Term Capital Management (LTCM) in the 1990s, and the mortgage-linked securities of the 2007-08 crisis. The book considers free-lunch products and highlights strategy characteristics that foster market fragility, effective regulatory reform, and warning signs.â€�

              


              
              

              
              
              
              	May 22, 2019	 Too Smart for Our Own Good, Audiobook Master

		In Too Smart for Our Own Good, you will learn the following insights: how three recent financial crises reveal what's wrong in finance and investing; what delusions and errors in judgement the investors in these schemes shared; and why "free-lunch" investing strategies often lead to financial disruption."â€”Audiobook Master, YouTube
view article
              


              
              

              
              
              
              	Apr 23, 2019	 Too Smart for Our Own Good, by Lawrence Goodman

		â€œWe clearly have not learned. This book is timely.â€� â€”Lawrence Goodman, president of the Center for Financial Stability

              


              
              

              
              
              
              	Apr 22, 2019	 Too Smart for Our Own Good, www.getAbstract.com

		â€œJacobs offers some hard-hitting wisdom gleaned from his detailed knowledge and experience in market investing. Fund managers and investors of all types will find value in his exploration of the common causes of financial calamities.â€�
view article
              


              
              

              
              
              
              	Jan 22, 2019	Too Smart for Our Own Good, by Scott Nations

		â€œJacobs had a starring role in my book as one of the first who understood the weaknesses of portfolio insurance. That episode taught me that smart people can become willfully blind to deficiencies they know exist if those deficiencies make things messy.â€�â€”Scott Nations, author of A History of the United States in Five Crashes: Stock Market Meltdowns That Defined a Nation

              


              
              

              
              
              
              	Jan 15, 2019	Too Smart for Our Own Good, by Harold L. Vogel

		Too Smart for Our Own Good provides one of the most comprehensive, readable, and useful descriptions of portfolio insurance and the Crash of 1987 that has yet been published. It also provides detailed and intensive coverage of many other bubbles and crashes, especially of the housing boom and bust of 2007-08. But its most important and central point is that risk can be either shared or shifted, but not ever entirely eliminated from the financial system. This is a crucial insight that is widely ignored or overlooked by investors, bankers, and â€˜quantsâ€™ when a bubble is in its later stages of development.â€� â€”Harold L. Vogel, author of Financial Market Bubbles and Crashes: Features, Causes, and Effects, Second Edition

              


              
              

              
              
              
              	Dec 12, 2018	"Jacobs, Too Smart for Our Own Good," by Brenda Jubin, Reading the Markets, December 12, 2018

		â€œJacobs recognizes that the crash-inducing strategies and products of the future will be different from those that caused problems in the past. He remains convinced, however, that they will share the same fundamental characteristics. Forewarned is forearmed.â€�
view article
              


              
              

              
              
              
              	Nov 28, 2018	 Too Smart for Our Own Good, by Janet Tavakoli

		"Too Smart for Our Own Good is very well done and comprehensiveâ€”a valuable reference. The explanations about the causes of market crashes are very well laid out and illustrated.â€� â€”Janet Tavakoli, president of Tavakoli Structured Finance and author of Structured Finance & Collateralized Debt Obligations: New Developments in Cash and Synthetic Securitization

              


              
              

              
              
              
              	Nov 27, 2018	â€œSteamrollers, Geniuses and Market Crashes,â€� by Christopher Faille, AllAboutAlpha, November 27, 2018

		â€œJacobsâ€™ book is a thoughtful review of the incidents it covers, making vivid some matters which have faded a bit in history, and giving context to matters that remain all too vivid.â€�
view article
              


              
              

              
              
              
              	Sep 19, 2017	A First-Class Catastrophe, by Diana B. Henriques

		â€œWhen Jacobs heard about the LOR [Leland Oâ€™Brien Rubinstein Associates] strategy, he immediately spotted a flaw. â€¦ He wrote in a prescient memo to [Prudential Insurance Company of Americaâ€™s] clients in January 1983, â€˜if a large number of investors utilized the portfolio insulation technique, price movements would tend to snowball.â€™â€� â€”Diana B. Henriques, author of A First-Class Catastrophe: The Road to Black Monday, the Worst Day in Wall Street History
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  Market neutral strategies have gained attention in recent years for their potential to deliver positive returns regardless of the underlying market's direction. As the co-founders and principals of Jacobs Levy Equity Management, Bruce Jacobs and Ken Levy have been designing, managing, and writing about market neutral equity strategies since 1990. Market Neutral Strategies provides a forum in which they and some of the industry's other leading market neutral practitioners discuss the implementation, the benefits, and the risks of market neutral investing.

In general, market neutral strategies seek to profit from detecting perceived mispricings in individual securities and constructing portfolios that deliver the excess return (and risk) associated with those securities, regardless of underlying market moves. Market neutral investing employs the same instruments as more conventional strategies, although it tends to be more dependent on derivatives. Market neutral investing also exploits the same methods as more conventional active strategies, including in-depth fundamental analysis, technical approaches, and quantitative techniques. Market neutral strategies have the same basic aim as more conventional active strategies: to buy low and sell high. In more traditional approaches, however, the buying and selling are sequential events, whereas in market neutral they are more often concurrent.

Market Neutral Strategies discusses long-short equity portfolios, convertible bond hedging, merger and mortgage arbitrage, and sovereign fixed-income arbitrage. Additional chapters cover the tax implications of market neutral investing for taxable and tax-exempt investors; the "transportation" of alpha from a particular market neutral strategy to other asset classes; and the failure of two notorious "market neutral" hedge funds, Askin Capital Management and Long-Term Capital Management.

As the co-founders and principals of Jacobs Levy Equity Management, Bruce Jacobs and Ken Levy have been designing, managing, and writing about market neutral equity strategies since 1990. Market Neutral Strategies provides a forum in which they and some of the industry's other leading market neutral practitioners discuss the implementation, the benefits, and the risks of market neutral investing. The discussion is directed toward institutional investors, sophisticated individual investors, and investment consultants who seek a deeper understanding of how these strategies can contribute to the pursuit of investment return and the control of investment risk.

In general, market neutral strategies seek to profit from detecting perceived mispricings in individual securities and constructing portfolios that deliver the excess return (and risk) associated with those securities, regardless of underlying market moves. This is accomplished by holding balanced long and short positions in various securities and/or by holding these securities in conjunction with long or short positions in derivatives securities so that the overall portfolio's exposure to primary risk factors such as equity market and interest rate risks is neutralized. Market neutral investing employs the same instruments as more conventional strategies, although it tends to be more dependent on derivatives than conventional strategies. Market neutral investing also exploits the same methods as more conventional active strategies, including in-depth fundamental analysis, technical approaches, and quantitative valuation and construction techniques. Market neutral strategies have the same basic aim as more conventional active strategies: to buy low and sell high. In more traditional approaches, however, the buying and selling are sequential events, whereas in market neutral they are more often concurrent.

Market Neutral Strategies covers five popular strategies. In "Market Neutral Equity Investing," Bruce Jacobs and Ken Levy demonstrate the construction and benefits of an optimal, integrated market neutral portfolio using long and short positions in individual equity securities. In "Convertible Bond Hedging," Jane Buchan of Pacific Asset Management Company examines a market neutral strategy that seeks to profit from the premium offered by convertibles over either their bond or stock equivalent values, while hedging associated equity market and interest rate risk. John Maltby of DKR Capital, in "Sovereign Fixed-Income Arbitrage," details two strategies for building market neutral portfolios with national debt securities; one involves bond futures and the other interest rate swaps. Among the more complicated and esoteric market neutral strategies is mortgage arbitrage. "Market Neutral Strategies with Mortgage-Backed Securities" by George E. Hall of the Clinton Group and Seth C. Fischoff gets into the meat and potatoes of these portfolios, including such issues as how to deal with prepayment risk and "burnout." Daniel S. Och of Och-Ziff Capital Management and Todd C. Pulvino of Northwestern University's Kellogg School of Management, in their chapter "Merger Arbitrage," show how merger arbitragers can reap an "insurance premium" by taking on the risk of merger failures.

Additional chapters cover areas of general concern. Jane Buchan joins editors Bruce Jacobs and Ken Levy to answer some common questions in "Questions and Answers About Market Neutral Investing." For instance, can neutrality be achieved by combining a portfolio holding long positions with one holding short positions? Aren't short positions inherently riskier than long positions? Should an investor use a single manager or multiple managers to best exploit market neutral strategies? In "Transporting Alpha," Bruce Jacobs and Ken Levy show how the excess alpha return from a market neutral strategy can be combined with the systematic return on virtually any asset class, offering plan sponsors and investment managers the ability to optimize the returns from both asset allocation and security selection. Bruce Jacobs and Ken Levy go on to examine two notorious "market neutral" failures, dissecting the cases of Askin Capital Management, a firm that specialized in mortgage arbitrage, and Long-Term Capital Management, which dealt in sovereign fixed-income, merger arbitrage, and equity option and long-short trading; these two cases provide some object lessons for investors considering market neutral managers. Investors and managers alike may gain much needed insight into the taxation of market neutral investing from "Significant Tax Considerations for Taxable Investors in Market Neutral Strategies" by Peter E. Pront and John E. Tavss of Seward & Kissel. Seward & Kissel's Peter Pront and S. John Ryan follow up with a look at some tax and legal concerns for tax-exempt investors in market neutral strategies in "Tax-Exempt Organizations and Other Special Categories of Investors."

Their potential contribution to overall fund diversification has been one of the primary selling points for market neutral strategies. These strategies have much to offer beyond diversification, however. They can be used, for example, to exploit opportunities in markets that might otherwise be considered too risky for suitable investment. They can allow investors to fine-tune portfolio risk exposures. They can also be used to enhance return; the ability to sell short, for example, allows the investor to seek out opportunities in overvalued securities, as well as undervalued ones. And, one of the major advantages of market neutral construction is that it allows the investor to extract the return available from selecting securities in one asset class and, by using derivatives, to transport that return to an entirely different asset class, allowing the investor to reap the rewards of both individual security selection and asset class selection.
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“Elucidates the sources of potential alpha for a breadth of strategies, as well as the origins of prior miscues.”
Edgar J. Sullivan, PhD, CFA, Managing Director, General Motors Asset Management

 “A comprehensive, thought-leading treatment of market neutral investing.”
Thomas F. Obsitnik, CFA, Investment Advisor, Eli Lilly and Company

 “This excellent and highly relevant publication provides practical answers to practical problems.”
Hans de Ruiter, Senior Portfolio Manager, ABP Investments

 “A wealth of insights about market neutral investing from a range of real-life practitioners.”
Rick Harper, Chief Executive Officer, Superannuation Funds of South Australia 

“Bruce Jacobs and Ken Levy blazed the trail for institutional market neutral investing; now they illuminate it.”
Richard M. Ennis, CFA, Principal, Ennis Knupp + Associates 

“Jacobs and Levy handle the complex subject of investing in markets while remaining neutral to the whims of those markets at a level the intelligent investor will understand.”
Leola Ross, PhD, CFA, Senior Research Analyst, Russell Investment Group 

“A comprehensive book on the challenges and opportunities in market neutral investing, and a road map of pitfalls that many would find only by stumbling into them.”
Robert D. Arnott, Chairman, Research Affiliates, LLC and Editor, Financial Analysts Journal

 “A comprehensive review of the risks, potential returns, and mechanics of market neutral strategies, drawing on the theoretical and hands-on knowledge of industry experts.”
Harry M. Markowitz, 1990 Nobel Laureate in Economics

Additional Praise

"Market Neutral Strategies surpasses its mission. Bruce Jacobs, Ken Levy, and their contributing authors elucidate the sources of potential alpha for a breadth of strategies, as well as the origins of prior miscues. At long last there is a single volume that is a practical and comprehensive guide for investors who want to explore or to learn more about market neutral and a valuable reference for seasoned investors."
Edgar J. Sullivan, Ph.D., CFA, Managing Director, Absolute Return Strategies, General Motors Asset Management

"Jacobs and Levy have once again shown their commitment to advancing the practice of investment management by producing a comprehensive, thought-leading treatment of market neutral investing. The well-selected authors provide timely guidance on what we as institutional investors are challenged to think and act upon—namely, a clear understanding of the various sources of risk, the decisions to be taken between market (beta) and active (alpha) risk, and the application of the same in the prudent allocation of risk within our portfolios."
Thomas F. Obsitnik, CFA, Investment Advisor, Pension and Benefit Investments, Eli Lilly and Company

"Many institutional investors are attracted to market neutral strategies, not only because of their impressive performance, but also because they enable investors to separate management of market risk (beta) from selection risk (alpha). In Market Neutral Strategies, an impressive line-up of respected practitioners provides an excellent overview of all major aspects of these strategies. Importantly, the book underscores that their power lies in an integrated approach and not a simple combination of long and short portfolios—a fact too often ignored. This excellent and highly relevant publication provides practical answers to practical problems, and I recommend it to every investor interested in implementing a market neutral approach."
Hans de Ruiter, Senior Portfolio Manager, ABP Investments

"Bruce Jacobs and Ken Levy's latest book addresses its subject in a characteristically clear, rigorous, and comprehensive fashion. It contains a wealth of insights about market neutral investing from a range of real-life practitioners. I would commend Market Neutral Strategies to anyone with the desire or need to gain a sound understanding of the practicalities and potential uses, advantages, and risks of this approach to investing."
Rick Harper, Chief Executive Officer, Superannuation Funds of South Australia

"Serious about market neutral investing? This is the best book to date on the nearest of kin to classic arbitrage. The authors are expert, clear, and balanced. The content is rich. The style is rigorous without being academic, and free of superfluous jargon. The autopsies of two failed hedge funds are worth the price of admission. Bruce Jacobs and Ken Levy blazed the trail for institutional market neutral investing; now they illuminate it."
Richard M. Ennis, CFA, Principal, Ennis Knupp + Associates

"As arbitrageurs move from the back office to the front page, investors must have resources to guide them. Jacobs and Levy provide a guide that is dense with information, background, and examples. They handle the complex subject of investing in markets while remaining neutral to the whims of those markets at a level the intelligent investor will understand. Moreover, they place market neutral investing in the context of alpha generation and explain its role in asset allocation. Finally, they aid the taxable and tax-exempt investor in navigating the rules of the game. This book is an important tool for maneuvering through market neutral strategies."
Leola Ross, Ph.D., CFA, Senior Research Analyst, Russell Investment Group

"At last. A comprehensive book on the challenges and opportunities in market neutral investing, and a roadmap of pitfalls that many would find only by stumbling into them. This would make a nice text for an MBA in finance, and provides a valuable reference for anyone considering investments in the market neutral arena."
Robert D. Arnott, Chairman, Research Affiliates, LLC, and Editor, Financial Analysts Journal

"Because they have little or no correlation with broad markets, market neutral strategies are sought after by investors who desire active returns that can diversify traditional investment portfolios. Market Neutral Strategies provides a comprehensive review of the risks, potential returns, and mechanics of such strategies, drawing on the theoretical and hands-on knowledge of industry experts."
Harry M. Markowitz, 1990 Nobel Laureate in Economics

"Bruce Jacobs and Ken Levy have done a masterful job of collecting information useful to market neutral investors. The presentation is clear and concise. The topics covered are wide-ranging and up to date, including the current hot topic of alpha transport. My favorite features are the unique question-and-answer sections, which provide answers to typical investor questions in an easily accessible format. Anyone who plans to invest in market neutral strategies should read this book."
Brian Bruce, Editor-In-Chief, The Journal of Investing

"This book contains intuitive, informative, and insightful discussions of major market neutral strategies. Jacobs, Levy, and the other contributors share their own rich and diverse experiences in implementing these strategies in real life. Written in plain English, the book is an invaluable resource for investment professionals dealing with hedge fund strategies."
Professor Narayan Y. Naik, Director, Centre for Hedge Fund Research and Education, London Business School

"While managing several billion dollars in equities, I became frustrated by the value that I was not allowed to add, because of long-only mandates. The quant models actually worked even better on 'dog' stocks than on 'stars,' but without short selling, the additional information was useless. Even worse were the tracking error constraints that forced me to go down with the market as it collapsed. Market Neutral Strategies will do much to promote and increase the acceptability of alternative strategies, to the benefit of all investors. As always, Bruce Jacobs and Ken Levy are clear, focused, sharp, and insightful. Combine this with their plain English expositions and avoidance of esoteric theory, and you have a 'must read' for any serious investor."
Les Balzer, Professor of Finance, The University of New South Wales and Head of Research, Hedge Funds of Australia Limited

"This book is a must read for all contemplating market neutral strategies. It shows how an optimized combination of long and short positions can exploit both quantitative and qualitative insights about relative security valuations. Because many investors cannot act on negative insights by selling short, there are more opportunities on the short side. Thus those who can sell short, and who know how to integrate their short positions with their long positions, are at a major advantage."
Edward M. Miller, Research Professor of Economics and Finance, University of New Orleans

"Transparency is rare in financial markets, but you will find it in this book. Jacobs, Levy, and their coauthors are lucid in their descriptions of the benefits of market neutral strategies, and they are equally lucid in their descriptions of the risks and failures. I enjoyed Market Neutral Strategies and highly recommend it."
Meir Statman, Glenn Klimek Professor of Finance, Santa Clara University

"For decades, Bruce Jacobs and Ken Levy have provided awesome thought leadership to the financial industry in an easy-to-read format. This book continues that marvelous tradition, giving readers an insider's look at market neutral investing."
Wayne H. Wagner, Chairman, Plexus Group, Inc.

"Market Neutral Strategies illuminates for the serious investor the techniques, benefits, and risks of the various methods of market neutral investing. It also shows the many possible gains from using market neutral strategies as part of an investor's total portfolio. The insights are valuable for understanding all types of hedge funds."
Edward O. Thorp, Ph.D., Edward O. Thorp Associates, and Author of Beat the Dealer

"As Bruce I. Jacobs and Kenneth N. Levy . . . use the term . . . 'market neutral' is a broad heading that can include anything non-directional—market neutral equity . . . along with the arbitraging of government bonds, corporate convertibles, asset backed securities and the two sides of a merger . . . the authors are to be commended."
Christopher Faille, "Lots of Market Neutral Trees and a Map for the Forest," HedgeWorld News (www.hedgeworld.com), November 5, 2004
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  With a client list that includes many of the world's largest and most sophisticated institutional investors, Jacobs Levy Equity Management has established a reputation as an industry leader in the application of proprietary research and quantitative techniques to the management of equity portfolios designed to offer superior returns on a consistent basis over time. The firm's success rests largely on the pioneering research of its co-founders, Bruce Jacobs and Ken Levy. Their analytical insights into the complex economic and behavioral factors underlying stock returns form the basis of the firm's unique multidimensional and dynamic approach to investing.

This book brings together, for the first time, Jacobs and Levy's groundbreaking articles from the industry's preeminent journals. These introduce such key concepts as "disentangling" the sources of security returns, "engineering" portfolios to performance benchmarks, and "long-short" investing for exploiting both winning and losing stocks. New introductory material provides a fascinating review of the concepts that form the foundation of modern active equity management and the contributions the authors have made to that foundation.

Bruce Jacobs's and Ken Levy's insights into stock price behavior and investment management have been featured at professional forums, including the CFA Institute's (formerly Association for Investment Management and Research) Annual Conference, the Institute of Chartered Financial Analysts' Continuing Education seminars, the Institute for Quantitative Research in Finance, the New York Society of Security Analysts, the Society of Quantitative Analysts, and the Berkeley Program in Finance. Their views and strategies have been featured in the pages of the Wall Street Journal, Investor's Business Daily, Institutional Investor, and Pensions & Investments.

Bruce Jacobs and Ken Levy have long been recognized as pioneers in quantitative equity management. In the 1980s, they began to publish a series of articles in the peer-reviewed Financial Analysts Journal, Journal of Portfolio Management, and Journal of Investing. These articles were based on the authors' own research into and experience with detecting and exploiting the recurring profit opportunities available in a supposedly "efficient" marketplace. Together, they outline an approach for selecting stocks and constructing portfolios that has the potential to deliver superior returns over time.

Equity Management collects 15 of these articles, from 1988's "Disentangling Equity Return Regularities" through 1999's "Alpha Transport with Derivatives." These are grouped into three parts that cover the range of Jacobs and Levy's investment philosophy and strategy, from selecting securities to engineering portfolios to expanding opportunities with short selling and derivatives. New introductory material provides a perspective on the articles, placing each within the broader context of the investment body of knowledge.

The authors' approach to security selection begins with the concept of a complex market. In their view, U.S. security prices are not efficient, nor random and unpredictable. Neither, however, is the market a simple system; simple "rules" such as "buy low P/E" or "buy value" will not be able to yield consistent investment profits. Rather, a complex market is permeated by a web of return regularities. Furthermore, these regularities are interrelated and must be "disentangled" in order to arrive at real sources of return. Disentangling requires analyzing multiple promising return-predictor relationships simultaneously. The resulting "pure" estimated returns are additive and more robust than those from simpler, one-factor analyses.

The breadth of return-predictors considered in the security selection process, as well as the depth of analysis, help to capture the complexity of market pricing. But predictors can differ across different types of stocks. This dimension of complexity is best captured by viewing the broadest possible range of stocks through a wide-angle analytical lens. This is the case when the model used for analyzing individual stocks incorporates all the information available from the broad universe of stocks. This approach offers a coherent framework for analysis and is poised to take advantage of more information than a narrower view of the market (one focusing on particular styles or segments, for example) might provide.

Maximizing the opportunities detected in the security selection process requires a disciplined approach to portfolio construction. Quantitative techniques such as optimization are best suited to ensuring that opportunities are maximized, while risks are controlled. Proprietary portfolio optimization, in which the portfolio is optimized along the same dimensions that are considered in the security selection process, can further enhance portfolio performance.

Allowing for short sales expands investment opportunities, hence has the potential to improve performance. When long and short positions are balanced, the resulting portfolio is market neutral; its performance should reflect the returns and risks of the individual constituent securities, but not the performance of the market from which those securities were selected. Long and short positions are best determined in a single, integrated optimization. This frees the portfolio from benchmark weight constraints and allows it more flexibility in the pursuit of return and control of risk.

A long-short portfolio reflects the ability of the manager to select securities. The alpha, or excess return, from this security selection can be transported (along with its associated risk) to virtually any desired asset class via the purchase of derivatives on that asset class. The investor can thus take advantage of manager skill, wherever it lies, while maintaining an asset allocation that would not ordinarily encompass the securities exploited by the skilled manager.

Together, the articles in Equity Management provide a fascinating review of the concepts that form the foundation of modern active equity management.

Foreword: Harry M. Markowitz, Nobel Laureate

Introduction: Life on the Leading Edge


Part One: Selecting Securities

Chapter 1: The Complexity of the Stock Market

The Evolution of Investment Practice
Web of Return Regularities
Disentangling and Purifying Returns
Advantages of Disentangling
Evidence of Inefficiency
Value Modeling in an Inefficient Market
Risk Modeling versus Return Modeling
Pure Return Effects
Anomalous Pockets of Inefficiency
Empirical Return Regularities
Modeling Empirical Return Regularities
Bayesian Random Walk Forecasting

Chapter 2: Disentangling Equity Return Regularities: New Insights and Investment Opportunities

Previous Research
Return Regularities We Consider
    Methodology
The Results on Return Regularities
    P/E and Size Effects
    Yield, Neglect, Price, and Risk
    Trends and Reversals
    Some Implications
January versus Rest-of-Year Returns
Autocorrelations of Return Regularities
Return Regularities and Their Macroeconomic Linkages

Chapter 3: On the Value of 'Value'

Value and Equity Attributes
Market Psychology, Value, and Equity Attributes
    The Importance of Equity Attributes
Explaining the DDM
    Methodology
    Stability of Equity Attributes
Expected Returns
    Naïve Expected Returns
    Pure Expected Returns
Actual Returns
    Power of the DDM
    Power of Equity Attributes
Forecasting DDM Returns

Chapter 4: Calendar Anomalies: Abnormal Returns at Calendar Turning Points

The January Effect
    Rationales
The Turn-of-the-Month Effect
The Day-of-the-Week Effect
    Rationales
The Holiday Effect
The Time-of-Day Effect

Chapter 5: Forecasting the Size Effect

The Size Effect
    Size and Transaction Costs
    Size and Risk Measurement
    Size and Risk Premiums
    Size and Other Cross-Sectional Effects
    Size and Calendar Effects
Modeling the Size Effect
    Simple Extrapolation Techniques
    Time-Series Techniques
    Transfer Functions
    Vector Time-Series Models
    Structural Macroeconomic Models
    Bayesian Vector Time-Series Models


Chapter 6: Earnings Estimates, Predictor Specification, and Measurement Error

Predictor Specification and Measurement Error
    Alternative Specifications of E/P and Earnings Trend for Screening
    Alternative Specifications of E/P and Trend for Modeling Returns
Predictor Specification with Missing Values
Predictor Specification and Analyst Coverage
    The Return-Predictor Relationship and Analyst Coverage

Part Two: Managing portfolios

Chapter 7: Engineering Portfolios: A Unified Approach

Is the Market Segmented or Unified?
A Unified Model
A Common Evaluation Framework
Portfolio Construction and Evaluation
Engineering "Benchmark" Strategies
Added Flexibility
Economies

Chapter 8: The Law of One Alpha



Chapter 9: Residual Risk: How Much Is Too Much?

Beyond the Curtain
Some Implications

Chapter 10: High-Definition Style Rotation

High-Definition Style Rotation
    Pure Style Returns
    Implications
High-Definition Management
Benefits of High-Definition Style

Part Three: Expanding OpportunitiesChapter 11: Long-Short Equity Investing

Long-Short Equity Strategies
Societal Advantages of Short-Selling
Equilibrium Models, Short-Selling, and Security Prices
Practical Benefits of Long-Short Investing
Portfolio Payoff Patterns
Long-Short Mechanics and Returns
Theoretical Tracking Error
Advantages of the Market-Neutral Strategy over Long Manager plus Short Manager
Advantages of the Equitized Strategy over Traditional Long Equity Management
Implementation of Long-Short Strategies: Quantitative versus Judgmental
Implementation of Long-Short Strategies: Portfolio Construction Alternatives
Practical Issues and Concerns
    Shorting Concerns
    Trading Concerns
    Custody Issues
    Legal Issues
    Morality Issues
What Asset Class Is Long-Short?

Chapter 12: 20 Myths about Long-Short


Chapter 13: The Long and Short on Long-Short

Building a Market-Neutral Portfolio
A Question of Efficiency
Benefits of Long-Short
Equitizing Long-Short
Trading Long-Short
Evaluating Long-Short


Chapter 14: Long-Short Portfolio Management: An Integrated Approach

Long-Short: Benefits and Costs
    The Real Benefits of Long-Short
    Costs: Perception versus Reality
The Optimal Portfolio
    Neutral Portfolios
    Optimal Equitization


Chapter 15: Alpha Transport with Derivatives

Asset Allocation or Security Selection
Asset Allocation and Security Selection
Transporter Malfunctions
Matter-Antimatter Warp Drive
To Boldly Go

The statements below are not recommendations of the advisory services of Jacobs Levy Equity Management or any of its employees.  Certain individuals named below are affiliated with clients of the firm, providers of goods and services to the firm, or institutions that have received philanthropy from the authors. The philanthropy includes the Jacobs Levy Equity Management Center for Quantitative Financial Research, which provides research grants to faculty, sponsors a working paper series, and hosts an annual conference and webinars, the Jacobs Levy Equity Management Dissertation Fellowships in Quantitative Finance, the Dr. Bruce I. Jacobs Scholars in Quantitative Finance, and the Dr. Bruce I. Jacobs Professorship in Quantitative Finance, each at the Wharton School of the University of Pennsylvania.  Additionally, certain individuals listed below have received research awards endowed by the authors, including the Wharton-Jacobs Levy Prize for Quantitative Financial Innovation, which is determined by a selection committee of which one of the authors is Chair; the Research Paper Prizes provided by the Jacobs Levy Center, which are selected by the Academic Directors of the Jacobs Levy Center; and the Bernstein Fabozzi/Jacobs Levy Awards, which are awarded by Portfolio Management Research and funded by Jacobs Levy to authors of the most innovative articles appearing in the Journal of Portfolio Management as determined by subscriber vote.

“This is a great compendium of Jacobs and Levy’s excellent research. These articles have certainly influenced my own work, and should be considered mandatory reading for any equity investor interested in quantitative techniques.”
Richard Bernstein, Five-Time Winner, Institutional Investor’s All-America Research Team, Chief Quantitative Strategist, Merrill Lynch & Co.

“Not only have Bruce Jacobs and Ken Levy run a successful asset management firm for a number of years, they have been willing to share some of their insights with the investment community through their writings. This compendium of their work demonstrates how investors can combine economic and company fundamentals and qualitative factors in the investment process. While not everyone agrees with their conclusions, few would be bold enough to disregard their arguments or argue with their success.”
Jon A. Christopherson, Research Fellow, Frank Russell Company

“Equity Management is a book that every serious student of stock selection and portfolio management should read and devour. Bruce Jacobs and Ken Levy are outstanding members of the small band of first-rate academics (including several Nobel laureates) who have managed with great success to implement their academic research in the real world of Wall Street. The articles in this collection present a coherent picture of the authors’ path-breaking research into the numerous “anomalies” which, taken together, can be used to build a successful stock selection and portfolio construction process. Jacobs and Levy make a very strong case, both in their research and in their practice, for their proposition that by combining many factors, each of which may be individually too weak to base stock selection upon, a successful “quant” strategy can be developed. Every advanced investments student in an M.B.A or Ph.D. program, every CFA candidate, and every portfolio manager should read this book.”
David K. Whitcomb, Professor Emeritus of Finance, Rutgers University and Founder & Chief Executive Officer, Automated Trading Desk, Inc.

“As I was reading this book, I was reminded of how thought-provoking and prolific Bruce Jacobs and Ken Levy really are. Any one of these articles is deserving of an ‘article of the year’ award. Together, they provide an abundant source of ideas for any investor interested in winning stock selection techniques.”
Brian Bruce, Editor-in-Chief, The Journal of Investing

“Normal investors commit normal cognitive errors; they confuse good stocks with good companies, and markets that have risen with markets that will rise. Jacobs and Levy, long-term students of financial markets, demonstrate how the exceptional investor can profit by taking advantage of the actions of normal investors. This is an insightful book.”
Meir Statman, Glenn Klimek Professor of Finance, Leavey School of Business, Santa Clara University

“Many cooks have whipped up a recipe for quantitative investment management, but only Bruce Jacobs and Ken Levy can be said to have created a whole cuisine. The thoroughness and originality of their thinking should inspire and challenge every investment manager.”
Wayne H. Wagner, Chairman, Plexus Group, Inc.

“I have long made the work of Jacobs and Levy required reading for my portfolio management class. They combine rigorous academic research with valuable insights into the real world of investment practice. Equity Management should be on the bookshelf of every serious student of the stock market today.”
Edward M. Miller, Research Professor of Economics and Finance, University of New Orleans

“Jacobs and Levy have composed a virtual encyclopedia of techniques and strategies that investors can use to outperform the stock market. It is destined to take its place among the classics of the field.” 
Frank J. Fabozzi, Adjunct Professor of Finance, School of Management, Yale University and Editor, The Journal of Portfolio Management

.The statements below are not recommendations of the advisory services of Jacobs Levy Equity Management or any of its employees and have been made by individuals who are not and have not been clients of the firm.


              
              
              	Sep 29, 2002	Financial Planning Interactive, September 29, 2002

		â€œEverything from portfolio engineering, the long-short investment strategy, and data analysis for market inefficienciesâ€”itâ€™s all featured in this modern-day classic thatâ€™s already become required reading in academic programs.â€� â€”Financial Planning Interactive, September 29, 2002

              


              
              

              
              
              
              	Aug 01, 2000	Shares & Personal Investor, (Australia) by David Lee, August 1, 2000

		â€œLast year has been an outstanding year for useful books that provide an insight into modern portfolio theory. One of these is Equity Management: Quantitative Analysis for Stock Selection by Bruce Jacobs and Kenneth Levy... Much of their work focused on the complexity of the stock market and the limitations of... the idea of market efficiency. They discuss ideas such as long-short investing, which are just emerging in Australia, in considerable detail.”
—David Lee, Consultant to Australian, New Zealand and Asian Super Funds, in Shares & Personal Investor (Australia), August 1, 2000
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  In Capital Ideas and Market Realities, Bruce Jacobs sifts through the history of modern finance, from the efficient market hypothesis to behavioral psychology and chaos theory, to determine the cause of recent market crashes. He finds that some investment strategies, especially those based on theories that ignore the human element, tend to self-destruct, and can take markets down with them. Ironically, it is often those strategies that purport to reduce the risk of investing that can pose the greatest danger.

Of particular concern are trading strategies based on the Nobel Prize-winning option pricing model. This model gave rise to option replication, a technique for synthesizing the payoffs to an option by trading between the underlying asset and cash. Replication requires selling as stock prices decline and buying as stock prices rise.

When enough money follows this type of trend-following "dynamic hedging," bubbles and crashes can result. In 1987, trading related to an option replication strategy known as "portfolio insurance" led to the largest crash in U.S. market history. Today, similarly mechanistic trading underlies trillions of dollars in exchange-traded and over-the-counter options and swaps, as well as myriad institutional and retail products designed to provide investors with excess returns at low or no risk.

Capital Ideas and Market Realities uncovers the risks these strategies pose for market stability and investor wealth. The book has also become a lightning rod in the debate over the need for better investment product risk disclosure.
The summer and fall of 1998 witnessed some of the most turbulent financial markets the world has ever seen. The implosion of the Russian financial markets and investors' ensuing flight to quality propelled the giant hedge fund, Long-Term Capital Management, to the brink of collapse and left the investment portfolios of many of Wall Street's major banks and brokerage houses teetering on the brink. The U.S. equity market dropped precipitously at the end of August and continued over the next month to experience levels of volatility not seen since the major crash of October 1987. Yet, within months of the August sell-off, U.S. stocks had bounced back to new highs. How can markets fall so fast and recover so quickly?

Bruce Jacobs sifts through the history of modern finance, from the efficient market hypothesis to behavioral psychology and chaos theory, to determine the cause of recent market crashes. He finds that some investment strategies, especially those based on theories that ignore the human element, can self-destruct, taking markets down with them. Ironically, some strategies that purport to reduce the risk of investing can pose the greatest danger.

Of particular concern is a trading strategy that grew out of the option pricing model developed by the late Fischer Black and Nobel laureates Myron Scholes and Robert Merton. Used by market professionals, this strategy, known as option replication, requires mechanistic selling as stock prices decline and buying as stock prices rise. When a large enough number of investors engage in this type of trend-following "dynamic hedging," their trading demands can sweep markets along with them, elevating stock prices at some times and causing dramatic price drops at others.

Capital Ideas and Market Realities revisits the crash of October 19, 1987 to examine an option replication strategy known as portfolio insurance. Marketed as a free lunch, offering excess returns at low or no risk, portfolio insurance grew into a $100 billion industry by the fall of 1987. The book documents portfolio insurance's contribution to the crash, examining and dismissing multiple alternative theories along the way. It goes on to look at the so-called "sons of portfolio insurance"—instruments and strategies that have emerged since the 1987 crash, offering similar promises of no-risk returns. These include hundreds of billions of dollars in over-the-counter options and swaps, as well as various "guaranteed" equity products. Their advent has been associated with a number of market disruptions.

An investigation of Long-Term Capital Management and the summer of 1998 reveals how derivatives-dependent hedge fund strategies can have effects similar to those of option replication. In effect, when Long-Term Capital Management's supposedly low-risk strategies reached their liquidity limits, the firm was forced to sell, mechanistically, into declining markets. As with the selling related to portfolio insurance in 1987, the result was precipitous drops in wealth for most investors.
Foreword: Harry M. Markowitz, Nobel Laureate
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“Wall Street’s equivalent of the movie Nightmare on Elm Street – Part 10. Portfolio insurance/dynamic hedging, the Freddy Krueger of the 1987 stock market crash, is back again with the recent growth of options and swaps. Jacobs builds the case for how portfolio insurance and dynamic hedging exacerbated the 1987 crash and points out that dynamic hedging may have played a similar role in recent periods of market volatility. And he draws unsettling parallels to the market turbulence surrounding the collapse of Long-Term Capital Management: the forced selling of overleveraged arbitrage positions, the ‘illusion’ of market liquidity, and the frontrunning by competing traders."
Robert Glauber, Executive Director, Brady Commission and former Under Secretary of the Treasury; currently Chairman and CEO, NASD 

“Bruce Jacobs, an investment manager who predicted before the 1987 crash that portfolio insurance would trigger chain-reaction selling, recently forecast that option-strategies (‘the sons of portfolio insurance’) would play a similar, though more muted, role in a future debacle. Monday [October 27, 1997] provided damning evidence."
Roger Lowenstein, in The Wall Street Journal, November 6, 1997

“Every fiduciary should read this book. Investors have too often been taken in by promotions appealing to their basic human instincts of fear and greed. Bruce Jacobs shows how supposedly low-risk, seemingly infallible, investment strategies can backfire. His views on portfolio insurance helped steer our profit sharing fund away from that craze in 1987.  Today, especially in light of the Long-Term Capital Management fiasco, investors should know what Bruce has to say about derivatives trading strategies and market crashes.”
John E. Stettler, Vice President-Benefit Investments, Georgia-Pacific Corporation

“Bruce Jacobs demonstrates effectively that trend-following strategies like portfolio insurance are fair-weather techniques that may add to, rather than minimize, troubles when a major crash occurs."
Charles P. Kindleberger, author of Manias, Panics, and Crashes: A History of Financial Crises

“Bruce Jacobs has created an instant classic. Capital Ideas and Market Realities demonstrates how products that appeal to investors’ fears of short-term losses often ignore prudence and long-term value. These products can fail to provide the riskless return their vendors promise, and they can actually create risk for all investors, in the form of market instability.  This book is a must read for every investor."
Brian Bruce, Editor-in-Chief, The Journal of Investing
The statements below are not recommendations of the advisory services of Jacobs Levy Equity Management or any of its employees and have been made by individuals who are not and have not been clients of the firm.

Capital Ideas and Market Realities: Option Replication, Investor Behavior, and Stock Market Crashes, by Bruce I. Jacobs, with a foreword by Harry M. Markowitz, Nobel Laureate, Blackwell Publishers, Oxford, UK and Malden, MA, 1999.

This work is about some investment strategies that have arisen from modern capital ideas, and the consequences for investors and markets. When these strategies are sold as free lunches without proper disclosure of their risks, they give rise to a faddish demand, which inevitably leads to a debacle not only for their investors, but for the overall securities markets. Two examples are the advent of dynamic strategies designed to replicate options positions, known in the 1980s as portfolio insurance, and the highly leveraged arbitrage strategies of hedge fund Long-Term Capital Management. Below, reviews of the work, and citations, both prior and subsequent to publication, are provided. The debates section covers the current controversy, including the disclosure debate with the CFA Institute's (formerly Association for Investment Management and Research) Financial Analysts Journal, and the market impact debate with Mark Rubinstein of Leland O'Brien Rubinstein Associates and William Brodsky, Chairman and CEO of the Chicago Board Options Exchange. Abstracts of various articles related to this work are also provided.
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              	Jan 25, 2003	â€œPredicting Market Moves,â€� by Chetan J. Parikh, www.CapitalIdeasOnline.com, January 25, 2003

		â€œAn excellent book...the discussion on tactical asset allocation vs. hedging portfolios was insightful.â€� â€”Chetan J. Parikh, â€œPredicting Market Moves,â€� www.CapitalIdeasOnline.com, January 25, 2003

              


              
              

              
              
              
              	Jan 01, 2003	Finance, A Fine Art, by Michael Fleurit, John Wiley, 2003

		â€œA remarkable piece of work dealing with the impact of options on market crises. Jacobs shows that the various strategies used by sellers of options and investors to hedge their risks have a boomerang effect on the stock market and provokes the very sort of panic attacks they were meant to avert.â€� â€”Michel Fleuriet, Finance, A Fine Art, John Wiley, 2003

              


              
              

              
              
              
              	Oct 01, 2001	â€œThe Late Twentieth Century Great Growth Bubble,â€� by Robert G. Snigaroff and Michael Munson, Journal of Investing, Fall 2001

		â€œJacobs chronicles the path from investment theory into investment products...it is instructive how a product based on an incorrect interpretation of theory was oversold, and contributed to market-wide destabilization.â€�  â€”Robert G. Snigaroff and Michael Munson, â€œThe Late Twentieth Century Great Growth Bubble,â€� Journal of Investing, Fall 2001

              


              
              

              
              
              
              	Jun 01, 2001	The Economic Journal, by David Gowland, June 2001

		â€œBruce Jacobsâ€™ Capital Ideas and Market Realities is an important contribution to a fundamental debate concerning the workings of financial markets. Jacobsâ€™ polemical but scholarly critique of orthodoxy is endorsed enthusiastically by Markowitz.  â€”David Gowland, University of Derby, The Economic Journal, June 2001
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              	May 25, 2001	â€œThe Credit Bubble Bulletin: The Son of Portfolio Insurance,â€� by Doug Noland, www.PrudentBear.com, May 25, 2001

		â€œDr. Jacobs adeptly makes the important point that the availability of portfolio insurance during the mid-1980s played a significant role in fostering speculation that led to the stock market bubble and the crash that followed in October 1987...Dr. Jacobsâ€™ wonderful effort explains not only the intricacies... of portfolio insurance and dynamic hedging strategies, but also elucidates brilliantly how ‘the story of portfolio insurance is one of sophisticated marketing winning out over common sense...” —Doug Noland, “The Credit Bubble Bulletin: The Son of Portfolio Insurance,” www.PrudentBear.com, May 25, 2001
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		â€œBruce Jacobs argues that the portfolio insurers were primarily responsible for the crash of 1987 and played the central role in the â€˜cascade scenarioâ€™ driven by the confluence of index arbitrage and synthetic portfolio insurance... He argues that there are certain similarities between the intrinsic dynamics of the...mini-crashes [in 1989, 1991, 1997] and Black Monday,with the portfolio insurers substituted by the OTC put writers, [and also provides] an interesting account of the LTCM story." —Kirill Ilinski, author of Physics of Finance, John Wiley, 2001
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		â€œJacobs provides a detailed analysis of the 1987 stock market crash...Although 1987 seems far away now, the volume is both fascinating and timely, because understanding this bit of finance history can be important in providing some perspective on today's markets and on what might come.â€� â€”Anat R. Admati, Professor of Finance and Economics, Stanford University, Journal of Economic Literature, December 2000
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		â€œLet us get one issue out of the way quicklyâ€”buy the book. If nothing else, it is a great readâ€¦just seeing the names of some of your colleagues and peers is worth the price of admission. More important, the book reminds us that every investment strategy has trading implications that are often not fully explored by the... investor or explained (or even understood) by the seller." —Thomas Schneeweis, Editor, The Journal of Alternative Investments, Fall 2000
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		â€œThe most fascinating account concerns the recent collapse of the hedge fund Long-Term Capital Management. Once again there was the illusion that with the aid of modern financial theory, and its quantitative practitioners, risk could be avoided.â€� â€”Edward M. Miller, Research Professor of Economics and Finance, University of New Orleans, The Journal of Social, Political and Economic Studies, Spring 2000
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		â€œDr. Bruce I. Jacobs is on a crusade. He wants to educate investors about the pitfalls of some modern investment strategiesâ€”before itâ€™s too late. He believes that option replication, dynamic hedging, and other â€˜mechanisticâ€™ trading systems based on option pricing models, are the heirs apparent to a failed strategy called â€˜portfolio insurance,â€™ which was first developed the early 1980s.â€� New York Society of Security Analystsâ€™ Newsletter, April 2000
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              	Jan 03, 2000	Financial Times, by John Plender, January 3, 2000

		â€œWill sophisticated financial theory ultimately eliminate the risks from investment? Bruce Jacobs argues all too plausibly that growth in over-the-counter equity derivatives markets will cause increasing market turbulence. The effect of complex derivatives strategies...has been to encourage the illusion of liquidity and destabilise markets." â€”John Plender, Financial Times, January 3, 2000
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		â€œOne who issued early warnings about portfolio insurance was Bruce Jacobs, a finance professor who later formed his own money management firm, Jacobs Levy Equity Management. Jacobs warned that the strategy was unstable and not equivalent to a true insurance policy, and that it could destabilize the marketâ€¦Jacobsâ€¦would be proven right.â€� â€”Michael J. Clowes, author of The Money Flood, John Wiley, 2000
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		â€œJacobs demonstrates that portfolio insurance amplified significantly both the previous market rise and the downturn [in October 1987]...Jacobs argues thatâ€¦synthetic puts also aggravated selling into the market downturn of the mini-crash of 1989...Ten years later, OTC puts on stocks and stock indexes amount to... over US $1300 billion, rendering the stock markets infinitely more exposed to the danger of a brutal crash landing.” —Alfred Steinherr, author of Derivatives: The Wild Beast of Finance, John Wiley, 2000

                read more +
              


              
              

              
              
              
              	Jan 01, 2000	Bruce M. Kamich, Director, Market Technicians Association

		â€œA book for market professionals written by a consummate professional. I saw the period leading up to the 1987 crash and the debate afterward through the eyes of a technical analyst. Bruce Jacobs' book puts the whole era into a format we can all understand. He looks at option-replication strategies in 1987... and dynamic hedging today and gives us a hard look at the risks these programs present.” —Bruce M. Kamich, Director, Market Technicians Association
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		â€œThe book mounts a powerful argument against the notion that somehow risk can be disconnected from reward if enough professors of finance work at it. It should resonate especially with investors who hold the long-term view.â€� â€”Porus P. Cooper, Global Investment, December 1999
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		â€œUnderstanding the limitation of certain trading strategies is critical to making an informed investment decision. This book is therefore relevant to all investors, traders, arbitrageurs, trustees of pension funds, consultants, and private client managers.â€� â€”Shanta Acharya, The Times Higher Education Supplement, November 19, 1999
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		Capital Ideas and Market Realities argues that recent market breaks have been caused by new forms of derivatives-related trading. In 1987 a then-popular form of hedging was blamed for at least exacerbating if not causing the market crash. (Jacobs became an instant hero for steering Prudential away... from the technique.) Now Jacobs warns darkly that a similar phenomenon has taken hold, through the use of options and dynamic hedging.” —Alyssa A. Lappen, Institutional Investor, August 1999
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		â€œJacobs' book will be an education to the newcomers, a reminder to the veterans, and a warning to all that the dangers of options replication are not behind us. It should be read by all. And it is to be hoped his warnings this time will be better heeded than his warnings [on portfolio insurance] of 1983." â€”Michael J. Clowes, Editorial Director, Pensions & Investments, July 12, 1999
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Ethical Issues Raised by the Treatment of Capital Ideas and Market Realities by the Association for Investment Management and Research (since renamed the CFA Institute)

Capital Ideas and Market Realities (CIMR) describes how the option replication strategy known as portfolio insurance (and subsequent dynamic hedging strategies) drew investors with the dubious promise of high, equity-like returns at little or no risk. As investors flocked to portfolio insurance in the 1980s, they pushed stock prices above fundamentals; when reality began to reassert itself in the fall of 1987, prices began to fall; insured investors flooded the market with sell orders, turning what might have been a modest correction into a crash even greater than the Great Crash of 1929.

CIMR grew out of papers I had written in the 1980s, describing how portfolio insurance could fail to deliver on its promises and even destabilize the broad market. These had been submitted to several journals, including Financial Analysts Journal (FAJ), where they had been reviewed by Mark Rubinstein. Rubinstein, a member of the journals’ editorial boards, was also a cofounder of Leland O'Brien Rubinstein Associates (LOR), which managed over $50 billion in portfolio insurance assets at the time of the crash. On the bases of his reviews, the journals declined to publish my submissions.

Given this history, I was very pleasantly surprised to see a quite favorable review of CIMR in the July/August 2000 issue of FAJ. Book review editor Martin Fridson stated: “Jacobs’s meticulously documented book presents compelling evidence . . . that portfolio insurance failed to deliver on its lofty promises.” In the January/February 2001 issue of FAJ, however, Fridson published an unprecedented "Postscript" to this review. In an abrupt about-face, the “Postscript” charged that I “marshaled selected quotations to suggest that promotions in the early 1980s by Leland O'Brien Rubinstein Associates (LOR) led investors to believe that its portfolio insurance product placed an absolute floor under their potential returns.” On the contrary, he asserts, on the basis of various unnamed sources, “LOR's pre-1987 presentations were candid in describing the likely impact [on the strategy] of greater-than-expected [market] volatility.”

I was allowed a brief response to the charges in Fridson's “Postscript” in the May/June 2001 issue of FAJ (“Postscript: Author's Comment”). My original reply (“The Marketing of Portfolio Insurance and the Magnification of Market Risk: The Whole Story”) had to be cut substantially in order to meet the FAJ’s space constraints. Space in that same issue was nevertheless available to afford yet another comment from Fridson (“Postscript: Reviewer’s Response”). Fridson essentially concluded that “sophisticated investors who knew the right questions to ask would not have been misled” by LOR's marketing.

Yet the latter statement is directly antithetical to securities law. Section 206 of the Investment Advisers Act of 1940 holds that “caveat emptor” is not an adequate standard of disclosure for investment professionals, and the U.S. Supreme Court decision in SEC v. Capital Gains Research Bureau, Inc. (1963) explains why: Full and forthright disclosure is required to protect investors from the type of abuses that led to the great crash of 1929. I pointed this out in a letter to the editor (“Response to Fridson’s ‘Postscript: Reviewer’s Response’”), which FAJ Editor Gifford Fong declined to publish.

In June of 2001, Pensions & Investments (P&I) published an article (“Praise for book turns to criticism”) in which Rubinstein admitted that it was he who had “suggested” to Fridson that Fridson write a “correction” of his original review of CIMR (contrary to Fridson's assertion in “Postscript: Reviewer's Response” that his anonymous sources “had no obvious reason either to attack Jacobs or defend LOR” ). FAJ Editor Fong asserts in this article (apparently unaware of Rubinstein's admission): “If there was pressure from someone on the editorial board, I would see that person would not be on the board.” Fong nevertheless claimed in a follow-up article in P&I (“Rubinstein to stay on editorial board of FAJ despite talking with Fridson”) that “The real question is: Was Mark acting in his capacity as an editorial board member?” Rubinstein was not dismissed.

In the fall of 2001, I posted an “Open Letter to AIMR and the Financial Analysts Journal,” which documented apparent violations by certain members of the FAJ editorial board of all five professional conduct standards of the Association of Investment Management and Research (since renamed the CFA Institute). This letter also documented violations of securities law and AIMR standards by LOR, including its marketing of portfolio insurance as a “guaranteed equity investment” and its failures to adequately disclose the risks of the strategy. The ethical issues involved, including AIMR’s tacit endorsement of a caveat emptor standard of disclosure and the conflicts of interest underlying FAJ’s editorial process, were further discussed in a series of letters published in P&I in the fall of 2001.

A little less than a year later, in July 2002, AIMR publicly proposed a set of Research Objectivity Standards for buy- and sell-side analysts, their firms, issuing corporations, and the media, designed to curb conflict-of-interest problems in the investment industry. My response (“Bruce Jacobs Comments on AIMR's Proposed Research Objectivity Standards, Recommending that AIMR adopt such Standards for its own Publications”) called on AIMR to put their own house in order by instituting conflict-of-interest and other standards for their own publications. This recommendation was picked up by The Wall Street Journal (“Bids & Offers: Analyst, Heal Thyself”) and supported by letters from several AIMR member societies. This support was noted in an editorial in Global Investor, which concluded that, “the spirit of full transparency and objectivity has not been well served” by AIMR in its handling of this matter.

Soon afterward, AIMR issued a press release (“AIMR Announces New FAJ Editor and New Conflict-of-Interest Policies”) announcing that it had completed a review of FAJ’s standards, policies, and practices and found them in compliance with “best practice” and in keeping with AIMR's code and standards; the release went on to state that the ethical obligations and conflict-of-interest policies governing FAJ would be published in an upcoming issue. It also announced the appointment of a new editor for FAJ. (Somewhat surprisingly, AIMR had not formally announced the departure of Fong, although P&I had reported it.)

In view of AIMR’s newfound interest in setting conflict-of-interest standards for itself and others, I submitted to FAJ a letter to the editor (“Investment Advisory Disclosure Standards and Financial Analysts Journal Conflict-of-Interest Policies”) setting forth violations of AIMR conflict-of-interest and other standards at FAJ. In a cover letter to the AIMR board, I pointed out that publication of the letter would benefit readers by clarifying the standards of disclosure investment professionals are required to abide by and benefit AIMR and FAJ by allowing FAJ to proceed with a clean slate under its new editor and newly announced policies. (AIMR’s general counsel later informed me that the letter would not be published.) In “AIMR and ‘best practices’ on ethics” (P&I, December 9, 2002), however, I question whether FAJ will opt for transparency and objectivity, given its history, and suggest that AIMR take a page from the medical journals, which provide for a full airing of questionable acts via letters and editorial commentary. Should FAJ accept anything less than this as “best practice”?

The whole debate revolving around FAJ, going back to my original submission to the journal in the 1980s, raises extremely troubling questions about the conduct of the FAJ’s editor, and members of its editorial board. In addition, it raises questions about the AIMR’s supervision of FAJ, and its willingness, or ability, to hold its officials and staff to the same high standards demanded of its members. What level of disclosure, on the part of investment advisers and managers, would AIMR desire to see promulgated in its own publications? What standards of behavior would AIMR expect its officials and staff to follow?

In January 2003, AIMR finally published the conflict-of-interest policies governing FAJ. AIMR is to be applauded for creating and disclosing these standards, and it is to be hoped that they will go a long way toward mitigating the pernicious effects of conflicts of interest. However, AIMR could have aimed for more transparency and more effective policies to govern its premier research publication.

The articles synopsized below, roughly arranged in reverse chronological order, give a more detailed view of the ethical issues raised by AIMR’s treatment of CIMR. Where noted, the actual articles may be accessed directly. Some additional material may be found in the “Research & Reviews” section of this website.

              
              
              	Dec 13, 2002	Letter from AIMR General Counsel William P. McKeithan regarding â€˜Investment Advisory Disclosure Standards and Financial Analysts Journal Conflict-of-Interest Policiesâ€™

		The Association for Investment Management and Researchâ€™s (AIMRâ€™s) General Counsel advises that Bruce Jacobsâ€™s â€œInvestment Advisory Disclosure Standards and Financial Analysts Journal Conflict-of-Interest Policiesâ€� will not be published in Financial Analysts Journal (FAJ), although his â€œcomments and suggestions on conflicts and the appearance of conflicts are thoughtful and are being considered by AIMR and the Journal editor.â€� The following issues thus remain outstanding:... FAJ has never disclosed the conflicted roles Mark Rubinstein played both in rejecting manuscripts about portfolio insurance in the 1980s and in influencing the book review process in 2001 (despite AIMR’s assertion that “sunlight is the best disinfectant” when it comes to conflicts of interest [“AIMR Recommends 10 ‘New Year’s Resolutions’ for Investment Community," December 31, 2002])
	Does FAJ mean to condone conflicts of interest on the part of its board members that influence the content and substance of what it publishes?




	FAJ has never corrected the false impression left by Martin Fridson's statement about “sophisticated investors who knew the right questions to ask,” which he employed to condone Leland O'Brien Rubinstein Associates (LOR) marketing practices and attack Bruce Jacobs and his book.
	Does FAJ mean to endorse Fridson’s “caveat emptor” standard of disclosure as well as LOR's marketing techniques (including use of the phrase “guaranteed equity investment”), which appear to be diametrically opposed to federal securities law, as well as AIMR's own standards?
	Shouldn’t FAJ be reinforcing the fact that federal securities law mandates full disclosure in order to protect investors from the pernicious consequences of abuses in the securities industry? The U.S. Supreme Court decision in SEC v. Capital Gains Research Bureau, Inc. (1963) so justifies the strict disclosure requirements imposed on the securities industry by the Investment Advisers Act of 1940.
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              	Dec 09, 2002	AIMR and â€˜Best Practicesâ€™ on Ethics

		by Bruce I. Jacobs, Pensions & InvestmentsFinancial Analysts Journalâ€™s newly appointed editor, Robert Arnott, has announced his commitment to ensuring that the journal is â€œopen and transparentâ€�; yet Arnott states that transparency should stop short of â€œairing dirty linen.â€� FAJ has stopped short in the past. In the May/June 2001 issue, for example, the book... review editor left investment practitioners with the false impression that disclosure by investment managers is adequate so long as “sophisticated investors who [know] the right questions to ask” would not be misled. The implication that investment advisors are held to a “caveat emptor” standard of disclosure is antithetical to securities law, which requires full disclosure. The journal has yet to enlighten its readers about the inaccuracy of the book reviewer’s statement. Nor has the FAJ ever disclosed that a member of its own editorial board with a blatant conflict of interest had influenced its book review editor to retract a prior favorable review of a book. Standard practice at medical journals provides for a full airing of questionable actions via letters and editorial commentary. Should professional investors expect anything less?
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              	Nov 29, 2002	AIMRâ€™s Objectivity Lesson

		Global InvestorThis editorial piece notes that Bruce Jacobsâ€™s â€œtwo-year crusade to bring to light ... â€˜very clear conflicts of interestâ€™ at the heartâ€� of the Association for Investment Management and Research (AIMR) has attracted support from some heavy hitters, including Jose Arau of CalPERS, who backs Jacobsâ€™s call for AIMR to... adopt internal research objectivity standards. AIMR Senior Vice President Katrina Sherrerd defends their practices, noting that the Financial Analysts Journal (FAJ) uses a blind peer review process. (But not knowing an author’s identity does not prevent an editorial board reviewer from recommending rejection due to a conflict of interest with the contents and substance of a manuscript.) Ms. Sherrerd also notes that FAJ has published “a number of Jacobs’s letters of complaints” (in fact, the FAJ published just one letter of complaint from Jacobs). She adds that AIMR is reviewing its policies, including Jacobs’s proposal for internal objectivity standards. Global Investor concludes that “the spirit of full transparency and objectivity has not been well served.”
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              	Nov 21, 2002	Letter to AIMR Board of Governors regarding â€˜Investment Advisory Disclosure Standards and Financial Analysts Journal Conflict-of-Interest Policiesâ€™

		by Bruce I. JacobsIn â€œLetter to AIMR Board of Governors regarding â€˜Investment Advisory Disclosure Standards and Financial Analysts Journal Conflict-of-Interest Policies,â€™â€� Bruce Jacobs explains why Financial Analysts Journal (FAJ) should publish his letter to the editor on â€œInvestment Advisory Disclosure Standards and Financial Analysts Journal... Conflict-of-Interest Policies”; he refers readers to examples that illustrate “best practices” in the medical community and its journals. The letter to the editor itself details the ways in which the standard of disclosure set forth by FAJ book review editor Martin Fridson in his “Postscript: Reviewer’s Response (FAJ, May/June 2001) (i.e., “sophisticated investors who knew the right questions to ask”) violates both U.S. securities law and the standards set by the FAJ’s parent, the Association for Investment Management and Research (AIMR). Jacobs goes on to describe how other violations of AIMR standards, specifically conflict-of-interest protocols, were violated at FAJ.
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              	Oct 03, 2002	Letters in Support of Bruce Jacobsâ€™s Proposal for AIMR to adopt Research Objectivity Standards for its own Publications

		by Jose ArauJose Arau, CalPERS Principal Investment Officer and President of the Security Analysts of Sacramento, urges AIMR to adopt the Internal Research Objectivity Standards that Bruce Jacobs has proposed. He writes: â€œWe believe a transparent editorial policy, where all potential conflicts of interest are disclosed,... would ensure a level of fairness and integrity in AIMR publications and conferences that would redound to the benefit of all AIMR members and, indeed, all participants in the financial markets.”
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                Deborah J. Weir, President of the Stamford Society of Investment Analysts also write in support of extending the ROS initiative to AIMR's publications and conferences Oct 08, 2002
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                Alexander Singer, President of the Hellenic Association of Investment Professionals, also write in support of extending the ROS initiative to AIMR's publications and conferences Oct 10, 2002
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              	Sep 13, 2002	Bids & Offers: Analyst, Heal Thyself

		by William Power and Kate Kelly, The Wall Street JournalIn a September 13, 2002 column, The Wall Street Journal reports on Bruce Jacobsâ€™s response to AIMRâ€™s Research Objectivity Standards. Jacobs finds it hypocritical of AIMR to ask Wall Street to adopt standards that the association itself neither abides by nor enforces when it comes to its own activities... In responding to Jacobs’s comments, AIMR says it intends to abide by any new standards. However, AIMR apparently did not consider it necessary to enforce existing standards when a member of its own journal’s editorial board improperly influenced that journal’s coverage of a product in which he held substantial financial and reputational stakes.
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              	Sep 02, 2002	Fongâ€™s departure raises concerns

		Pensions & InvestmentsIn September of 2002, Pensions & Investments (P&I) reports that H. Gifford Fong will be leaving the editorship of Financial Analysts Journal (FAJ), although the Association for Investment Management and Research (AIMR) had not made a formal announcement. P&I notes that Fong, editor since 1998, is not... currently a member of AIMR, hence is under no obligation to attest to his observance of AIMR’s code of professional conduct. In a press release on November 11, 2002, AIMR announces the appointment of a new editor of FAJ. The release also notes that AIMR has completed a review of the FAJ’s standards, policies, and practices and found them in compliance with best practice and in keeping with AIMR's Code of Ethics and Standards of Professional Conduct. AIMR President and CEO Thomas A. Bowman goes on to state that, “building on that foundation, we will be publishing FAJ’s ethical obligations and conflict-of-interest policies in an upcoming issue of the journal. In addition, we will put our existing conflict-of-interest policies into agreements that all staff and volunteers working on the journal will be required to sign.”

                read more +download PDF
              


              
              

              
                
                
                AIMR Announces New FAJ Editor and New Conflict-of-Interest Policies Nov 11, 2002
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              	Aug 12, 2002	Bruce Jacobs Comments on AIMRâ€™s Proposed Research Objectivity Standards, Recommending that AIMR adopt such Standards for its own Publications

		In July 2002, the Association for Investment Management and Research (AIMR) proposed new Research Objectivity Standards for buy- and sell-side analysts and their firms, corporate issuers, and journalists and the media, designed to deal with conflicts of interest that can taint investment research and harm investors... Bruce Jacobs finds the same types of conflicts of interest at work within AIMR itself. In particular, AIMR’s own publications and conferences can be seen to fulfill a role analogous to that of Wall Street research analysts. The AIMR’s Financial Analysts Journal (FAJ), for example, publishes articles that can form the basis for investment research tools, quantitative analysis, and portfolio decision-making in the real world. Yet the review process that determines what gets published in FAJ (and what doesn't) is fraught with conflicts of interest that jeopardize the integrity of the research it publishes. The authors and readers of FAJ and AIMR’s other publications, as well as the investment community in general, would benefit greatly by AIMR’s adoption of a clear, publicly stated policy explicitly governing internal conflicts of interest. Bruce Jacobs suggests some specific standards.
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              	Oct 01, 2001	FAJ, AIMR Ethical Issues

		by Bruce I. Jacobs, Pensions & InvestmentsShould members of a journalâ€™s Editorial Board be allowed to review articles about products in which they have direct financial interests? Should they be allowed to influence the journalâ€™s book review process, when the books being reviewed relate to those products? Should journal editors publish statements that are... clearly antithetical to securities law? In an October 1 letter to Pensions & Investments, Bruce Jacobs raises these questions with regard to the Financial Analysts Journal and its publisher, the Association for Investment Management and Research (AIMR), and asks whether AIMR, as the preeminent standard-setting body for investment professionals, shouldn't hold its own officials and staff to the same high standards it requires of its members.
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                AIMR Strict on Ethics Code Oct 15, 2001
by Patricia Doran Walters, Pensions & InvestmentsIn her October 15th response, AIMR spokesperson Patricia Doran Walters states that AIMR does not comment publicly on professional conduct complaints unless the matter results in a public sanction of an AIMR member. Jacobs makes the point, in a November 12 letter, that the AIMR provides exceptions to the level of... confidentiality described by Walters, which may be applicable to the issues at hand. Furthermore, while appropriate for complaints involving individual AIMR members, blanket confidentiality seems inappropriate when applied to complaints involving the manner in which AIMR and the FAJ, as organizations, conduct themselves; to be worthy of the confidence of AIMR members and FAJ readers, AIMR must make clear the standards that govern the FAJ and be seen to enforce them rigorously.
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              	Oct 01, 2001	An Open Letter to AIMR and the Financial Analysts Journal

		by Bruce I. JacobsThis open letter to the Association for Investment Management and Research (AIMR) and the Financial Analysts Journal (FAJ) documents apparent material violations of all five of AIMRâ€™s Standards of Professional Conduct committed by certain members of the editorial board of the FAJ... In particular, Mark Rubinstein, a member of the FAJ’s Editorial Board, is allowed to review (and reject) papers that are critical of his own firm's investment products and the egregious methods used to market them (which appear to violate securities law). FAJ’s Book Review Editor, Martin Fridson, writes an unprecedented repudiation of his prior favorable review of a book criticizing those products, apparently at Rubinstein’s behest. Editor Gifford Fong refuses to investigate the matter and curtails the discussion in the pages of the FAJ, leaving readers with the impression (contrary to securities law and AIMR standards) that disclosure by investment advisers is adequate as long as “sophisticated investors who [know] the right questions to ask” would not be misled. 
 These actions violate AIMR standards which, among other things, require members to be familiar with and abide by securities laws and to avoid conflicts of interest. Unless the AIMR is seen as willing to uphold securities laws and its own standards and to confront ethical issues fairly and unequivocally, it risks undermining investor confidence in the organization, in the investment profession, and in capital markets worldwide.
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              	Jun 25, 2001	Praise for Book Turns to Criticism

		by Barry B. Burr, Pensions & Investmentsâ€œPraise for book ...â€� looks at the issues surrounding Financial Analysts Journalâ€™s treatment of Bruce Jacobsâ€™s book, Capital Ideas and Market Realities. Asked why he wrote and published an unprecedented re-review of the book, FAJ book review editor Martin Fridson cited â€œfeedback generated by the review.â€�... An investigation by Pensions & Investments, however, revealed that Mark Rubinstein, whose firm’s strategies the book is critical of, “suggested Fridson consider writing a ‘correction’ to his original review.” “Rubinstein to stay on editorial board ...” reports that FAJ editor H. Gifford Fong will retain Rubinstein on the journal’s editorial board, despite his earlier assertion (in “Praise for book ...”) that “If there was pressure from someone on the editorial board, I would see that person would not be on the board anymore.” P&I also reports, in these two articles, on the controversy surrounding Fridson’s statement (in the May/June 2001 issue of FAJ) that disclosure by a particular portfolio insurance vendor was adequate because “sophisticated investors who knew the right questions to ask would not have been misled.” Jacobs asserts that this statement leaves readers with the idea that “caveat emptor” is an adequate standard for investment professionals; but “caveat emptor” as a standard of disclosure, Jacobs notes, is contrary to the AIMR Code of Ethics and Standards of Professional Conduct, as well as to securities law. Editor Fong and Patricia Doran Walters, the professional conduct officer of AIMR, nevertheless downplay Fridson's statement, noting, respectively, that “it's only a book review” and “no one is giving anyone investment advice in the journal.”
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                Rubinstein to Stay on Editorial Board of FAJ Despite Talking with Fridson Sep 03, 2001
by Barry B. Burr, Pensions & Investments download PDF



              
              
              	May 31, 2001	Postscript: Authorâ€™s Comment

		by Bruce I. Jacobs, Financial Analysts JournalIn â€œPostscript: Authorâ€™s Comment,â€� Bruce Jacobs points out that Martin Fridsonâ€™s â€œPostscriptâ€� (Financial Analysts Journal, January/February 2001) does a disservice to his book, Capital Ideas and Market Realities (CIMR), and to investors generally by dismissing the bookâ€™s presentation of the way portfolio insurance... was marketed; it is just such marketing, creating the false impression that such strategies offer high returns at low risk, that allows these strategies to attract investments sufficient in size to threaten market stability. Jacobs further notes that, in contrast to the anonymous “sources” Fridson uses to support his claims, CIMR provides extensive quotations from, and references to, hundreds of named sources. In “Postscript: Reviewer's Response,” Fridson states that because the professionals he consulted for his “Postscript” “were neither purveyors of portfolio insurance nor investors who ultimately decided to buy the product,” they had “no obvious reason either to attack Jacobs or defend Leland O'Brien Rubinstein Associates [LOR].” “Based on their detailed accounts,” he concludes, “sophisticated investors who knew the right questions to ask would not have been misled” by LOR's marketing. In “Response to Fridson's ‘Postscript: Reviewer's Response’” (which FAJ declined to publish), Jacobs points out that, given Fridson’s standard of “sophisticated investors,” it is perhaps not surprising that his “Postscript” found that LOR was “candid in describing the likely impact of greater-than-expected volatility.” But, Jacobs goes on to point out, Section 206 of the Investment Advisers Act of 1940 holds that caveat emptor is NOT an adequate standard for the securities industry.
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              	May 31, 2001	The Marketing of Portfolio Insurance and the Magnification of Market Risk: The Whole Story

		by Bruce I. Jacobs www.cimrbook.com, 2001. (The complete text of the abbreviated â€œPostscript: Authorâ€™s Comment,â€� Financial Analysts Journal.)In the January/February 2001 issue of Financial Analysts Journal (FAJ), Book Review Editor Martin Fridson published an unprecedented â€œPostscriptâ€� to his original, favorable review (FAJCapital Ideas and Market Realities.... In his initial review, Fridson called the latter a “meticulously documented book [that] presents compelling evidence ... that portfolio insurance failed to deliver on its lofty promises.” In his “Postscript,” Fridson charges that the book “marshaled selected quotations” to show that the marketing efforts of Leland O'Brien Rubinstein Associates (LOR) exaggerated the benefits and downplayed the risks of portfolio insurance to a misleading degree. Instead, he claims, “LOR's pre-1987 presentations were candid in describing the likely impact [on the strategy] of greater-than-expected [market] volatility.” 
 Fridson bases his conclusion on a single reference (to a Mark Rubinstein article) and on unnamed “observers," “investment professionals,” and “sources.” Capital Ideas and Market Realities, by contrast, cites hundreds of named sources, including almost all published articles, advertisements, and marketing materials on the subject. That evidence, as well as new evidence, including LOR’s ADV filings with the Securities and Exchange Commission, suggest that LOR’s disclosures were not adequate and apparently violated securities law (Section 206 of the Investment Advisers Act, which prohibits advertising that is false and misleading). As a result, many investors were not aware of the strategy's pitfalls. Rather, marketing that portrayed the strategy as a means of obtaining high (equity-like) returns at low (below equity level) risk--with a credible guarantee of a minimum return level--helped to create a faddish demand for portfolio insurance, leading to $100 billion in “insured” assets by the fall of 1987. The enormous magnitude of required insurance selling on October 19, 1987, turned what might have been a modest correction into a crash even greater than the Great Crash of 1929. 
 That crash did not “kill” portfolio insurance; the concepts behind it and the methods by which it was “sold” live on in strategies at work in markets today. The dynamic hedging underlying option positions is essentially the same as portfolio insurance, and has contributed to “minicrashes” in 1989, 1991, 1997 and 1998. The sad story of Long-Term Capital Management shares much with the portfolio insurance story, including the concentration of significant amounts of assets in a strategy that was supposed to offer high returns for very little risk; the strategy's dependence on arbitrage conditions; and, when such conditions disintegrate, the effects of the strategy’s forced selling on market volatility. If investors are to have any hope of mitigating the ill effects of such strategies, full and candid disclosure of their real risks is imperative; Fridson's “Postscript” ill serves investors by obfuscating these risks.
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              	Jul 31, 2000	Book Review

		by Martin Fridson, Financial Analysts JournalIn the review of Bruce Jacobsâ€™s Capital Ideas and Market Realities (CIMR) published in the July/August 2000 issue of Financial Analysts Journal (FAJ), book review editor Martin Fridson stated that the book â€œastutely sizes up the continuing search for what [Jacobs] labels â€˜the Northwest Passage of no-risk... reward’” and called it a “meticulously documented book [that] presents compelling evidence ... that portfolio insurance failed to deliver on its lofty promises.” In the January/February 2001 issue of FAJ, however, Fridson published a “Postscript,” in which unnamed “observers,” “investment professionals,” and “sources” attack CIMR’s presentation of the way in which portfolio insurance was marketed by its primary vendor, Leland O’Brien Rubinstein Associates (LOR), which had over $50 billion in portfolio insurance assets under management in the 1980s. According to these sources, LOR mentioned the highly favorable outcome that the cost of insurance could be negative only as a “possibility, not a likelihood.” The “Postscript” concludes that CIMR “marshaled selected quotations” to make its case.
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  The Legacy of Stephen A. Ross

by Frank J. Fabozzi, Bruce I. Jacobs, and Kenneth N. Levy, Journal of Portfolio Management, Special Issue Dedicated to Stephen A. Ross, June 2018.

Stephen A. Ross had an uncanny talent for translating economic theory into intuitive and rigorous concepts that were useful to researchers and practitioners alike. His most famous accomplishment, the arbitrage pricing theory, has inspired the ongoing search for factors that explain security returns. His work on agency theory is applied to portfolio performance evaluation and compensation. This introduction summarizes the contributions in this issue primarily from his former students and colleagues, who reflect on what they learned from Steve, how he influenced their work, and how his ideas continue to be adapted and refined.
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[image: ]The Impact of Jacobs Levy Concepts on Investment Theory and Practice

The most gratifying aspect of our work at Jacobs Levy is the successful management of client portfolios, using the insights from our proprietary research. But it has also been gratifying to see how the concepts underlying this research have been accepted and recognized by the investment industry.

Our articles have won numerous awards—from the Financial Analysts Journal, Journal of Portfolio Management, and Journal of Investing—and been translated into Japanese and Chinese. Many have become required reading for the CFA program.

We have presented our ideas at major industry conferences and seminars, including the CFA Institute, University of California-Berkeley Program in Finance (BPF), and Institute for Quantitative Research in Finance (Q Group). Business schools at Columbia, Harvard, the University of Pennsylvania’s Wharton, University of London, Stockholm School of Economics, Hong Kong University of Science and Technology, and National University of Singapore have included our articles in courses ranging from “Security Analysis” to “Behavioral Finance,” “Portfolio Management,” “Financial Modeling,” “Hedge Funds,” and “Financial Risk Management.” Our books are available at university libraries across the world, including Stanford, Yale, Cambridge (England), Erasmus University (The Netherlands), University of Melbourne (Australia), King Saud University (Saudi Arabia), and Thammasat University (Thailand).

The impact of our ideas on investment practice is evident in the industry’s adoption of many of our terms and concepts, including “market complexity,” “disentangling,” “multidimensional market,” “pure returns,” “law of one alpha,” “integrated long-short optimization,” “trimability,” “unique risks of leverage,” “leverage aversion,” “mean-variance-leverage optimization,” and “enhanced active equity 130-30 strategy.” Our work is widely cited in consultant publications, Wall Street research reports, academic and practitioner articles, and investment books, and has also received favorable industry press coverage in the Wall Street Journal, Institutional Investor, and Pensions & Investments.
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