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METHOD AND SYSTEM FOR
IDENTIFICATION AND ANALYSIS OF
INVESTMENT ASSETS

FIELD OF THE INVENTION

[0001] The present invention generally relates to the field of
investments. More specifically, the present invention dis-
closes a novel system for computerized identification and
analysis of fundamental asset performance characteristics, as
well as a computerized system for the selection and purchase
of assets based on intensive analysis and characterization.

BACKGROUND OF THE INVENTION

[0002] Individuals or groups seeking to maximize their
returns from an investment in an asset (i.e. stock options,
futures, money markets, etc,) may seek to expand their gains
through adjustment of a known investment strategy. Addi-
tionally, these individuals or groups may seek to use well
known investment strategies with a targeted level of return,
while expanding the yield on their investment through unique
approaches of fund distributions among several assets.
[0003] Individuals or groups investing in the stock market
are generally concerned with fundamental stock performance
characteristics. One such characteristic is leverage. The term
leverage is defined as the ratio of a company’s long term debt,
typically bonds and preferred stock, to its equity in its capital
structure. Thus, the greater the long term debt, the greater the
leverage.

[0004] Another fundamental characteristic of most assets is
volatility. Volatility is the relative rate at which the price of an
asset (e.g. security, stock, etc,) rises and falls. Volatility can be
found by calculating the annualized standard deviation of
daily change in price. If an asset has high volatility the price
of that asset moves up and down rapidly over short time
periods. A low volatility means the price of an asset is stable
and rarely changing.

[0005] Two typical investment strategies through which an
individual or group investing money in the financial markets
can benefit are known as “short positions” and “long posi-
tions.”

[0006] A “long position” is an investment strategy wherein
the investor has determined that a purchased stock is likely to
rise in price, and intends to benefit from the rising stock price.
An investor taking a long position is said to be “holding the
shares long.” Thus the investor holds on to the stock expecting
to benefit from the potential rise in the stock’s price. Bullish
investors will often take a long position, expecting a rise in the
price of stocks in the future. A long position is taken by
investors who hope to benefit from the theory of buying
stocks at a low price and selling them at a high price.

[0007] A “shortposition” is an investment strategy wherein
the investor has determined that a purchased stock is likely to
fall in price and hopes to benefit from the falling stock price.
A short position in an asset may have a slightly varying
meaning depending on the nature of the asset (e.g. in futures
a short position is selling a contract, in stock purchases a short
position is selling a borrowed stock and repurchasing it at a
lower price). However, generally an investor investing in
short positions is referred to as a “short seller”. If an investor
wishes to benefit from the falling stock price the investor may
borrow the stock from its owner with the intent to sell it. Once
the price of the stock has fallen the short seller will repurchase
the stock returning it to its owner and keeping the difference,
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this is known as taking a short position. When an investor is
bearish, namely expecting the price stocks to fall, the investor
is likely to take a short position in order to benefit from the
falling stock prices.

[0008] The short seller is normally in debt to his broker, the
broker would generally borrow the shares used by the short
seller from an individual holding the shares long.

[0009] For example, shares in ABC Corporation sell at $5
per share, an investor taking a short position may borrow 100
shares, and sell the shares for $500. Subsequently, as the price
of'the ABC corporation shares falls to $3 per share, the short
seller will repurchase the 100 shares at a price of $300, return
the shares to their original owner, and keep the $200 differ-
ence.

[0010] This practice has the potential for limitless losses, if
the shares that one borrowed and sold in fact went up in price,
the short seller would have to buy back all the shares at the
higher price, losing the difference in price.

[0011] Another investment strategy is the purchase of
shares in foreign corporations not listed on the U.S. stock
market. However, applicable U.S. and foreign laws governing
these transactions, as well as fluctuations in the currency
exchange rate, may make tracking the performance of such an
asset a tedious task. One solution to this is purchasing an
American Depositary Receipt (“ADR”). An ADR is a certifi-
cate issued by a U.S. bank, an ADR represent shares held by
the bank in a foreign country, by either a branch of the bank or
a correspondent in the original nation of issue.

[0012] A single ADR may represent a variety of share
amounts (i.e. a portion of a share, one share or a bundle of
shares) sold on an exchange outside of the United States.
[0013] ADRs may be “sponsored”, in such an instance the
corporation selling its shares on a foreign exchange will pro-
vide financial and other information to the bank signing the
ADR, and may at least in part, subsidize the management of
the ADR. An ADR is subject to the same market risks as the
underlying foreign share.

[0014] Another investment strategy is known in the art as a
“select holdings” strategy. In implementing the select hold-
ings strategy, the holdings of a fund’s money managers within
their fund segments are analyzed in order to select specific
stocks that have been chosen by a significant amount of
money managers. Such stocks are then analyzed by an in
house system of an investing institution, and ranked accord-
ing to their current and potential performance. Additional
shares of certain stocks are purchased on the basis of such
ranking.

[0015] This investment strategy is designed to expose a
given portfolio to a diverse range of stocks.

[0016] However, the “select holdings™ strategy has a sig-
nificant level of risk, including the potential loss of invested
principal. This risk is at least in part based on the losses
experienced due to an increased diversity of exposure. In
general, such portfolios do not grow at a steady rate of return,
and typically display a significant level of negative growth.
Thus, the structuring, and attempts to increase returns
involved in the “select holdings” strategy may actually reduce
returns on the investment.

[0017] Regardless ofthe type of investment, investments in
public companies (e.g. stock indices, securities, futures con-
tracts, etc,) in the U.S. are subject to the regulations and
scrutiny of the United States Securities and Exchange Com-
mission (“SEC”). The SEC is a U.S. government agency
responsible for enforcing the federal securities laws and regu-
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lating the securities industry/stock market. The SEC regulates
and audits the stock market and prevents corporate abuses
relating to the offering and sale of securities and corporate
reporting.

[0018] The SEC has the authority to license and regulate
stock exchanges in the United States. SEC may bring civil
enforcement actions against organizations and individuals
suspected of committing fraud, providing purposely inaccu-
rate information, engaging in insider trading, criminal finan-
cial violations, and other violations of securities laws.
[0019] All financial reports submitted by companies to the
SEC are generally filed in accordance with the Generally
Accepted Accounting Principles (“GAAP”). The GAAP is a
set of accounting rules used to report financial statements by
public companies. Although the United States government
does not specifically require the use of standards set forth in
the GAAP, the SEC does requires that financial statements
submitted by publicly traded companies are filed according to
the GAAP. Currently the U.S. GAAP and international
accounting practices have several differences, thus interna-
tional financial reports filed by companies who seek to have
their shares traded on U.S. stock exchanges must be recon-
ciled with the U.S. GAAP.

[0020] Because current investment strategies are incom-
plete and uncertain, there is a clear need in the art for a system
and method to more effectively manage the risks involved in
investing. The present invention overcomes the various defi-
ciencies associated with traditional investment strategies.

SUMMARY OF THE INVENTION

[0021] It is an object of the present invention to provide a
stock selection method based on a rich set of fundamental
stock characteristics.

[0022] It is another object of the present invention to pro-
vide an investment strategy with low information losses due
to portfolio construction.

[0023] Yet another object of the present invention is to
establish a direct, intuitive and transparent relationship
between portfolio positions and fundamental mathematical
asset performance factors that drive return.

[0024] It is a further object of the present invention to
significantly simplify the optimization of investment strate-
gies.

[0025] A further object of the present invention is to reduce
the vulnerability to optimization “error maximization”.
[0026] It is another object of the present invention to
include mathematical asset performance factor correlation
and volatility in the stock selection and analysis method.
[0027] Yet another object of the present invention is to
outperform the performance of known stock indices while
maintaining a low realized 12-month tracking error over full
market cycles.

[0028] Another object of the present invention is to allow
for inclusion of transaction cost and portfolio constraints (e.g.
short sale constraint) in the investment strategy optimization
process.

[0029] It is an object of the present invention to generate a
portfolio of stocks with well diversified active weights by
sector and investment theme.

[0030] A further object of the present invention is to
increase the dividend yield on investment over a long portfo-
lio without increasing portfolio volatility.
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[0031] It is a further object of the present invention to
achieve higher yields on investment without becoming lever-
aged in the market.

[0032] Still another object of the present invention is to use
proceeds from short positions to purchase additional dividend
paying names.

[0033] It is another object of the invention to maintain a
large number of holdings which diversify stock specific risks.
[0034] Other objects, features, and characteristics of the
present invention, as well as the methods of operation and
functions of the related elements of the structure, and the
combination of parts and economies of implementation, will
become more apparent upon consideration of the following
detailed description with reference to the accompanying
drawings, all of which form a part of this specification.

BRIEF DESCRIPTION OF THE DRAWINGS

[0035] A further understanding of the present invention can
be obtained by reference to a preferred embodiment set forth
in the illustrations of the accompanying drawings. Although
the illustrated embodiment is merely exemplary of systems
and methods for carrying out the present invention, both the
organization and method of operation of the invention, in
general, together with further objectives and advantages
thereof, may be more easily understood by reference to the
drawings and the following description. The drawings are not
intended to limit the scope of this invention, which is set forth
with particularity in the claims as appended or as subse-
quently amended, but merely to clarify and exemplify the
invention.

[0036] FIG.1is aflow chart depicting the method by which
specific stocks are selected for investment in accordance with
an embodiment of the present invention.

[0037] FIG. 2 is a flow chart depicting the method by which
stock selection criteria mathematical asset performance fac-
tor weights are determined for each stock selection criteria
factor in accordance with an embodiment of the present
invention.

[0038] FIG. 3 is a flow chart depicting the method by which
the amount of funds to be invested using each investment
strategy is determined and invested in accordance with an
embodiment of the present invention.

[0039] FIG. 4 is a diagram depicting the numerical data set
of returns generated when the methods of the present inven-
tion are back tested over a period of time for which stock
performances are known in accordance with an embodiment
of the present invention.

[0040] FIG. 5 is a graph depicting the returns generated
when the methods of the present invention are back tested
over a period of time for which stock performances are known
in accordance with an embodiment of the present invention.
[0041] FIG. 6 is a diagram depicting the method for distrib-
uting funds to be invested in accordance with an embodiment
of the present invention.

[0042] FIG. 7 is a diagram depicting the system on which
the methods of the present invention may be implemented in
accordance with an embodiment of the present invention.

DETAILED DESCRIPTION

[0043] As required, a detailed illustrative embodiment of
the present invention is disclosed herein. However, tech-
niques, systems and operating structures in accordance with
the present invention may be embodied in a wide variety of



US 2009/0070274 Al

forms and modes, some of which may be quite different from
those in the disclosed embodiment. Consequently, the spe-
cific structural and functional details disclosed herein are
merely representative, yet in that regard, they are deemed to
afford the best embodiment for purposes of disclosure and to
provide a basis for the claims herein, which define the scope
of the present invention. The following presents a detailed
description of the preferred embodiment of the present inven-
tion.

[0044] The present invention utilizes individual fundamen-
tal stock characteristics such as sector-relative valuation,
earnings quality, and earnings momentum. These character-
istics provide the best basis for forecasting each stock’s
return.

[0045] Although the present invention is described herein
with reference (to investment in stocks, such embodiments
are merely exemplary and are not intended to be limiting or
represent an exhaustive enumeration of all asset types to
which the invention is applicable. Thus, the present invention
can be used for investment in a diverse group of assets.
[0046] The present invention generates superior returns by
frequently and consistently measuring the characteristics of
every stock in the eligible investment universe and incorpo-
rating these measurements in a rigorous repeatable process
that considers both volatility and correlation. The term stocks
is used in reference to a diverse collection of assets, and thus
is not limited to a specific index or investment type.

[0047] Thus, the portfolio construction of the present
invention yields the closest possible alignment between fun-
damental stock characteristics and individual portfolio
weights.

[0048] FIG.1 depicts a method by which specific stocks are
selected for investment using the methods of the present
invention, as described in detail below.

[0049] First, mathematical asset performance factors of
stocks are identified in step 100. The stock performance fac-
tors are then analyzed for effectiveness in step 102. Specific
sectors are defined in step 104, subsequently the identified
factors are divided into the defined sectors in step 106. The
factor-sector divisions are then back tested to determine
effectiveness against known data in step 108. Mathematical
performance measures are then defined for each factor in step
110.

[0050] The identified performance measures are then ana-
lyzed to determine stock performance in step 112. After-
wards, factor correlations are calculated in step 114, highly
correlated factors are eliminated in step 116. The weight of
each factor is determined in step 118, wherein the weights
indicate the significance of each factor in the selection of
stocks. The weights are then optimized in step 120. The
number of stocks to be used in each investment strategy is
determined in step 122.

[0051] Subsequently, it is determined whether it is the end
of the month in step 124, if it is not the end of the month,
stocks are selected for purchase in step 128 and then pur-
chased in step 130. If it is the end of the month, the effective-
ness of each factor is determined in step 126, stocks are
selected for purchase in step 128 and then purchased in step
130. Upon completion of step 130 the procedure ends in step
132.

[0052] Initially, each factor’s forecasting ability is analyzed
in step 202. The interaction of each factor with other factors is
considered in step 204. Subsequently, the serial correlation of
the forecasting ability of each factor is analyzed in step 206.
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Each factor’s influence on risk is analyzed in step 208. The
information losses due to portfolio construction are then ana-
lyzed in step 210. The information losses due to real world
cost resulting from transaction friction and portfolio con-
straints are analyzed. Finally, the stock selection criteria fac-
tor weights are determined based on all analyzed information
in step 214, the procedure then ends in step 216.

[0053] Asdescribed above, the present invention entails the
identification and analysis of factors, this term refers to fun-
damental stock characteristics. Research of factors may
include a variety of sources: Wall Street research, academic
papers, fundamental analysts, as well as any other relevant
source.

[0054] The factors are generally intuitive and have a foun-
dation in economic and/or behavioral theory. Factors gener-
ally demonstrate strong empirical evidence of efficacy as
well.

[0055] Indevelopinga stock selection model for a specified
investment universe the method of the present invention may
utilize over two hundred different factors. Each factor is
broadly classified into one of four different groups relating to
business behavior, management behavior, investor behavior,
or valuation.

[0056] Business behavior factors are characteristics that
measure the performance of the business and include funda-
mental characteristics like profit margin expansion and return
on equity (“ROE”).

[0057] Management behavior factors take advantage of the
predictable consequences of management decisions.
Examples of this type of factor include measures that gauge
managers’ ability to manage inventories, receivables, and
other working capital that impact the quality of earnings.
[0058] Investor behavior factors aim to exploit investor
biases. For example, anchoring and overconfidence can be
exploited with analyst revisions and price momentum.
[0059] Finally, valuation factors measure price attractive-
ness in a cross-sectional and/or time-series context.

[0060] While every industry sector exhibits these exploit-
able anomalies, the particular factor best suited to measure
that behavior varies by industry sector. For example, excess
returns among bank stocks are driven more by valuation
factors such as price-to-book than by business, management,
or investment behavior.

[0061] On the other hand, technology stocks are not as
sensitive to valuation as bank stocks and to the degree that
they are, price-to-book is not the factor with the strongest
forecasting ability. Instead free cash flow measures are more
effective measures of value for technology stocks. To exploit
these differences, the method of the present invention
accounts for each factor within each sector and, separately,
across the entire eligible investment universe.

[0062] Inexamining factor behavior by sector, the method
of the present invention devotes considerable importance to
defining sectors. The present invention utilizes intelligent
industry groupings that combine stocks with similar perfor-
mance drivers. Sector definitions differ by strategy because
the number of stocks available in a given industry varies
considerably across growth and value indices. For example,
13 different industry sectors may be used, in developing the
small cap growth stock selection model. Evaluating over 700
individual factors across thirteen different economic sectors
means evaluating almost seven thousand different factor-sec-
tor combinations.
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[0063] Each factor-sector combination may be back tested
and evaluated on the basis of performance, risk, and consis-
tency. During the factor evaluation, over ten different perfor-
mance measures (e.g. information ratio, batting averages,
skewness, etc) are considered. A given factor-sector combi-
nation is then reviewed for its performance across multiple
portfolio holding periods. Additionally, the factor’s perfor-
mance is then reviewed during different types of markets (e.g.
bull markets, bear markets, recessions, etc). Through this
initial stress testing only the most powerful and robust factor-
sector characteristics are retained.

[0064] Screening also involves calculating factor correla-
tions to eliminate factors that are highly correlated. The result
of this initial step is the identification of 60 to 80 different
factor-sector combinations diversified both across sectors and
across behavior classifications.

Stock Selection Model Development

[0065] The initial factor research yields a rich set of funda-
mental characteristics. Each of these characteristics has an
ability to forecast returns at the benchmark level, or, within an
individual industry sector. The next step in the process is the
determination of appropriate weights for each factor to yield
the highest return for a given level of risk. As previously
described this determination jointly considers:

[0066]
[0067]

[0068] The serial correlation of forecasting ability and its
influence on risk.

[0069] Information losses due to portfolio construction
and real world costs due to transaction friction and port-
folio constraints.

Each factor’s forecasting ability.
Its interaction with other factors.

The importance of information losses associated with port-
folio construction is a significant aspect. The relationship
between return per unit of risk, management skill and port-
folio construction is generalized into a “Fundamental Law of
Active Management” shown below:

IR=ICxTCx /(breadth)

[0070] This relationship states that a manager’s informa-
tion ratio (“IR”) is a function of the product of their ability to
rank stocks by future return, namely the information coeffi-
cient (“IC”), how effectively their rankings are expressed in
their portfolio, seen above as the transfer coefficient (“TC”),
and the number of stocks they apply their ranking to
(“breadth™).

[0071] IC and breadth are generally related. Traditionally,
managers who attempt to analyze too many stocks (higher
breadth) might see their ability to analyze those stocks
impaired (lower skill or IC). As for TC, it can be significantly
reduced by portfolio constraints, errors in estimating risk
parameters such as covariances, and transaction costs. This
will result in lower returns as the manager’s skill is lost (not
‘transferred”) during the portfolio construction process.
[0072] However, the stock selection model of the present
invention simultaneously considers IC, TC and breadth in an
optimization process. This is possible because individual
stock weights are a direct function of a stock’s fundamental

Mar. 12, 2009

characteristics, as used in setting up a portfolio according to
the methods of the present invention:

PW:BW+(®1‘Z1 to nXFizl to n)

Wherein:
[0073] Pw=Weight of a single stock in the portfolio
[0074] Bw=Benchmark weight of that single stock
[0075] o, ,, ,~Optimized factor weight (factors 1 to
n)
[0076] F,._, ,, ,~Fundamental factors standardized to

have mean of 0
“Parameterizing” the portfolio construction process in this
way has significant benefits. Some exemplary benefits are
listed below, however these benefits are merely exemplary
and the list should not be considered exhaustive:

[0077] Establishes direct, intuitive and transparent rela-
tionship between portfolio position and fundamental
factors that drive return.

[0078] Significantly simplifies the optimization process
(compared to optimization relying on individual stock
return estimates and individual stock covariances). This
reduces vulnerability to optimization “error maximiza-

tion”.

[0079] Implicitly includes factor correlation and volatil-
ity.

[0080] Allows for inclusion of transaction cost and port-

folio constraints (e.g. short sale constraint) in the opti-
mization process.
[0081] Robust problem definition easily allows a variety

of factor and factor structures to be assessed.
[0082] An optimization process is conducted in order to
determine the weights for each factor that optimizes a loss-
penalizing objective function, consistent with the targeted
tracking error. The objective function of the present invention
is based on 12-month excess returns to better estimate real-
ized tracking error, by accounting for any serial correlation in
excess returns.
[0083] To provide robust factor weight estimates many
optimizations are performed based on bootstrap sampling
with replacement of 12-month intervals using 16 years of
monthly data. In any one resampled data set, individual sub-
periods may be missing or repeated, more than once. This
procedure minimizes the possibility of over-fitting the his-
torical data.
[0084] Importantly, transaction costs are included in the
optimization process. Thus, individual fundamental factors
receive weights appropriate to the strength of their forecast-
ing ability including the costs associated with that factor’s
turnover. Finally, the number of stocks held in a specific
strategy is an outcome of the optimization (i.e. it is not a
constraint). The number of stocks, (i.e. the breadth in the
fundamental law of active management) is optimal given the
IC of the fundamental factors of the present invention.

Model Re-Estimation

[0085] The stock selection model estimation of the present
invention is on-going, namely the model of the present inven-
tion is designed to be constantly adjusted in order to account
for changing market characteristics. The structure of the
method of the present invention makes it easy to test new
fundamental factors, interaction factors and/or conditioning
variables.

[0086] According to the present invention, a new factor is
first tested individually to see if it passes initial screening
based on its individual performance. If it appears promising,
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it is then included in a re-optimization process to see if it adds
to the performance of the model. The optimization deter-
mines if the factor is added, or, replaces a current factor in the
model.

[0087] In addition to testing new factors, the individual
factors are examined monthly to determine if individual fac-
tors may be gaining or losing effectiveness. Furthermore,
individual factors are also reexamined annually to adapt for
any structural changes in market behavior.

[0088] Evidence of secular change in effectiveness is used
to determine whether a factor will continue to be included in
the factor set fed to the optimization process. These results are
then used during the annual model re-estimation, where stock
selection models are adapted for any structural changes in
market behavior.

Investment Process Implementation

[0089] FIG. 3 depicts a method by which the amount of
funds to be invested by an investing institution using each
investment strategy is determined and invested.

[0090] Initially the funds to be invested are received by the
investing institution in step 302. The long positions to be
purchased are determined in step 304 and the short positions
to be purchased are determined in step 306. The amount of
funds to be borrowed is determined in step 308, the funds are
then borrowed in step 310. The total funds are divided up
according to the 140/40 ratio in step 312.

[0091] The divided funds are then invested into long posi-
tions in step 314 and into short positions in step 316. The
returns on each investment are collected in step 318. It is
determined whether the funds are to be reinvested in step 320.
Ifthe funds are to be reinvested the procedure begins again at
step 304.

[0092] However, if the funds are not to be reinvested the
long positions are sold in step 322, and the procedure ends in
step 324.

Daily Processing of Stock Information

[0093] The process of the present invention is inherently
disciplined as buys and sells are determined by the above
described stock selection and investment models. The infor-
mation advantage of the present invention is expanded by
running the stock selection models daily to incorporate the
most recent information on the hundreds of stocks in the
investment universes utilized by the present invention. To
increase the probability that trades are based on “real infor-
mation”, all data is audited and closely examined on a peri-
odic basis, specifically the underlying data behind changes in
model-determined portfolio weights. Both, filtering and
smoothing techniques are also employed in the implementa-
tion of the present invention.

[0094] When a daily trade list is large enough, trading algo-
rithms are employed to optimally balance market impact and
the ability of the method of the present invention to capture
excess returns. The present trading approach is also designed
to minimize commission costs.

Factor Attribution and Risk Control

[0095] The portfolios created using the method of the
present invention are diversified, and would typically hold
between 15% to 30% of the names in the benchmark portfo-
lio. In addition, sector allocations may be limited to +/-35%
of the benchmark sector allocation.
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[0096] The portfolios are fully invested, holding cash to a
minimum, strictly to facilitate trading and cash flows. Addi-
tionally, futures and/or other securities may be used to man-
age cash flows.

[0097] To monitor the risk exposures and tracking error,
standard models such as BARRA may be used without
departing from the spirit of the present invention. Third party
risk models, such as BARRA, provide an independent view of
the portfolio’s risk profile and sources of unintended expo-
sures, for portfolio’s created using the method of the present
invention. Additionally an independent proprietary risk
model may be utilized for added analysis. Proprietary risk
models may also incorporate independent factors, thus the
added benefit of ensuring that the portfolios created using the
method of the present invention are consistent with the factor
models of the present invention.

[0098] Similarly, when monitoring performance, both
commercial and proprietary tools are utilized. Using the com-
mercial tools, the commonly viewed sector and stock specific
contributions to performance are monitored. Using propri-
etary custom created analysis tools, may provide further
insight into exactly how much performance is being contrib-
uted by each of the factors. The results of the above monitor-
ing processes are then used as inputs into the annual model
re-estimation process.

Small Cap Growth Strategy

[0099] The small cap growth strategy of the present inven-
tion is designed to outperform the Russell 2000 Growth Index
by at least 4-6% while maintaining realized 12-month track-
ing error between at least 5-7% over full market cycles.
[0100] The research method and design objective of the
present invention results in generating a portfolio of between
200 to 400 stocks on average, with well diversified active
weights by sector and investment theme. However, a different
number of stocks may be utilized in generating a given port-
folio, as may be needed by a specific implementation of the
present invention, without departing from the spirit thereof.

Back Tested Performance

[0101] The strategies described above are further back
tested over a period of time for which stock performances are
known (e.g. 1990-2005) in order to determine eftectiveness of
using the methods of the present invention.

[0102] FIG. 4 depicts the numerical data set of returns 400
generated when the methods of the present invention are back
tested over a period of time for which stock performances are
known. While, FIG. 5 depicts the graph 500 of the returns
generated when the methods of the present invention are back
tested over a period of time for which stock performances are
known.

[0103] As shown in FIGS. 4 and 5, when applying the
method of the present invention to a period of time where
stock performances are well known (e.g. 1990-2005), the
method of the present invention creates well performing port-
folios.

[0104] The portfolio generated using the method of the
present invention, whose characteristics are shown in numeri-
cal form FIGS. 4 and 5, had an annual excess return of 9%
over the Russell 2000 Growth benchmark and a 4% annual
tracking error resulting in an information ratio of 2.3.
[0105] The model created using the above described meth-
ods beat the benchmark in over 80% of the months, 75%
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during up markets and 93% during down markets. Further-
more, the model achieved these results with a 130% annual-
ized turnover.

THE 140/40 EMBODIMENT

[0106] The 140/40 embodiment of the present invention
divides the amount of money a given individual or group
wishes to invest into two categories, namely funds invested
into long positions and funds invested into short positions.
For example, for every $100 invested according to the meth-
ods of the present invention an additional $40 is borrowed, to
be invested in long positions. Furthermore, an additional $40
is obtained as a federal funds based rebate fee credited by an
accredited institution (i.e. Goldman Sachs). Thus, $140 is
invested in 75-175 stocks (i.e. invested in long positions), and
$40 is shorted (i.e. invested in short positions) in 50-100
stocks.

[0107] Thus, %140 of the funds received by an investing
institution is invested in long positions, wherein the addi-
tional %40 to be invested in long positions is borrowed as a
federal funds based rebate fee credited by an accredited insti-
tution, and yet another %40 of funds received by the investing
institution is invested in short positions. It should be noted
that the ratio of funds burrowed to funds received for invest-
ment may be adjusted to be at least an additional %40 of funds
received by the investing institution for at least %140 to be
invested in long positions, or at most an additional %40 of
funds received by the investing institution for at most %140 to
be invested in long positions, without departing from the
spirit of the present invention.

[0108] FIG. 6 depicts an illustration of the method for dis-
tributing funds to be invested by investment method in accor-
dance with the above example. In the above example $140 is
invested 600 in long positions, while $40 is invested 601 in
short positions.

[0109] The long positions are chosen on the basis of divi-
dend yield and the above described stock selection methods
of the present invention, these stocks generally, do not fall
into the bottom ¥4"“ ranked of the overall universe of selected
stocks. Purchase of the long positions allows achievement of
the desired dividend yield.

[0110] The short positions are chosen on the basis of low to
no dividend yield and the above described stock selection
methods of the present invention, these stocks generally, do
not fall into the top ¥4 ranked of the overall universe of
selected stocks. Purchase of the short positions allows for
control of market and sector risk.

[0111] In the above example of the $100 investment, the
$140 invested 600 in long positions is divided into two
amounts, namely the initial $100 which is invested in long
positions, and $40 which is borrowed from a lending institu-
tion (e.g. federal lending) based on a borrowing fee, and is
further invested in long positions. When stocks are sold the
borrowed money is returned to the lending institution and the
return is further invested in the portfolio (i.e. to purchase long
positions).

[0112] Further, the $40 invested 601 in short positions is
used to borrow stocks with low or no dividend yield, to be
later sold, while the original lender is refunded. These stocks
may be chosen based on daily stock liquidity data provided by
a financial institution (i.e. Goldman Sachs). These funds may
be realized by a federally funded rebate fee credited by a
financial institution (e.g. Goldman Sachs).
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[0113] This method of investment allows for advantages
over existing methods in several areas such as, but not limited
to: tax efficiency, transaction costs, sector neutrality, market
performance, pure equity exposure, short sales which allow
for purchase of additional dividend paying names, diversity
of'stock specific risks due to a large number of holdings, and
overall higher yield without becoming leveraged to the mar-
ket.

[0114] Furthermore, the 140/40 embodiment of the present
invention allows for increases in dividend yield on average of
about 1.5% to 3.0% without increasing portfolio volatility,
specifically for long position portfolios. The 140/40 embodi-
ment of the present invention creates an increase in the gen-
erated portfolio’s exposure to quality characteristics from the
stock selection model described above.

[0115] The present invention diminishes the market lever-
age risks. Such risks include increased systematic risk, the
leverage of each position, and increased exposure to the gen-
erated portfolio’s theme (e.g. dividend yield). One method by
which the present invention mitigates the risks of becoming
leveraged is by using additional leverage to buying new posi-
tions rather than reinvesting more of the positions already in
use.

[0116] Additionally, the present invention diminishes the
risks involved in short positions (“shorting™). Such risks
include stock price rises which pressure investors with short
positions to cover as well as raise the price even further
(“short squeeze™), unlimited loss potential, and different
volatility characteristics on the short side. A number of ways
the present invention mitigates the risks of shorting are con-
tinually monitoring hard to borrow lists and investing only in
easy to borrow lists, managing the overall portfolio risks
using daily risk reports (i.e. volatility reports, correlation
reports, etc), diversification across a large number of short
positions, and strict rules on when to cover a shorted security
depending on the short security’s size in the portfolio.

[0117] Thus, an advantage of the present invention over
existing systems is that portfolios generated using the above
described methods have distinctive performance characteris-
tics which do not simply mimic a single index.

[0118] Additionally, the present invention may utilize
ADRs. Some advantages of using ADRs are: quotes and
dividends are received in U.S. dollars, the regulations
involved are clear and settled in the U.S., foreign investment
restrictions are not applicable, the transactions are governed
by the SEC and are compliant with U.S. GAAP, information
required for the investment process is easily accessible,
investment is possible in at least 1,900 sponsored depository
receipts from over 70 countries, and clearing as well as trad-
ing and settlement expenses associated with direct investment
in foreign markets are illiminated. However, the methods of
the present invention may also be applied to international
stocks.

[0119] Although the methods of the present invention have
been described in terms of stock selection and purchase, such
embodiments are merely exemplary, and the methods
described herein can be applied to any type of investment
asset without departing from the spirit of the present inven-
tion.

[0120] Furthermore, a significant benefit of the present
invention, is that the investment strategies of the present
invention allow to maximize the dividend yield versus the
volatility trade-off. Simply put, the present invention pro-
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vides a higher dividend yield per unit of volatility than other
investment strategies known in the art.

[0121] FIG. 7 depicts an embodiment of a system on which
the methods described above may be implemented. Asset
performance data is received from financial data systems 702
by the computing system 706 via a communication module
704. The communication module 704 transmits and receives
data, to and from the computing system 706 via any standard
electronic means known in the art. The financial data system
704 may be internal or external to the computing system 706.
The computing system 706 consists of: a display module 708,
data entry module 710, processing module 712, calculation
module 714, a reporting module 719 for generating reports of
asset performance and an analysis module 718 for analysis of
asset performance. Furthermore, the system may be equipped
with an additional communication module 704 for passing
asset related information to an external system 724, as well as
receiving information from the external system 724.

[0122] While the present invention has been described with
reference to the preferred embodiment and alternative
embodiments, which embodiments have been set forth in
considerable detail for the purposes of making a complete
disclosure of the invention, such embodiments are merely
exemplary and are not intended to be limiting or represent an
exhaustive enumeration of all aspects of the invention. The
scope of the invention, therefore, shall be defined solely by
the following claims. Further, it will be apparent to those of
skill in the art that numerous changes may be made in such
details without departing from the spirit and the principles of
the invention. It should be appreciated that the present inven-
tion is capable of being embodied in other forms without
departing from its essential characteristics.

What is claimed is:

1. A system for identifying and selecting at least one asset
for investment comprising:

a data storage module for storing information associated

with said at least one asset;

a calculation module for identifying mathematical asset
performance factors and calculating correlations for said
mathematical asset performance factor; and

acomputing system in electronic communication with said
data storage module and at least one financial data sys-
tem, said computing system comprising:

an analysis module for performing analysis of said at least
one asset and eliminating said mathematical asset per-
formance factors with a high level of correlation; and

aprocessing module for selecting said at least one asset for
investment at least in part based on said remaining math-
ematical asset performance factors using a plurality of
investment strategies that at least in part comprise
investing in short positions and investing in long posi-
tions and outputting said at least one asset for investment
according to said plurality of investment strategies.

2. The system of claim 1 wherein said computing system
includes a display module, a data entry module, and one or
more communication modules.

3. The system of claim 1 wherein said computing system
includes an additional analysis module for analyzing said
mathematical asset performance factors for effectiveness and
outputs the mathematical asset performance factors.

4. The system of claim 1 wherein said computing system
includes an additional processing module for defining indus-
try sectors and assigning relevant mathematical asset perfor-
mance factors into said industry sectors and back testing said
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assignment against known asset performance data in order to
determine effectiveness of said assignment.

5. The system of claim 1 including an additional calcula-
tion module for determining a weight for each mathematical
asset performance factor.

6. The system of claim 5 wherein said weight for each
mathematical asset performance factor is determined by at
least one of the following: a mathematical asset performance
factor’s forecasting ability, a mathematical asset performance
factor’s interaction with other mathematical asset perfor-
mance factors, the serial correlation of the forecasting ability
of each mathematical asset performance factor, and a math-
ematical asset performance factor’s influence on risk of
investment.

7. The system of claim 2 wherein said computing system
includes a communication module for receiving information
from at least one financial data system and a second commu-
nication module for passing asset related information to an
external system.

8. The system of claim 1 wherein said funds are invested in
at least one asset according to information received from said
financial data system and wherein data related to investment
of said funds is transmitted to the financial data system.

9. The system of claim 7 wherein said at least one asset is
purchased by said external system in accordance with said
asset related information.

10. The system of claim 1 wherein said plurality of invest-
ment strategies includes a strategy intended to increase the
dividend yield.

11. A method for identifying and selecting at least one asset
for investment, the method comprising the steps of:

identifying mathematical asset performance factors;

calculating correlations for the mathematical asset perfor-
mance factor;

identifying mathematical asset performance factors with a

high level of correlation;

eliminating the mathematical asset performance factors

with the high level of correlation;

selecting the at least one asset for investment at least in part

based on the remaining mathematical asset performance
factors using a plurality of investment strategies that at
least in part comprise investing in short positions and
investing in long positions; and

outputting the selected asset for investment.

12. The method of claim 11 and further comprising the
steps of:

analyzing mathematical asset performance factors for

effectiveness; and

outputting the mathematical asset performance factors.

13. The method of claim 11 and further comprising the
steps of:

defining industry sectors;

assigning relevant mathematical asset performance factors

into the industry sectors; and

back testing the assignment against known asset perfor-

mance data in order to determine effectiveness of the
assignment.

14. The method of claim 11 and further comprising the step
of determining a weight for each mathematical asset perfor-
mance factor.

15. The method of claim 14 wherein the weight for each
mathematical asset performance factor is determined by at
least one of the following: a mathematical asset performance
factor’s forecasting ability, a mathematical asset performance
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factor’s interaction with other mathematical asset perfor-
mance factors, the serial correlation of the forecasting ability
of each mathematical asset performance factor, and a math-
ematical asset performance factor’s influence on risk of
investment.

16. The method of claim 11 wherein the plurality of invest-
ment strategies includes a strategy intended to increase the
dividend yield.

17. A method for investing funds in at least one asset, the
method comprising the steps of:

receiving funds;

determining long positions for the at least one asset;

determining short positions for the at least one asset;

determining amount of additional funds to borrow based at
least in part on the funds received and the long and short
positions determined;

borrowing the additional funds;

outputting and investing in the determined long positions;

and

outputting and investing in the determined short positions;

wherein borrowing the additional funds based at least in

part on the funds received comprises borrowing funds at
a ratio of at least 40% of the amount of funds received to
be invested in long positions out of at least 140% of the
amount of funds received intended for investment in
long positions; and

borrowing at a ratio of an additional said at least 40% of'the

amount of funds received to be invested in short posi-
tions for the at least 140% of the amount of funds
received invested in long positions.

18. The method of claim 17 and further comprising the step
of collecting a return on the long positions.

19. The method of claim 17 and further comprising the step
of collecting a return on the short positions.

20. The method of claim 17 and further comprising the step
of selling the long positions.

21. The method of claim 19 wherein the step of investing in
the short positions comprises borrowing assets with an
expected decrease in value.

22. The method of claim 21 wherein the step of collecting
a return on the short positions further comprises the steps of:
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selling the borrowed assets with an expected decrease in
value; and
repurchasing the borrowed assets with an expected
decrease in value.
23. The method of claim 19 and further comprising the step
of reinvesting the return collected on the short positions.
24. A method for determining an investment allocation in at
least one asset, the method comprising the steps of:
receiving funds;
determining long positions for the at least one asset;
determining short positions for the at least one asset;
determining amount of additional funds to borrow based at
least in part on the funds received and the long and short
positions determined;
outputting the determined long positions; and
outputting the determined short positions;
wherein said plurality of investment strategies includes a
strategy intended to increase the dividend yield.
25. A method for investing funds in at least one asset, the
method comprising the steps of:
receiving funds;
determining long positions for the at least one asset;
determining short positions for the at least one asset;
determining amount of additional funds to borrow based at
least in part on the funds received and the long and short
positions determined;
borrowing the additional funds;
outputting and investing in the determined long positions;
and
outputting and investing in the determined short positions;
wherein borrowing the additional funds based at least in
part on the funds received comprises borrowing funds at
a ratio of a given percentage of the amount of funds
received to be invested in long positions out of 100%
plus said given percentage of the amount of funds
received intended for investment in long positions; and
borrowing at a ratio of an a further amount said given
percentage of the amount of funds received to be
invested in short positions for the 100% plus said given
percentage of the amount of funds received invested in
long positions.
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