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Lost in the Crowd?
ldentifying and Measuring
Crowded Strategies and Trades

The “quant meltdown” of 2007 and the subsequent global financial crisis
highlighted the risks of crowded investment strategies. The recent growth
of “smart beta” indexes and their use in ETFs has added to concerns

about crowding. In this Research Spotlight, we explore the risks posed by
crowded strategies and explain how the MSCI Crowding Scorecard enables
asset managers to assess these risks as they exist in today’s markets.
The Scorecard employs four metrics that can help managers understand
the risks of overlapping trading strategies, which may not be apparent by

focusing on a single metric alone. To read the full white paper, click here.

KEY FINDINGS

¢ Asset managers are increasingly aware of The MSCI Crowding Scorecard helps
crowding in the investment markets and of increase the chances of achieving
the risks associated with it. Many are seeking investment outcomes based on
more reliable ways to assess and understand fundamentals, rather than on the effects
these risks as markets and investment undetected market crowding.
strategies evolve.

MSCI has developed a multi-faceted
Crowding Scorecard that takes into account
both the current patterns of trading activity
and their effects on asset pricing.
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SEEKING TO CURB RISK, QUANT STRATEGIES CREATE

NEW DANGERS

Since the “quant meltdown” of August 2007 and the global
financial crisis that followed, there has been increased

interest in measuring and monitoring the crowding of assets

in identical or similar strategies. The rapid growth of “smart
beta” indexes and the rise of ETFs have created the need for an

even greater degree of scrutiny.

Subsequent studies of the quant meltdown have shown that

losses during that period were exacerbated by several factors:

¢ “Crowded” trading, with a large number of market
participants following identical or very similar
investment strategies

¢ “Crowded” positions, as asset managers’ overlapping
allocations in many cases came to represent a large
portion of a stock’s total market capitalization

e A sudden lack of liquidity caused by large-scale
redemptions at the same time as asset values were

falling sharply

These factors combined to drive returns down sharply, as
investors rushed to exit similar strategies and positions. The
sudden bounce-back of U.S. securities during March 2009
resulted in one of the worst-ever historical performances of the
Momentum factor (which relates to buying past winners and

selling past losers) and Momentum-based investment strategies.

Mutual funds’ exposure to the Momentum factor has varied
over time. From 2004-2007, mutual funds were net buyers of
Momentum. In 2008, mutual funds became net sellers of the
factor, continuing until early 2011. Afterwards, net purchases

returned to near their pre-crisis levels in 2011 and 2013.

EXHIBIT 1

TRADING ACTIVITY OF U.S. MUTUAL FUNDS IN MOMENTUM FACTOR
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THE MSCI CROWDING SCORECARD: MEASURING

CROWDING RISK

The MSCI Crowding Scorecard is designed to assess the

risk of entering an already crowded trade when choosing an
individual stock or implementing the strategies employed to
construct a portfolio—either quant strategies or those based
on fundamental analysis.

In the case of a portfolio, the first step is the use of a suitable
risk model, such as MSCI's U.S. Total Risk Model, which
incorporates Systematic Equity Strategy (SES) factors. SES
factors represent rules-based equity investment signals that
can be implemented systematically.

The MSCI Crowding Scorecard assesses four metrics that, in
combination, can help managers understand risks of overlap in
their trading strategies that might not be apparent by focusing
on one of them in isolation. The first two measure crowding
among managers employing strategies with a particular style,
as in the case of Value or Growth portfolios, as well as the
overlap in the trades of otherwise heterogeneous investors.
The third and fourth metrics track the effects of such trading
activities on pricing and relative valuations.

EXHIBIT 2

THE MSCI CROWDING SCORECARD COMBINES FOUR METRICS:

MSCI CROWDING SCORECARD

Aggregated trading activity of U.S. mutual funds and their exposures to

factors as calculated using MSCI's Peer Analytics dataset.

Changes in short interest for the bottom- and top-ranked names; the larger

the changes in short-interest, the greater the trading activity of hedge funds.

High pair-wise correlations generally indicate that a factor or strategy is

becoming more popular, thus increasing the possibility of crowding.

The spread between the average book-to-price ratio (B/P) in the top decile
of stocks, ranked by the factor exposure, and that of the average among
the bottom-decile stocks.
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WHAT ARE THE CROWDING PRESSURES IN THE MARKET?

The MSCI Crowding Scorecard showed there was a possibility ¢« On average, pair-wise correlations among stocks in the top
of crowding in the U.S. Momentum factor in late 2014: and bottom deciles have risen to levels exceeded only in
the 2009 “Momentum Crash” or the earlier “Tech Bubble.”
e The mutual fund selling of the Momentum factor had e Valuation spreads between high- and low-momentum
stopped in September 2014. stocks are widening and below median.

e At the same time, shorting activity had been
trending upwards.

EXHIBIT 3

MSCI CROWDING METRICS FOR THE MOMENTUM FACTOR

MSCI CROWDING SCORECARD
LOOKING AT MOMENTUM
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CONCLUSION

Many of today’'s market participants are aware of the problem of crowded strategies and are now looking
for tools that can help them monitor the changing levels of crowding risk. The MSCI Crowding Scorecard is a

multi-faceted measuring tool that takes into consideration the current patterns of trading activity and their

effects on asset valuations, thus helping investors avoid the consequences of undetected market crowding.




About MSCI

RESEARCH SPOTLIGHTS

Why not subscribe to receive the latest Research Spotlight

delivered direct to your desktop? Subscription is completely free

and without obligation.

The authors

Mehmet Bayraktar

Managing Director
Equity Analytics Research

mehmet.bayraktar@
msci.com

Stuart Doole, PhD

Executive Director
New Product Development

stuart.doole@msci.com

Altaf Kassam, CFA

Managing Director and
Head of Equity Applied
Research - EMEA
altaf.kassam@msci.com

Stanislav Radchenko

Executive Director
Equity Analytics Research

stanislav.radchenko@
msci.com

Mehmet Bayraktar is
responsible for driving the
research agenda for Barra
Equity Models globally. Prior
to MSCI he was Head of
Research and Chief Economist
at IS Asset Management, the
largest asset management
firm in Turkey. Before IS Asset
Management, Mehmet was
the lead portfolio manager for
European and UK quant equity
portfolios and the GS Dynamic
Asset Allocation Fund in

the Quantitative Investment
Strategies group at Goldman
Sachs Asset Management.

Stuart Doole is Executive
Director, New Product
Research at MSCl and is
responsible for the MSCI
Equity Factor Indexes. He
is focused on developing
new indexes and enhancing
existing products. He was
previously Deputy CIO at
AXA Rosenberg Europe.
Stuart has also worked
on the sell-side at Credit
Suisse in macro strategy
research and at Barclays
Capital as a derivative
products structurer.

Altaf Kassam is Managing
Director and Head of Equity
Applied Research, Americas
and EMEAI for MSCI, with
responsibility for research
to support new and existing
indexes and risk models
including factor and
economic exposure indexes,
as well as performance and
risk attribution. Prior to
joining MSCI, Altaf was the
Global Head of the Equity
Market Strategies Group at
UBS Investment Bank, and
previously at Deutsche Bank
and Goldman Sachs.

Stan Radchenko is a Senior
Researcher focused on
exploring Systematic Equity
Strategy (SES) factors in risk
models, building new sector
models and establishing
macro linkages in equities.
Prior to MSCI, he was
co-head of research and lead
portfolio manager for the US
equity funds at Quantitative
Investment Strategies

group at Goldman Sachs
Asset Management.


mailto:stuart.doole%40msci.com%20?subject=
mailto:altaf.kassam%40msci.com%20?subject=
mailto:mehmet.bayraktar%40msci.com?subject=
mailto:mehmet.bayraktar%40msci.com?subject=
mailto:stanislav.radchenko%40msci.com?subject=
mailto:stanislav.radchenko%40msci.com?subject=

MSCI =

AMERICAS

Americas 1888 588 4567 (toll free)
Atlanta + 1404551 3212
Boston +1617 5320920
Chicago +1312 6750545
Monterrey +5281 12534020
New York +1212804 3901
San Francisco + 1415836 8800
Santiago +56 22364 4243
S&o Paulo +5511 3706 1360
Toronto +1416 6281007

EUROPE, MIDDLE EAST & AFRICA

Cape Town +27216730100

Frankfurt +49 6913385900

Geneva +41228179777

London + 442076182222

Milan +39 025849 0415

Paris 0800 91 59 17 (toll free)

ASIA PACIFIC

China North 10800 852 1032 (toll free)

China South 10800 152 1032 (toll free)

Hong Kong + 852 2844 9333

Mumbai +9122 67849160

Seoul 00798 8521 3392 (toll free) About MSCI

z;r;gnaezore f[l01825303373423(:)3“ free) For more than 40 years, MSCl's research-based indexes and
Thailand 0018 0015 6207 7181 (toll free) analytics have helped the world’s leading investors build and
Taipei 00801127513 (toll free) manage better portfolios. Clients rely on our offerings for
Tokyo +8135290 1555

deeper insights into the drivers of performance and risk in their
portfolios, broad asset class coverage and innovative research.

Our line of products and services includes indexes, analytical
TO FIND OUT MORE PLEASE VISIT

models, data, real estate benchmarks and ESG research. MSCI
msci.com serves 98 of the top 100 largest money managers, according to

clientservice@msci.com the most recent P&l ranking.

The information contained herein (the “Information”) may not be reproduced or redisseminated in whole or in part without prior written permission from MSCI. The Information may not be used to verify or
correct other data, to create indexes, risk models, or analytics, or in connection with issuing, offering, sponsoring, managing or marketing any securities, portfolios, financial products or other investment
vehicles. Historical data and analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction. None of the Information or MSCI index or other product or
service constitutes an offer to buy or sell, or a promotion or recommendation of, any security, financial instrument or product or trading strategy. Further, none of the Information or any MSCl index is intended
to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. The Information is provided “as is” and the user of the
Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF MSCI INC. OR ANY OF ITS SUBSIDIARIES OR ITS OR THEIR DIRECT OR INDIRECT SUPPLIERS OR
ANY THIRD PARTY INVOLVED IN THE MAKING OR COMPILING OF THE INFORMATION (EACH, AN “MSCI PARTY") MAKES ANY WARRANTIES OR REPRESENTATIONS AND, TO THE MAXIMUM EXTENT PERMITTED BY
LAW, EACH MSCI PARTY HEREBY EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES, INCLUDING WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE. WITHOUT LIMITING ANY OF
THE FOREGOING AND TO THE MAXIMUM EXTENT PERMITTED BY LAW, IN NO EVENT SHALL ANY OF THE MSCI PARTIES HAVE ANY LIABILITY REGARDING ANY OF THE INFORMATION FOR ANY DIRECT, INDIRECT,
SPECIAL, PUNITIVE, CONSEQUENTIAL (INCLUDING LOST PROFITS) OR ANY OTHER DAMAGES EVEN IF NOTIFIED OF THE POSSIBILITY OF SUCH DAMAGES. The foregoing shall not exclude or limit any liability that
may not by applicable law be excluded or limited.


http://www.msci.com	
mailto:clientservice@msci.com

