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A Discussion on the Value of Multifactor Ranking Systems for Quantitative Portfolio Management

By Nicholas Fok, Portfolio123.com

In this article I will discuss the value a ranking system provides in creating a portfolio.  It is often asked why ranking systems are used at all when Portfolio123 already offers a powerful screener with backtesting capability.  Although the two approaches may seem similar on the surface, there are subtle but important differences between these methods in selecting stocks for a portfolio.

To begin, lets review what constitutes a ranking system.  A ranking system is a formula that assigns a Rank of 0 to 100 (100 being the highest) to each Stock in the Universe for a given date.  Each Ranking System calculates a stocks’ Rank by evaluating each of the stocks’ Factors and combining them into a single number using a weighting scheme. A Stock's Rank ranges from 100-0, where 100 is the most desirable, and a Rank of 90 indicates the Stock is better than 90% of the stocks in the universe.  For more detail on how a ranking system works, click here.

In contrast, a screener is a method to exclude stocks in the universe that do not meet certain criteria.  In using the screener to select stocks, I will have to decide what Factors to use and specifically state the level of the Factor to exclude stocks.  For example, say I want to screen for stocks with a low Price to Book ratio.  I will need to enter in the screener Pr2BookQ < 10.  But then several problems surface: what number is a high or low Price to Book Ratio?  What number is a low Price to Book historically?  Can I vary the number to which I screen Price to Book numbers?

All these questions point to a major drawback of screeners - I have to explicitly specify the number, or hard code the value of the Factor, in this case Price to Book.  In a ranking system, the Price to Book ratio is evaluated against the universe at each specific date and its rank of 0-100 is returned.  So the important difference is that a ranking system is dynamic in nature.  At different times and in different markets, the top ranked value stocks will have different Price to Book ratios.  So by comparing the Price to Book ratio with 10 is arbitrary in nature and is static.  At one date only 10 stocks might have such a ratio.  But on another date maybe 200 will end up being shown.  

Not only is a ranking system dynamic in selecting stocks, it also provides information on how stocks are ranked relative to each other, while a screen does not take such information into account.  So when you select the top ranked stocks, these stocks have the best overall combination of factors compared to all other stocks.  The output list of stocks from a screen only gives you information on the stocks that have passed the screen.  The screen simply cannot provide this information.

So what is the bottom line in all of this?  The main reason for using a ranking system versus a screen is that a good ranking system can predict future returns.  Screeners can only provide a list of stocks that could in theory provide good returns, but a ranking system quantifies how the ranks can predict returns.  For example, the following graph is the performance of the Balanced4 ranking system.  
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The graph represents how returns vary with ranks.  The Balanced4 ranking system, developed by Portfolio123 shows that the ranking system strongly predicts increasing returns as the ranks increase.  The smoother the returns increase with the returns, the better and the more predictive and the better performance of the ranking system.  As you can see from the graph, the Balanced4 does a good job.  Therefore, on average, for a stock that is ranked 95-100 by the Balanced4 ranking system, you can expect to see a 30% return over the rebalance period.  

In summary, a ranking system offers much more information and usefulness to investors because it provides a dynamic assessment and evaluation of the factors and evaluates these factors on a relative scale.  Screeners cannot provide this information, but the most important point is that screeners cannot predict returns in the same way ranking systems do.  Ranking systems provide a statistical and methodical way to test factors and weights in their ability to predict returns.  

About the author:

Nicholas Fok brings over 5 years experience in quantitative research. Prior to Portfolio123.com, he worked for a Commodity Trading Advisor (CTA) as a financial engineer developing statistical trading strategies in equities and derivatives. Nick holds a BS in Finance from the Wharton School, University of Pennsylvania, a MS in Financial Engineering from Stuart Graduate School of Business, Illinois Institute of Technology and a MBA in Analytic Finance and Econometrics and Statistics from the Graduate School of Business, University of Chicago.  

[image: image3.png]