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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Don’t Believe the Hype About this “AI Powered” ETF 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life. 

We regularly warn investors not to trust fund labels. All too often, investors make the decision to buy a fund 
based on its name rather than on diligent research of its holdings and methodology. When people ignore such 
basic due diligence, they miss significant red flags that cause funds to underperform or not deliver the promised 
portfolio allocation.  

This ETF’s label capitalizes on the growing interest in Artificial Intelligence by a portfolio selected by AI, but its 
holdings show little differentiation from the market, and its methodology is a black box. As we wrote in “Cutting 
Through the Smoke and Mirrors of AI on Wall Street”, most AI-driven funds today are more effective at marketing 
than at delivering returns to investors. These concerns, plus significant allocation to Very Unattractive stocks and 
higher than average fees, make the AI Powered Equity ETF (AIEQ) this week’s Danger Zone pick. 

AIEQ Looks Like a Closet Indexer 

You’d expect a fund managed by AI to have a unique strategy that is uncorrelated with the rest of the market. 
Instead, as Figure 1 shows, our holdings analysis reveals that AIEQ has a very similar ratings distribution to the 
S&P 500 (SPY). 

Figure 1: Asset Allocation: AIEQ vs. SPY 
 

 
 

Sources: New Constructs, LLC and company filings 

To make our determination of holdings quality, we leverage our Robo-Analyst technology1 to drill down and 
analyze the individual stocks in every fund we cover. 

AIEQ allocates 24% of its assets to Attractive-or-better stocks versus 26% for SPY. It allocates 30% to 
Dangerous-or-worse stocks versus 26% for SPY. Both funds count Alphabet (GOOGL) and Amazon (AMZN) 
among their top five holdings. 

AIEQ Performs Like its Index 

As Figure 2 shows, AIEQ has performed almost exactly in-line with SPY since its inception last October. After 
volatility in its first few weeks of trading, AIEQ has moved in lockstep with the market so far in 2018. 

 

 

                                                 
1Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting 
Fundamental Analysis with Robo-Analysts. 

http://blog.newconstructs.com/
http://moneylifeshow.com/SaveFiles1/Upload_Files/180423%20-%20Danger%20Zone.mp3
http://moneylifeshow.com/
https://www.newconstructs.com/how-to-find-the-best-sector-mutual-funds-1q18/
https://www.newconstructs.com/education-etf-mutual-fund-rating/
https://www.newconstructs.com/cutting-through-the-smoke-and-mirrors-of-ai-on-wall-street/
https://www.newconstructs.com/cutting-through-the-smoke-and-mirrors-of-ai-on-wall-street/
https://www.newconstructs.com/category/danger-zone/
https://www.newconstructs.com/technology/
https://www.newconstructs.com/nows-the-time-to-buy-this-discounted-tech-giant/
https://www.newconstructs.com/winner-losers-from-amazons-proposed-purchase-of-whole-foods/
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
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Figure 2: No Difference Between AIEQ Performance and the Market 
 

 
 

Sources: Google Finance 

It looks as if AIEQ initially debuted with a genuinely unique strategy, but after that strategy underperformed, it 
was tweaked to make sure it didn’t lag its benchmark. Just like so many human managers before it, AIEQ seems 
to have become a “closet indexer” rather than risk the fund outflows that result from underperformance. 

Passive Management with Active Costs 

AIEQ’s index-like performance makes it hard to justify the fees it charges investors. Its total annual costs of 
0.83% are more than eight times higher than SPY (0.10%). Overall, AIEQ is more expensive than 89% of the 
650+ ETFs we cover. 

These high costs hurt AIEQ significantly in our rating system. Even though its holdings are not that different from 
SPY, which earns an Attractive rating, AIEQ only earns our Neutral rating and is one of the five worst ETFs in the 
All Cap Growth style.  

Applied correctly, the use of AI in asset management should give investors the benefits of active management 
with passive costs. Instead, AIEQ gives investors the results of passive management with active costs. 

Lack of Transparency Puts Investors at Risk 

As we wrote in “Opening the Black Box: Why AI Needs to Be Transparent”, transparency is key for artificial 
intelligence to achieve widespread adoption in Finance. EquBot, the company behind AIEQ, says all the right 
things about transparency. COO Chida Khatua told Bloomberg Businessweek: 

“Our core philosophy is that we don’t want to create a black box for AI.” 

However, that’s exactly what they’ve done. In its public documents, AIEQ provides almost no insight into its 
stock-selection methodology. For instance, consider the “Investment Process” paragraph from its fact sheet, 
which reads: 

“The fund applies proprietary analytical algorithms to artificial intelligence (AI) technology, which can process 
over one million pieces of information per day, to build predictive financial models on approximately 6,000 U.S. 

companies. The technology continually analyzes data and models in its active stock selection process, and 
derives an optimal risk adjusted portfolio consisting of 30 to 70 companies with high opportunities for capital 

appreciation.” 

http://blog.newconstructs.com/
https://www.google.com/search?q=NYSEARCA:AIEQ&e=4112296&tbm=fin&biw=1920&bih=983#scso=uid_tdfYWuiZINKl_QaA3qKIBQ_5:0&smids=/g/1q62h0x10&wptab=COMPARE
https://www.newconstructs.com/education-total-annual-costs/
https://www.newconstructs.com/all-cap-growth-style-2q18-best-and-worst/
https://www.newconstructs.com/opening-the-black-box-why-ai-needs-to-be-transparent/
https://www.bloomberg.com/news/articles/2018-04-10/can-humans-understand-how-robots-invest
http://www.equbotetf.com/investor-materials/ETFMG-AIEQ-FactSheet.pdf
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This section raises a number of questions, such as: 

• What data points compose the “one million pieces of information” being analyzed daily? 
• Where does AIEQ get the data from, and what processes are in place to ensure data quality? 
• What is the methodology behind its “predictive models”? 
• How does the AI process the data to decide which companies have “high opportunities of capital 

appreciation”? 

However, none of these questions are answered in any substantial manner in the fact sheet, the prospectus, or 
on the fund’s website. We understand that AIEQ may not want to reveal all the secrets behind its methodology, 
but certainly it can give some investors some insight into its process.  

We try to be as transparent as possible with our clients, breaking down exactly how our ratings and metrics are 
calculated and showing where we collect all our data from in the filings. We do this because: 

1. We want investors to see all the work we’re doing so they can have trust in the process, and 
2. We believe our technological and organizational advantages make it impossible for someone else to 

emulate our work even if they do know our methodology. 

If AIEQ believes in its technological advantages as much as they say they do, they should be willing to give 
investors more information about their process. There’s no downside to showing potential investors how much 
work is being done behind the scenes. Furthermore, transparency doesn’t just build trust with investors, it also 
makes it easier to address errors and optimize your technology.   

Red Flags in the Holdings 

The lack of transparency in AIEQ’s methodology raises serious questions about some of its holdings. Forest City 
Realty Trust (FCE.A) is one of AIEQ’s top five holdings, and it earns our Very Unattractive rating. 

Because AIEQ doesn’t disclose its data sources, we have no way of knowing whether its decision to allocate 
2.9% of its assets to FCE.A might be based on inaccurate data. For instance, does the fund’s model take into 
account the $28 million deferred tax benefit that artificially increased FCE.A’s net income and funds from 
operations in 2017? What about the $270 million in operating leases and $990 million in accumulated asset 
write-downs, which, when combined, account for 17% of reported net assets? 

Maybe it does. Maybe one of the million data points processed by the AI suggests the company’s 1.7% return on 
invested capital (ROIC)2 can improve, and that it will be able to increase its 2.2% free cash flow yield to support 
its 3.6% dividend yield. Without any ability to examine the fund’s models, though, investors can’t have any trust 
in its investment process. 

Look Past the Marketing and Demand Diligence 

While AIEQ hasn’t lived up to its promise as an investment, it’s been extremely successful as a marketing tool. In 
a short amount of time, the fund has amassed over $130 million in assets, won the ETF.com award for “Best 
New Active ETF”, and spawned enough interest that the creators are already looking to roll out a second fund for 
international stocks. 

Investors are excited about all things AI, and rightly so. AI is a transformative technology that’s going to have a 
massive impact on asset management in the coming years. However, investors can’t get so excited about AI that 
they forget about due diligence and fall prey to marketing gimmicks that are all style and no substance. 

This article originally published on April 23, 2018. 

Disclosure: David Trainer, Sam McBride, and Kyle Guske II receive no compensation to write about any specific 
stock, sector, style, or theme. 

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  

                                                 
2
 Ernst & Young’s Recent white paper “Getting ROIC Right” proves the importance of a diligent calculation of ROIC and the superiority of our 

data and metrics. 

http://blog.newconstructs.com/
https://www.newconstructs.com/ai-has-a-big-data-problem/
http://www.equbotetf.com/investor-materials/ETFMG-AIEQ-Prospectus.pdf
http://www.equbotetf.com/about-aieq/
https://www.newconstructs.com/stock-rating-methodology/
https://www.newconstructs.com/education/metrics-definitions/
https://www.newconstructs.com/filings-click/
https://www.newconstructs.com/wp-content/uploads/2018/04/FCE.A_Tax_Benefit.png
https://www.newconstructs.com/wp-content/uploads/2018/04/FCE.A_Operating_Leases.png
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.newconstructs.com/asset-write-downs/
https://www.newconstructs.com/asset-write-downs/
https://www.newconstructs.com/education-return-on-invested-capital/
https://www.newconstructs.com/education-free-cash-flow/
http://www.etf.com/sections/features-and-news/and-2017-etfcom-awards-winners-are?nopaging=1
http://www.etf.com/sections/features-and-news/and-2017-etfcom-awards-winners-are?nopaging=1
http://www.etf.com/sections/daily-etf-watch/equbot-plans-etf-sequel?nopaging=1
http://www.etf.com/sections/daily-etf-watch/equbot-plans-etf-sequel?nopaging=1
https://www.newconstructs.com/dont-believe-the-hype-about-this-ai-powered-etf
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs
https://www.newconstructs.com/ernst-young-proves-superiority-of-our-data-roic/
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care 

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 

New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  

2. Un-conflicted - Clients deserve unbiased research.  

3. Transparent - Advisors should be able to show how the analysis was performed and the data 
behind it.  

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 
mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 

Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 

http://blog.newconstructs.com/
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management 
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’ 
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any 
investment or merchant banking functions and does not operate a trading desk.  
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading 
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are 
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration 
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on 
that security. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report 
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such 
investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results 
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of 
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions 
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New 
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the 
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared 
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent f inancial advisor prior to making 
any investment decision or for any necessary explanation of its contents.  
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of  it, may be altered in 
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks, 
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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